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ORDER NO .  31

ORDER SETT ING  VALUES FOR INCENTIVE  RATE OF 
RETURN,  E ST AB L I SH ING  INFLAT ON ADJUSTMENT AND 

CHANGE IN SCOPE PROCEDURES ,  AND DETERMINING  
APP L ICABLE  TAR IFF  PROV I S IONS

( I s s u e ! :  J u n e  8 ,  1 9 7 9 )

I .  INTRODUCTION

By t h i s  O r d e r ,  t h e  F e d e r a l  E n e r g y  R e g u l a t o r y  C o m m i s s i o n  

( C o m m i s s i o n )  r e s o l v e s  t h r e e  c o m p l e x  and  i n t e r r e l a t e d  i s s u e s  

c o n c e r n i n g  t h e  s e g m e n t s  • 1 /  o f  t h e  A l a s k a  N a t u r a l  G a s  

T r a n s p o r t a t i o n  S y s t e m  (ANGT f  l o c a t e d  i n  t h e  U n i t e d  S t a t e s :  

( 1 )  t h e  s t r u c t u r e  o f  t h e  i n i t i a l  t a r i f f s  t o  be a p p l i e d  t o  

t h e  t r a n s p o r t a t i o n  o f  A l a s k a n  g a s ;  ( 2 )  t h e  I n c e n t i v e  R a t e  

o f  R e t u r n  ( I R O R )  m e c h a n i s m  and  t h e  v a l u e s  t o  be a p p l i e d  t o

1 /  T h e s e  s e g m e n t s  a r e  or. t h e  A l a s k a n  s e g m e n t  and  t h e  E a s t e r n
— l e g  ( N o r t h e r n  B o r d e r ) .  T h e  o n l y  t a r i f f s  c u r r e n t l y  b e f o r e

t h e  C o m m i s s i o n  f o r  a p p r o v a l  a r e  t h o s e  f i l e d  by A l a s k a n  
N o r t h w e s t  N a t u r a l  G a s  T r a n s p o r t a t i o n  Company  on b e h a l f  
o f  t h e  A l a s k a n  s e g m e n t ,  and  by N o r t h e r n  B o r d e r  P i p e l i n e  
Company on b e h a l f  o f  t h e  N o r t h e r n  B o r d e r  s e g m e n t .

V  V > 5 -  ■.:>» AGO 8 0 5 9 8 5
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the separate elements of that mechanism; and (3) the rate 

of return on equity to be applied once the system becomes 

o p e r a t i o n a l .

m

A. Scope of Order

This Order is divided into six major sections.

Se ction II is concerned with the Incentive Rate of Return, 

its rationale and mechanism. The four parts to this section 

explore and define the incentive concep t (Part A), the six 

IROR parameters (Part B), and the im plementation of the i n ce n­

tive mec hanism  (Part C). Sections III and IV deal with 

particular adjusting mecha ni sms which are required for the 

proper implementation of the Incentive Rate of Return.

These ore tne Adjust me nt s for Inflation (Section III) and 

Change in Scope me ch a ni s ms  ar.d pro ce d ur es  (Section IV).

Section V provides a general overview ii. the result of the 

IROR mechanism. Taken together, these four sections s u p p l e­

ment the basic framework for an incentive mechanism, 

specified in C om m is s i o n  Order No. 17, 2/ which is designed

2/ Federal Energy Regul at or y Commission, Order No. 17,
"Order At t aching  Incentive Rate of Return Conditi on s to 
C er t ificate s of Public Conve ni e nc e  and Necessity, Docket 
No. RM 78-12 (Dec. 1 , 1978 ) c o n f i r m e d , Order No. 17-A 
(Jan. 12, 1979).

* “ w . — — • • t -n — r ^
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to reward project sponsors for good m an a ge m en t  and effective 

co ntrol of costs.

The project sponsors' proposed tariffs are addressed 

in Se ction VI. The focus of that section is to resolve 

important issues which affect the risk to be borne by 

proje ct sponsors in the constr uc ti on and initial operation 

of the ANGTS. The re l at ionship betwee n the tariff issues 

and the IROR m ec h an i sm  is important.

The last section 'Section VII) ad dresses two procedural 

issues. These concern tho use of the rulemaking process, 

and the relatio ns hi p of this rulemaking to other pending 

p ro ce ed in g s pe rt in ent to ce rt if i ca t io n  of the ANGTS. 3/

The resolution of tariff, incentive rate, and rate of 

return on equity -issues for the A l a s k a n  Nor thwest and 

N orther n Border segments of the ANGTS are embodied in the 

text of this Order, and imp lemente d though the ordering 

p ar ag ra phs and the ter^s and conditions.

3/ These pr oc ee d in gs  focus upon issues surrounding the 
building of natural gas facilities which, prior to 
tra nsp or ti ng g3S as a part of the ANGTS, will be U6ed 
to transport C a n a di an  gas. S ee N or th w es t  Al as ka n P i p e­
line Company, Docket Nos. CP,5fc-123, et a l . ,  "Order 
Co n so l id a ti n g Pr oceedings, Es ta blishin g Procedures, 
Gra rting I n te rv en tions and Initiating Bearings."
(April 20, 1979.)

* 0 0  a o * 9 8 7



The project  sponsors have ea rnestly sought that this 

Order, es p ec ia l ly  as it relates to the tariff structure, ■ 

provide a s suranc e to prosp e ct i ve  equi t y investors and 

lenders. The co nc ern of the sponsors is wellfoun de d.  The 

C om m is si o n fully re co gn iz e s that e quit y investors and l e n­

ders  will make c ri ti cal d e c i s io n s respecting the financing 

of c o n s t r u c t i o n  of the AN G TS  in r eliance  on this Order.

The C om m is s io n  has ar t ic ul at ed in great deta il its 

rat ionale  for this Order. Where reasoned a l te rn atives were 

-available, we have prov id ed a thorough analysis of the 

issues and the basis for our co nc lu sions.  This thoroughness 

p rovide s the investors' bes t sec urity in relying on this 

O r d e r .

B. Ba ck g ro u nd

The Prudho e Bay Pield, on the north slope of Alaska, 

c ontain s the largest single gas reservoir ever disc ov e re d  

on the North A m e ri c an  contin ent. V i r t u a ll y  every e stimate  

e xc e e ds  26 trillion cubic feet of proven, r ec overabl e 

natural gas reserves. This large dep os i t of natural gas 

could supply more than two billion cubic feet of natural 

gas  per d a y  (appr ox i m at e ly  five pe rc en t  of the n ation's  

c u r r e n t  gas requirements) over a 25-year period.

D oc k et  No. RM 78-12 - 4 - • *
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In recognition of the potential importance of this 

d om es tic en er gy  source, Congress passed the Alaska Natural 

Gas T r an s po r ta ti o n Act (ANGTA), Pub. L. No. 94-586,

90 Stat. 2903 (1976) (15 U.S.C. SS 719-719m), which a u t h o -  - 

rized the President to recommend a natural gas system to * 

trans port Alas ka n  natural gas to the c ontiguo us  lower-48 

States. In September of 1977, the President rendered a 

d ec i s io n  that the Alcan Pipeline Company, be cause its 

proposal was e n vi r on m en t al ly  and e c on o mi c al ly  superior to 

compe ting proposals, should be gr anted the certific at e to 

con struct  the ANGTS. 4/ Congress, by joint resolution, 

app roved and adopted the President's se le ction in November 

of that year, H.J. Res. 621, Pub. L. No. 95-158, 91 Stat.

1263 (1977).

The ANGTS  will be 4,800 miles in length, o rg in ating on 

the north slope of Alaska and passing through Canada to the

4/ Ex ec ut ive Office of the President^ Energy Policy and 
P i a n n i n g , Decision and Report to Congress on the Alaska 
N a t u r a l Gas Tr an sp o rt at i on  S~ystem (September 1977) [here­
inafter cited as D e c i s i o n ) . T/.e present s ponso rs  for the 
Al a sk a n segment are the succe ss ors to the Alcan Pipeline 
Company; s e e , North west Alaskan Pipeline Company, Docket 
Nos. CP78-123, et el., "Order T r a ns f er ri n g Cond itional 
C e r ti fi c at e  of PubTTc C o nven ie nc e and Ne c es s i t y  from 
A lc a n Pipeline Compa ny  to Al a sk a n N o r t h w e s t  Natural 
Gas  T r a n s p o r t a t i o n  Company, Re vi ewing Rele vant Portions 
of Underly ing Pa r tn e r s h i p  Ag r ee m en t and Gr a n ti n g Inter­
vention," (June 30, 1978). The sponsor for the Eastern 
Leg Se gme nt is the Northern Border Pipe li ne  Company.

*« * \ A “V -------  v*  ’ * * • j
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lower-48 states. __5/ This system is expect ed  to deliver 

about 2.4 billion cubic feet of natural -gas per day to 

markets in the lower-48 States. At the time of the 

Pre si de nt's De ci sion the capital costs were estim ated at
m  «

$10.5 to $13.9 billion 6/, which would make the project, the 

largest privately financed project i history. 7/

~.**v

5/ The ANGTS will be a chilled, buried, natural gas p i p e­
line that will run parallel to the Tra n s- A la sk a  Oil 
Pipeline, to Delta Junction, just south of Fairbanks.
From there, it will run parallel to the existing Alcan
Highway through southern Alaska and north we stern Canada
to Caroli ne  Junction, near Calgary, Alberta. (In
addition to transporting Al as ka n gas, this section may
also carry C anadia n gas from the M a c k en zi e  Delta region
to the Tra ns - Ca n ad a  Pipeline at Empress, Alberta.) At
Caro li ne  Junction, the system will divide into two legs:
the Eastern Leg (Northern Border pipeline in the United -j;-
States), which will carry a p pr ox i m a t e l y  two-thirds of
the gas eastward to a point near Chicago, and the
West e rn  Leg, which will parallel an existing Pacific
Gas T r an s mi ss ion Company pipeline, carrying the
remaining one-third from Al be rt o  to California. See *
Decision at 6-12.

The pipeline system in the U.S. will be built by three 
major pi peline companies. The Ala sk a segment, from 
Prudhoe Bay to the Yukon Border, will be constructed by 
the Al a sk a n N o rthwe st  Natural Gas Tr an s p o r t a t i o n  

^  Company. The Western Leg will be built by the Pacific
Gas T ra n s m i s s i o n  Company. The Nort he r n Border segment 
will be built by tne N or th er n Border Pipeli ne  Company.

•
6/ Decision at 157.

7/ The sponsors state they are unable to pr ov i de  current 
cost estimates, which have increased since 1977,

(Footnote cont in ue on next page).
*rV

. - v i - . » v -. .  ,, , , \  ... . v .  • .  J \  „ vi*v>)k,W».
.  4  ^  / H v V  V  •  »»*, • «• •  • *’ r •  ’ . .  V.  VI « . * » , » • i '  » • , * • .1 '  • *

AGO 8 8 5 9 9 0



Docket No. RM78-12 - 7 -

In the course of deciding the issues presented in this 

Order, the Co mm i ss i on  has reviewed an extensive record 

com piled over the past several years in nu me rous proceedings. 

This includes the record developed prior to the President's 

Decision during the lengthy Alaska natural gas hearing 

in which the Comm is si on first considered project alternatives, 

8/ and the Recommendat ion submitted by the Federal Power

1_/ (Footnote cont'd.)

reflec ting inflation and changes in original cost es t i­
mates as well as changes in project design. Letter of 
Mr. Rush Moody, Jr., Counsel re presenting Alaskan 
N or thwest and Northern Border, to Mr. John B. Adger,
Jr., D i r e c t o r ,.Al askan Gas Project Office, Federal 
Energ y R eg u la to r y Commi ss ion (May 3, 1977).

8/ S e e , El Paso Alas ka  Company, Docket Nos. CP75-96, 
et a l ., Ini * ia 1 D v i sion on Proposed Alaska Natural 
Gas Transpoi tation System’s (Feb. 1 , 1977 ) .

On October 1, 1977, pursuant to the p ro visions of the 
De partme nt  of Energy Org an iz ation Act (DOE Act), Pub. L. 
No. 95-91, 91 Stat. 565 (August 4, 1977), and Executive 
Order No. 12009, 42 Fed. Reg. 46267 (Sep t .15, 1977), the 
Federal Power C om mi ss ion ceased to exist und its func­
tions and r eg ul at ory r es pons ib il ities were transferred to 
the S e c r et ar y  of Energy and this Commission, which, as 
an ind ependent comm is s i on  within the Department  of Energy, 
was ac ti va ted on October 1, 1977. The Commission was 
a ssigne d all relevant authority not gr an te d to it 
under the *DOE Act respecting action concerning  the 
ANGTS. D e p ar t me nt  of Energy Deleg a ti o n Order No.
0204-8 (effective Oct. 1, 1977) 42 Fed. Reg. 61491 
(Dec. 5, 1977).
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C om mi ss io n  to the President pr±or to the Preside nt 's  ____

D e c i s i o n . 9/ In addition, there is the record of comments

sub mitted to the President on the Commission's R e c o m m e n d a t i o n ,

com ments on the President's Decision submitted by this

C o mm i ss i on  and others to the Congress, and the hearings held ; 'v

by Congress pursuant to approving the D e c i s i o n . Finally, there

is the exten sive record compiled in this rulemaking, a record

whi ch consists of comment submitted to the Commi ss io n during

the procee di ng s initiated on May 8 , 1977 , 10/ six studies jjM't
r 'U

or reports dealing with IROR issues, 1±/ a special tariff 

report of the Commiss io n' s Alaska Delegate, and comments 

and reply comments submitted to the Commiss io n pursuant 

to the April 6, 1979 Notice.

9/ FPC, R ec o mm en dation co the President, Alaska N atural Gas
T r a n s p o r tat ion Systems (May 1, 19*271 (TiereinaTter cited"
as R e c o m m e n d a t i o n )~

10/ Federal Energy Regulatory Commission, "Incentive Rate
of Return from the Ala sk a Natural Gas Tr an sp or t at io n
System" Notice of Proposed Rulemaking, Docket No. RM78- 
12 (May 8, 1978), 43 Fed. Reg. 20245 (May 11, 1978/, 
revised Sept. 15, 1978.

11/ The reports received were: Alaska Gas Project Office
F t K C , "Price Indices for Adjusting the 7ost Performance 

' R a t i o  of the Alaska Gas Pipeline: Analy si s and R e c o m­
mendation s"  (March 29, 1979) (hereinafter cited as Alaska

(Footnote continue on next page)

AG O  8 8 5 9 9 2 ‘ •
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The Decision was the final product of a process, 

sti pulated  by Congress in ANGTA, 12/ that included written 

co mm e nt s from Federal officers and agencies, as well 

as State governors, and certain separate evaluations 

by the council of Envi ro nme ntal Quality. These comments 

and report s covered matt e rs  such as env ir onm ental

11 / (Footnote cont'd.)

Gas Project Office Report]; J. Hass, “Risk, Return 
and the IROR Plan: A Report to the Federal Energy 
Regulato ry  Commir^ion" (March 1979) (hereinafter 
cited as Hass R e p o r t ] ; James D. McCullough, Insti­
tute for Defense Analysis, "On the Tr ea tment of Risk, 
and Unc er tainty in Determining Change in Scope 
A l lo w a b i l i t y  and Center Point Estab li sh ement in the 
Al as ka  Gas Pipeline IROR Mechanism" (March 1979) 
(hereinafter cited as McCullough Report]; Nor thwest 
A la sk a n Pipeline Company, "Allowable Cost Estimate 
Re vi si on s Under the Incentive Rate of Return Procedure 
(March 3, 1979) (hereinafter cited as Northw es t Alaskan, 
Al lo w ab l e Cost Estimate Revisions"]; No rt hwest Alaskan 
Pipe li ne  Company, "Determi: ng the Project Risk Premium 
for the Alaska Segment of the Alaska Natural Gas T r a n s­
portation System" (March 7, 1979) (hereinafter cited 
as Northw es t Alaskan, "Determining Project Risk Premium"]; 
No rt hw est Alask an  Pipeline Company, ■Recompensed Inflation 
A d ju s tm e nt  Under the Incentive Rate of Return (IROR) 
Pro cedure" (March 7, 1979) (hereinafter cited as Northwest 
A laska "Recom mended Inflation Adj us tment"] . ’1 of these 
reports were served on interested parties of record.
See Federal Energy Regulatory Commission, "D etermination 
of Incentive Rate of Return, Tariff and Related Issues 
For The Alaska Natural Gas T r a n s p o r t a t i o n  System," Docket 
No. RM78-12 at 18 n. 24 (roimeo) (April 6, 1979) 
(hereinafter the April 6 N o t i c e ] .

12/ ANGTA, Sectio n 6 (15 U.S.C. S 719 d ) .



and safety considerations, financing, and the re lations hi p 

of any d e ci s i o n  on the ANGTS to other aspect s of national 

ene rg y policy. These submissions formed an important part 

of the record from which the President's D e c i s i o n , with all 

of its at t endant  terms and conditions, was developed.

The FPC's R e co mm endati on  found that the net national 

economic benefit (NNEB) was large and po si tive for any 

of the three alternati ve s which the Commi s si o n had c o n­

sidered, and it recommended that one of the two overland 

rou* 'S be constructed. 13/ .However, several of the July 1, 

1977, reports to the President explored the impact of 

hi gh e r- t ha n - a n t i c i p a t e d  costs on the b en efits of the p r o­

posed projects. In particular, task forces studying 

c o n s t r u c t i o n  delay and cost overruns on the one hand, 14/ 

and national economic impact on the other, 15 / combined

Docket No. RM 78-12 - 10 -

13/ R ecomm en da t i o n , Chapter IV. NNEB is de fi ne d  as "the
pr es en t value of the benefits derived less the present 
value of resources employed in ur dertaking the project." 
D ec is io n at 174.

14/ De p ar tm e nt  of the Interior and Depar tm ent of Transportation, 
"A laska Natural Gas Tr a ns p or ta t io n  System: Wh ite House
Task Force Lead A g en cy  Report on C on s tr u c t i o n  Delay and 
Cost Overruns," (July 1977).

15/ Federal Energy Administration, Depart me nt  of Commerce,
Depar t me n t of the Interior, Department of Labor, "Working 
Group: National Economic Impact of Al ask an Natural Gas
T r a n s p o r t a t i o n  Systems," (June 30, 1977).
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forc es in prepa ring an evaluation of the effects of cost 

o ve rr u n and schedule delay on NNEB. 16/

The Pr es ident's  Decision responded to the p o s­

sibil i t y  of overruns in two ways. First, an analysis 

of the po tential for cost overrun s and time d e l a y  for

16 / This table is included to illustrate the genesis
of the President's concern over the impact of cost 
o ve r ru ns  on the pr oject's NNEB as ev al ua ted at the 
time of the D e c i s i o n ;

Effect on NNEB of Expected Cost 
Overrrun and Worst Case Overr un  

(Billions of 1975 Dolars)

Discount Rate

A rt ie
Expected Overrun 
Worst Case

10.4
2.6

3.3
-2.2

0.9
-3.4

Alcan
Expected Overrun 
W or s t Case

12.3
6.6

4 8
0.7

2.0
-1.1

El Paso
Exp ected Over ru n 
W or s t Case

10.4 
7 6

3.9
1.8

1.5
-0.1

Source: Federal Energy Adminis tr at ion, D e p a r t­
ment of Commerce, Department of the I n t e r i o r — U.S. 
Geo logical  Survey, Department of Tran sp or tation,  
D e p a r t m e n t  of Treasury, Energy Research and 
D ev e lo p m e n t  Administration, ‘Report of the 
W o r ki ng  G r o u p  on Supply, Demand and Energy 
P olicy Impacts of Alaska Gas." Taole 11-13, 
at 138 (July 1, 1977).
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the sele ct ed  project, as well as discussion of co mparisons 

with the oil p ip el in e experience, was incorporated in the 

Rep ort which ac co mpanied the D e c i s i o n . 17/ From that 

e v al u a t i o n  came an estimat e of cost overruns under exp ected . 

cond itions, or an "expected overrun." • ••—

Second was the ex p li c it  re co gnition of the risk that 

co st  over ru ns  could be mu ch  different than the President's 

e xp e c t e d  case, and the requirement that a framework be 

devir>ed to m inimiz e that risk. The framework, provided in 

the P re si dent's D e c i s i o n , calls for the allocation of the 

p r o j ec t 's  risks among its various beneficiaries, and the 

o r g a n i z a t i o n  of Federal Gove rn me nt interactions with the 

p ro je ct to reduce those risks. 1_8/

The structure of go ve r nm en t  involvement includes a 

series of ap p ro va ls designed to ensure that appropriate pla n­

ning and analysis has been co mple.ed prior to construction,

1 7 / The R e p o r t , fol lowing page B4 of the D e c i s i o n , accompanied 
the Decisio n to Cong re ss and may be recarded as a u thorit a­
tive le gi sl ative history. Midwest Gas Tr a ns m is s io n Co. v. 
PERC, 589 F.2d 603, 611 n.23 (D.C. Cir. 1978).

18/ D e ci s i o n  at 201-205.

as*’96



Docket No. RM78-12 - 13 -

and an orga ni z at i on  of the g ov e rnment' s e n f o rc e me n t re­

sponsibi l it i es  in a manner which will pr ov id e co ordinated 

and e f ficie nt  action. 19 / It is this framework in its 

e n t i re t y —  re d uc ti on  of risks as much as poss ib le  through^ 

a pp r op ri a te  g o v er n me n t involvement, and all oc a t io n  of 

residual pr oj e ct  risks among the project's va rious 

benefici ar i es  —  that will provide the gr e a te st  l i ke li­

hood of obtaining the expected positive ben ef i ts  of the 

project.

The Pres i d en t' s  Decision places a number of re qu ir e­

ment s  on the Comm is si on to implement the framework within 

w hi c h the project is to proceed. One of the most important 

is to es tablish a variable or incentive rate of return 

m e c h a n i s m  to rel ate the allowed rate of return for equ'.ty 

for this pr oj e ct  to the actual capital cost as compared 

with pr oj ected cost. 20 /

19/ Re o rg an i za t io n  Plan No. 1 of 1979, su bmitted by the
President to the Congress on April 2, 1979 pursuant to 
the pr ovis i on s of 5 USCA S901 e t  s e q .

20/ In the words of the D e c i s i o n , the C om mi s si o n was to
fix "a v ar ia ble rate of return on equity that will 

'reward the ap plicant  for project co mp l et io n  under 
bud geted cost and penali ze  the ap pl icant for project 
c om p le ti o n above budgeted cost. The var iable return 
shall be *"et to pr ovide substantial incentive to 
con struct  the project without incurring ov e rr u ns  . . . 
De cision at 36.
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The co nsidera ti on  of the incentive rate of return 

m e c h a n i s m  and the project company tariffs will further 

assign appr opriate risks to the pr oje ct spons ors, and 

will es ta b li s h the share of the cost o v e rr u n risk to 

be borne by gas consumers. The pri ncipal m a t t e r s  which 

rem in for C om mi ssion consid er a ti o n are c on s id e r a t i o n  

of the shipper company tariffs (including pa ss -t h ro ug h  

of charges under the tariffs approved herein), 21/ and 

the costs of processing and conditi on in g the gas for pip e­

line entry. The latter of these two m a t t e r s  is the subject 

of a rulemaking proceeding currentl y pending before the 

Co mmis s io n  in Docket No. RM79-19. 22/

21 / The shipper companies have not yet filed their 
tariffs with the Commission.

22/ Before the Section 7 certi fi c a ti o n process for the
ANoTS facilities is complete, the C o mm i s s i o n  must also 
approve (1) the c e rt if ication cost and schedule estimates, 
and (2) the financing plans for the pr o je c t' s  segments. 
Proce d ur e s for submission and co n si d e r a t i o n  of 
c e r t if i ca t io n costs and schedule es t im at e s are being completed 
by the Commis sion's Alaska Delegate. T h es e  estimates could 
be filed now for the Norther n Border and Wes te rn  Leg seg­
ments of the ANGTS. For the Al as ka n  segment, these estimates 
must await the resolution of qu e st i on s  as to the maximum 
al lo wa ble op erating pressure of that segment, and the 
p r o x im i ty  of that segment to the ex is t in g  oil pipeline.

(Footnote continued on next page)

A G O  68 5 9 9 8
1 <
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The final or ultimate cost of this project is now 

unknown; the best that can be done is to specify a 

p ro ba bility dist ri bu tion of possible final cost o u t c o m e s .’ 

The range of possible costs for a pipeline such as
m

N or t h er n  Border is probably very narrow, whereas the 

range for the Alaska Begment, with its inherent 

un ce r ta i nt ie s  regarding system design and logistics 

of construction, is likely to be much broader.

Cost estim at es  for most large projects tend to 

increase as more is known about the detailed design of 

the system. The classic example in this respect is the

2 2 / (Pootnote cont'd.)

The C om missio n has noticed for comment (in North west 
Pipeline Co., Docket No. CP78-123, et a K ) a report 
on system design issues (pipe diameter and operating 
pressu re), and the Department of the Interior has 
expressed its intention to resolve, in the near future 
at least p r o v i s i o n a l l y , the pro ximity question. 
Financing plans for the •pre-built" por tions of 
Nor th e rn  Border and Wester n Leg (i.e., southern 
segments to be built in advance of the Alaska 
segment, to transport gas from Ca na da pending 
c o mp l et i on  of the full system) are pr esently being 
c on s id er e d in a proceeding before the Commis si on  in 
N o r t hw e st  Alaskan  Pipeline Co., Docket No. CP78-123, 
et a_K Other financing plans will be considered as 
tKey are filed.
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T r a n s - A l a s k a  Oil Pipeline System (TAPS). The General 

Accounting Offi c e  (GAO) reports that, from an initial 

es ti m at e of just over $1 billion at the time it was 

first pl an n ed  in 1968, the cost es ti ma tes had risen 

to over $4 bi ll ion by May 1974 largely due to more 

d e t ai le d  system de fin i ti on  and design, ad d it i on s to 

the sys te m size and sophistication, de lay costs, and 

route and des ig n changes. By the time the base 

control budget was established in early 1975, the cost 

e s t i m at e s had grown to over $6 oillion. 23 / The GAO 

reports that this tendency is not restricted to the 

oil pipeline, but is a common feature in other large 

projects. 24/

As di s cu s se d in considerabl y more detail in 

Sec ti o n I I . B . 2 (the Center Point), the P r es i de nt ' s 

Decision took this tendency into account by all owing 

for e xp ec ted ov e rr u ns  from the March 1977 estimates. 

Further r e v ie w  by the Commission sug gests that 1.3 

tines the March 1977 e stimate  is a reasonab le  all ow -

23/ C om ptrolle r General of the U.S., R e p o r t to the
Congress: Lessons Learned From C o n st r uc ti n g the
T t a n s -A~1 a~sVa O'i~l Pfpe 1 ~ine at 10 (June 15, 1978).



ance  for cost growth after this estimate Is corrected f o r  

In fl a ti o n and scope changes. However, as A l a s k a n  No r thwest 

points out, the estlmte might well be expected to grow as 

m o r e  Is known about the detailed requirements for the „ . 

p ro ject's design.

T h e  C o m mi s si o n' s pr ob le m Is to be fair to the p r o­

ject sp onsors, given the realities of the cost estim a t io n 

pr ocess, while p r o t e c t i n g  gas consumers fro m be in g  exposed 

to an unecono mi c  project. T h e  Commi ss ion's app roach has 

been to s t r u ct u re  the IROR m e c h a n i s m  to a cc ommodat e changes 

in cost estimates at t ri b u t a b l e  to i n c r e a s i n g  kn o wl ed ge  

of desi gn  requirements, through ado p ti o n of a liberal design 

chang e policy p rior to the c om me ncement  of construction. 

However, the C o m m i s s i o n  insists that realistic cost esti­

mates be p ro vi ded to the gover nment p ri or  to the coraencement 

of construction. Thxe result is achieved by severely con­

stra i n i n g  the circumstances in which sc op e changes will be 

considered  once c on s tructio n has commenced.

T h e  C o m m i s s i o n  views the IROR m e c h a ni s m as one of 

a n u m be r of policy tools that the Federal gov ernment 

will use to ensure that the c o n s t r u c t i o n  of the A N G T S  

co ntinue s to be 1 the public Interest. T h e  C o m m i s s i o n

Docket No. RM78-12 - 17 -
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bel ieves that the IROR m e c h a n i s m  It has developed can 

legitima'-ely be expected to ac hi eve the f o l l ow i ng  

o b j e c t i v e s :

o the develo pm en t of the best poss ible
cost estimates pri or to commencement • • -
of construction; and - •••

o the pr o v is io n  of a workable incentive to
co nstruct the ANGT S within  the parameters 
pr ovided by approvals or authorizations 
which may be granted by the C o m m i s s i o n  
and the Federal Inspector.

T h e  Pr e si de nt  and the Congress found that adequate 

a ss u ra nc e  of con tinued projec t viability, and a pp ro p ri a te  

c om p le ti o n guarantees from the project's direct b e ne f i­

ciaries, should allow the project to be financed in the

p r i v a t e  market. The C o m m i s s i o n  recognizes that, in order

to ac hi ev e a pr iv at e ly  fi na nc e d project, debt se rv ic e 

m u s t  be assured in all events once the syst em  is complete.

T h e  C o m m i s s i o n  also recognizes that such as s uranc e requires 

the  approval of a p pr op ri ate proj ec t company pro forma tariff 

pr ovi si on s and s e r v i c e  agre ements, as well as a ss u ra n ce  that 

the  shippers who sig n the s e r vi c e agreements can pass charges 

in cu r re d  under them through to their customers. T he  C o m m i s­

sion  observes that the parties are essentia lly unanimous 

in a g re e i n g  that as su r an ce  of p a s s - t h r o u ^  is necessa ry.
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However, certain mechanical and timing aspects cf p a s s­

through, as well as appropriate provision^ for pa s s- t hr o ug h 

of charges incurred in Canada, of necessity are res erved for 

future pro ce ed ings when all tariffs are before the Commission.

The Commi s s io n recognizes the essential role of the * 

project company tariffs with all of their attendant c o n­

ditions in r?curing financing for the project. In its 

comments on the P r es id ent's D e c i s i o n , the Commissi on  

recognized that the Decision  and the A g re ement on P r i n­

ciples with Canada 25/ anticipated toat these will be 

c o st - of-se rv ic e tariffs, as opposed to a stated rate, 

to ensure that revenues available to the project com-
I

panies are adequate to meet their expenses irrespective 

of fluct uations in throughput volume or costs. We re- 

cog-nize that funds are to be advanced in reliance upon 

the rec atory approvals prov ided in thi6 Order.

The size and potential importance of the ANGTS to 

U.S. energy supplies has led it to receive special

25/ 'The D ecision incorporated an "Agreement on Principles" 
between the Uni te d Sta te s and Canada. Agr ee m en t  on 
Principl es  Appli c ab l e to a Northe rn  Natural Gas 
Pipeline, Decision, Se ction 7 at 47-83 (Sept. 20, 1977). _

~C ' ’ • - * .k v ' « v.. •• > , k . ,
A G O  8 8 6 0 0 3
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r eg ul atory at tention and priority. 26/ The Commi ss io n 

has created special adm in i st ra t iv e  ar rangements to 

ex pedite regu la to ry de c i si o ns  and to assure that all 

n e ce ssary a d m i ni st r at i ve  resources are devote d to the 

ana lysis and resolution  of ma tt er s in controversy. The 

C om mi ssion reaff irms its commitme .t to carry out its 

r es po ns ib i li ti e s under the P r e s i d e n t’s Decision and 

ANGTA, as well as its general statutory re sp onsib i li t ie s

under the Natural Gas Act and the Natural Gas Policy Act as

they pertain to this project, with maximum d i sp at ch and 

full cog nizance of the si gni ficance of this project for 

co nsumers and the nation as a whole. We believe we *<ave 

pro vided in this Order the opportu ni ty  for the system 

equity capital s u pplier s to earn truly g enerous  rates of 

return if they perform, and for U.S. ener gy  users to 

obtain valuable natural gas supplies at a reasonable cost.

26/ Both the Pr e si de n t and Congress have singled out the 
ANGTS for special treatment. The most obviou s 
instance is the special leg islation incorporated in 
ANGTA and C o ng re ssional  approval of the D e c i s i o n ; 
see also the p r ov is i o n s  of Title I of the Natural Gas 
P ol ic y  Act of 1978, Pub. L. No. 95-621, 92 Stat. 3550 
(1978). The D e pa r tm e nt  of Energy, N a tional Energy 
Plan II (May 7, 1979) designa te s it as the top 
p ri o r i t y  among potential supplemental sources of 
natural gas.

>  * ■
. . .  •
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II . THE IROR ME CH ANISM

A. Concept and Structure

I . Concept

The President's Decis io n requires the use of a "variable"
• • < • 

or incentive rate of return to deter cost growth during

construction. 27/ The concept expressed in the Pr es ide nt's

De cision is straightforward: in order to provide an incentive

for m an ag ement to reduce costs, rates of return on equity

should be increased if the actual c o ns t ru ct io n costs of the

project are controlled so as to be at or below the target

estimates. In creating the incentive, the President sought

to offer the project sponsors a positive reward for superior

cost and schedule control, in a format that is not available

under con ventional public utility ratemaking practices. 28 /

The traditional tool for cost control in natural gas

pi peline construction has been regulatory oversight, with

its attendant threat to d i s a l l o w  investments imprudently

incurred during construction. Under traditional regulation,

-

L».v.

V

27/ Decision at 36.
^  i ■ ■ ■ —

28/ The Commission recog nizes that additional incentives 
to control the cost of gas del ivered by this pr oject 
are created by the sponsors' interest in ensuring ’
marketab i li t y for the d el iv ered gas and by the
need to stay within the pool of fir>ds committed '

by investors for cons truction. i—

AGO 8 8 6 0 0 5
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f t * .

befo re  any costs ma y  be d is al lo wed for inclusion in rate base
K ;

] they must be shown to have been imprudently incurred. This

approach, resting on hindsight, implies that only those costs

j at tr ib utable to pat ently unreasonable ma nagement action may
• «• «

be disal lowed.
r\“r. ’

In comp et i ti v e industries the rate of return on equity

is usually related to cost control. The IROR attempts to

e st a bl is h the same rate-control relationship in a regulated
*

situation. To reach this goal, the Commission has made use
*•̂ 4 *•

of the following princi pl e s in designing the IROR:

o the IROR 6hould provide incentives to reward 
cost control p e rf or ma nce and avoid or minimize 
cost overruns;

o the IROR should provide just and reasonable 
c o m p en s at io n  for investors so that- sufficient 
capital may be attracted to finance the project; 
and

t

i t *

o the cost to c o ns umers should be lower where cost 
• ove rr u ns  have been minim iz ed  and investors have

received an incentive return.

To facilitate future r eg u la t io n of the project, the IROR will

be impl emented by an equi va l en t  one-time adjustment to the

equity por ti o n of the p r o j ec t' s  capital costs instead of

varying the allowed rate of return on equity. 29/

29/ As exp lained more fully below, Section II.C., the a d j u s t­
ment is c al cu lated from the disc ou nt ed pr esent value of 
the sums of return on equ ity and return of equity when 
the ap propriate value from the IROR schedule is applied 
to the equ ity c o mp onent of capital cost.

4
*

‘-<• ' t f r V f * w v w  v * s  A C 0  « « 6 0 0 6
* * * S . ' V .  •'>. r . \ v . S  *  • .
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T he IROR, then, is designed to complement the d i s a ll o w-  

a n ce - of -c ost me c h an i sm  by o f f e r i n g  econ om i ci rewards for 

h o l d i n g  down costs. In additio n to the standard process w  

a l l o w i n g  or d i s a l l o w i n g  costs ac c or d i n g  to the prudently- 

inc urred standard, pr oject managers will be rewarded fo r  

e l i m i n a t i n g  av oi da bl e costs even though those costs (had 

the: been incurred) might later withs tand an a ll egation  that 

they were not "prudent."

T h e  consumer should be the chief beneficiary of the IROR.

Linder conventional regul at or y practice, consumers may be

f or c ed  to bear all cost overruns. Co ns umers traditionally 

bear not only the return and taxes ass oc ia ted with the 

add itional  capital n e ce s sa ry  to fi na nc e  the overruns, but also 

the de p reciat io n ex pen se a ss oc ia ted with the return of that 

investment. U s i n g  IROR, however, the burden r f cost overruns 

will be di st ribute d between co sumers and equity investors. 

W h i l e  consumers will cont in u e to bear the deprec iation expense 

as sociat ed  with such pru dently Incurred investment, they will 

bear only a portion of the return on the in vestment to f i na n ce  

such  cost overruns. Thus, the IROR should lead to savings in

c o n s tr u ct io n  costs, which will be divided between lower

o ve ra ll  costs to consumers and h i g h e r  returns to Investors.

T h e  ul ti m at e  effect of a p p l y i n g  the IROR will be to provid e 

lo wer cost natural g;s to consumers, with Just and reasona bl e

Docket No. RM78-12 - 23 -
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returns to investors.

2. St ructure

T h e  IROR m e c h an i sm  should pro v id e signif ic an t incentives 

to control costs without p l a c i n g  risks on investors that 

in o rd i na t el y  increase the cost of capital since that cost is 

u l ti m a t e l y  paid by consumers. T h e  IROR m e ch a ni sm  cannot be 

exa mi ne d in a vaccuum. Be c au se  the m e chanis m affects risk

and the al lowed rates of return on equity, it must be related

to other factors that affect- the rates, such as aopllca bl e 

tariff provisions. While the IROR me ch an i sm  must be e va l u­

ated in its entirety and not Just on a co mp onen t -b y -c om p on e nt  

basis, the maj or  elements should be examined before ev al u at i ng  

the expected end-result on rates.

T he basic elements of t he  IROR m ec ha n is m  are the Co s t

P e rf o rm a nc e  R a t i o  and the as soc i at e d IROR sche du le  of rates 

of return. T h e  Cost P e r f o r m a n c e  Ratio is the ratio of Actual 

C a p i t a l  Costs (derived from the final construct io n costs) to 

the Pr ojected Ca pi ta l Costs (derived fr o m estimated costs at 

the start of construction). 3 0 /  T h e  Co s t Performance R a t i o

3 0 /  As explained In m o r e  det ai l below, in Sections III and IV, 
the ratio is adjusteu f or  both in f la t io n  (an ad ju stment 
to Act ual Costs) and for desi g n  and other scope changes 
(an a d ju s tm e nt  to P ro je cted Costs).

AG O  886008
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me as ur es how well project m a na g e m e n t  ha" succeeded in 

c o n t r o l l i n g  the costs of the project. A ratio greater than

1.0 indicates that actual costs are greater than pr o je ct e d or 

budgeted  costs; a ratio less than 1.0 indicates that a c t u a l . . 

costs are less than pr o jected  or budgeted costs.

Th e I P. OR sc h e du l e specif ie s an allowed rate of retu rn 

for each Cost Perfo r ma n ce  Ratio. With an IROR mecha ni sm, the 

lower the value of the Cost Perfo r ma n ce  Ratio, the h i g h e r  will 

be the allowed rate of return, and vice-versa. F i gu re  1 i l l u s­

trates this concept by s h o w i n g  a h y p o th e ti ca l  IROR schedule. 

The curve in the f ig u re  slopes upw ar d to the left, i n d i c a t i n g  

that rates of return i n c r ea s e as actual costs are reduced to, 

or fall below, targeted costs (that is, the sm aller t h e  Cost 

P e r f o r m a n c e  Ratio, the gr e at e r the rate of return.

F i gu r e 1

H y p o th e ti ca l  In centive 
R at e  of R e t u r n  M e ch a ni sm

Ra te  of 
R e t u r n  on 
Equit y

r

Y *
*• ' Y

• • /

V -  

* ,»

:: I

.v>. v.'.V,. 

. •• r.i * *.

IROR Schedule

1.0

Cost P e r f o r m a n c e  Ratio

«* Actu a l  Ca pi ta l  Costs 
V ^ o j e ' 5 1'e d“U a p  ITa l“Uo  sTs

v. • • .W  *• .'••V- «
AGO 886 U 0 9
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The Projected Capita l Costs of the project are based on 

the Ce r t if i ca t io n Cost Estimates submitted to the Com mi s s io n  

for approval prior to the issuance of final c er t i f i c a t e s  of 

public conve n ie n ce  and necessity. These will be submitted_ in 

base-year prices and will not incorporate an al lo wance for* * * 

future inflation. In addition to the direct c o n s t r u c t i o n

costs, an interest or finance charge will be inc luded to
•

create an incentive to minim ize delays in construction.

Under the D e c i s i o n , the C e rt if ication  Cost Estimate must be 

c om p ar ed  to the arlier cost est imate submitted by the project 

spon so rs  in 1?77, to see if the new estimate "materially and 

unr ea s on a bl y  exceeds" the earlier estimate. (Decision 

at 36-37.)

The Actual Capital Costs of t h p r o j e c t  are the dire ct  

costs of c on stru ct io n d e te rm i ne d  after two adjustments. First, 

since Projected Costs are c al culated in base-yejr prices with 

no al lo wance for inflation, the Actual Capital Costs must be 

adj usted do wn wards (or deflated) to remove the ef fects of 

general inflation in the U.S. economy, in order to pr oduce a 

m e a su re  of cost overrun for the project  absent the ef fects of 

inflation. It is not eq ui t a b l e  to penaliz e investors for 

their in a bi li ty to estimate future inflation rates? thus, an 

inflation  adjus tm en t mec ha n is m  is specified to remove the
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effects of econom y- wide in fl a ti on  fro m Actual Capital Costs. 

Second, finance or inter es t charges are added to the direct
i

costs.

Finally, it is u n r e a s o n a b l e  to penalize the equity 

investors for certain m a jo r  events beyond their control that 

s ig ni fic antly increase co n st ru ct ion costs if such events could 

not reasonably h av e  been anticipa te d by the project sponsors 

in pr e p ar in g  their cost estimates. Examples of such events 

include war, natural disasters, design changes compelled by 

changes in government laws or regulations, and delays caused 

-by government. Such events are defined as Changes in Scope, 

and the Projected Capital Costs will be adjusted to reflect 

these changes. This Order specifies the allowed Change in 

Sc op e  events, and the p rocedur es  for a lt ering the Projected 

Capi t al  Costs to re.'lect these changes.

A full specific at io n of the IROR st ructure mus t begin 

with the concept that the IROR s ch ed ule is to provide an 

oppo r tu ni t y for pr oject sp o n so r s to earn a rate of return 

a d e qu at e  to attract capital so as to compensate Investors for 

the financial and business risks of the project. 3 1 /  This 

return would be earned at the expected Cost P e r fo r ma n ce

3 1 /  This requirement Is fully di s cu ss e d below; see Se ct io n
I I . B . 3 (the O p er a ti o n Phase Rate).
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Ratio. This rate of return is termed the Center Rate of 

Ret urn (and the associated Cost Performance Ratio is the 

Center Point). If the realized Cost Performance Ratio is • 

g reater than the Center Rate, the IROR will be less than the 

Center Rate and vice-versa. * ' *

By this Order the Commiss io n establishes a value for the 

Center Rate of Return which should compensate equity investors 

for the financial and business risks of investing in this 

project. This will be the sum of an 'Operation Phase Rate" 

and two "risk premiums," a "Project Risk Premium" and an 

" IR OR  Risk Premium". The Operatio n Phase Rate is a rate of 

return to co mpensate investors for the risks incurred during 

the opera ti on  of the pipeline after co nstruction is complete.

The D°cision c o n t e m p l a t e s  that tariff provisions durin a 

o p e r at i on  of the pipe li ne will be such that the risks during 

op er a ti o n will be shared by gas co ns um ers and equi ty investors. 

The servic e int erruption pr ovision s of the project tariffs 

will gu ar a nt ee  debt service once operati on s commence, but 

e q ui t y will remain at risk. The return on equity will be 

p r o p or t io n at e to the level of service performed, and for 

e xtende d total service interruptions the return of equity 

will also be jt ri6k. The C o mm is s i o n  in this Order evaluates 

the remaining risks born* by investors, and compares them
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with the risks of investing in conventional lower-48 natural

gas pipelin es  in order to determine a reasonable value for

the O p er at ion Phase Rate. This rate of return will be the

rate act ually used to ca lc ulate the tr an sp or tation charge s of
« « #

the project under the initial tariff approved by the - • -

Commission. This rate will also be used to c al c ul at e the 

allowance for equity funds used during c on st ruction  in d e t e r­

mining the rate base of the project. 32/

The Project Risk Pr emium is to co mpensate investors for 

the unusual risks of non-completion, and other risks borne 

by investors during the co ns truction  of the pipeline. It will 

be added to the O pe r at io n Phase Rate. The Decision requires 

that co n st ru ction risks are to be borne by investors or other 

project be n e fi c ia ri e s and not by consumers during construction, 

(Decision at 1 2 0 - 2 1 ) and that charges to cu st om ers ma y  not 

commence prior to the "co mpletion  and commissi on i ng  of o p e r a­

tion of the system* (Dec ision at 37-38). 33/ In this Order

32/ While it will be the rate applied to the pro forma
tariffs, the Op er at i on  Phase Rate may change over time
once the pipeline is in operation, to remain comparable 
with rates of return earned on other investments having

•• similar risks. See Section V I . B . 8. (Review of Equity 
Rate of R e t u r n s ).

33/ See Section V I . A . 1 (Billing Co mmencement Date)
Tor an anal ysis of this phrase.

V ' »  AGO 086013
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the C om m is s i o n  ev al uates these risks, and e s ta bl is hes valu es 

for the Projec t Risk Pr emium to compensate e qu i ty  inv estors 

for bearing them.

Because  the final costs of construction are unknown, the 

use of the IROR m e c h a n i s m  introduces unce r ta in t y as to the"- 

ultimate rate of return that will be earned by the sponsors. 

For this reason, a second premium  is added to the O pe rati on  

Phase Rate, an IROR Risk Premium. This will co mp e ns a te  

investors for risks created by the use of an IROR mechanism.

The Center Rate of Return is tne sum of the Op e ration  

Phase Rate, the Project Risk Premium, and the IROR Risk 

Premium. This will be the rate of return allowe d when actual 

costs (adjusted for inflation) equal expected costs (adjusted 

for scope changer). For higher values of the Cost Performance 

Ratio, the ‘ncerrive Rate will be reduced; cost grow th  will 

result in lower rates of return on equity. The ext en t of 

this re duction (or increase, if the Cost Perform an ce  M t i o  is 

less than the Center Point) is deter mi ned by the Marginal Rate 

of Return.

The Marginal Rate of Return is an analytical concept 

used to derive the IROR schedule. It is the rate of return 

imp licitly  al lowed on incremental investment either above 

or below base estimat es. A low Marginal Rate would mean that 

the Incen tive Rate will dec l in e  rapidly as cost increases
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occur; a high M ar ginal Rata would mean that the Incentive 

Rate will decline only slightly as cost increases occur.

The C om mi ssion does not intend to use two rates of

return, one on projected costs and one on overruns or under^-

•  *
runs. Rather, a single Incentive Rate will be earned on all 

investment in the project; but this rate will be a weighted 

average of the Cent er  Rate and the Marginal Rate. By simple 

ma thematics, the averaging process gives more weight to the 

Mar ginal Rate as the Cost Performance Ratio increases. Thus, 

the Marginal Rate plays the major role in det er mining the 

incentive to reduce costs. To provide this incentive, the 

Marginal Rate must be low enough to make an investment in 

cost increases unattractive.

Though the P re s id en t 's  Decision co ntempla te d that the 

allowed rate of return would be variable, the Commis si on  has 

previou sly recognized that an unusually high or low rate of 

return allowed over the 25-year (or longer) operating life of 

the pipeline could create comp licatio ns  for both future 

C ommiss io n regula ti on  of the pipeline and future financing of 

expans ions or additions. 34/ Consequently, the Com mission

34/ See Order No. 17 (Docket No. RM78-12) (Dec. 1, 1978);
see also Notice of Proposed Rulemaking, Docket No. RM78-1 
TMay 8, 1978); Revised Notice of Proposed Rulemaking, 
Docket No. RM 7 8- 1 2 (Sept. 15, 1978).
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introduced the concept of a one-time adjustment to rate bas*> 

that would have the same effect as varying the allowed ratv. 

of return over the operating life of the pipeline. The 

one-time adjustment is based on the principle that the same 

level of pr of ita b il it y  can be achieved by allowing the 

Incentive Rate to be earned on a normal, unadjusted rate base, 

or by allowing the O pe rati on  Phase Rate to be earned on an 

appropriately adjusted rate base. By adj usting the rate base 

the same effect can be achieved as varying the allowed rate 

of return.

The one-time adjustment to the vuuity investment in the 

rate base of the pr oject will be made shortly after the o p e r a­

tion of the pipeline commences. Thereafter the Operation 

Phase Rate will be earned on the adjusted rate base. The s i 2e 

of the ad justment to the equity investment in the rate base 

will be derived from standard discounted c a sh-flo w analyses. 

The one-time adjustm en t is such that the pr es en t worth of the 

return on equity and return o f equity over the operating life 

of the pipeline (based on the Operatio n Phase Rate) is e q u i v a­

lent to the present w or th  of the returns from applying the 

Incentive Rate to the normal, unadjusted rate base.

D o c k e t  No. R M 7 8 - 1 2  - 32 -
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B. C o m p o n e n t s

1. T h e  C o s t  P e r f o r m a n c e  R a t i o

The basic con ce pt  of the Cost Performance Ratio was 

d es cribed above. This section provides a more specific 

d es c ri p t i o n  of its d e t e r m i n a t i o n  and use. m

The Cost Pe r fo rm ance Ratio is used to me asure the 

d e gr ee  of cost gr ow th  or reduc ti on  from the projected costs 

of the project. It is also used to me asure the success of 

pr oject m an a g e m e n t  in reducing or controlling costs of 

c on st ruction. The m ea s ur e m e n t  of cost growth or the success 

of m a n a g e m e n t  in reducing costs mu st  take into account the 

following four factors:

(1) Cost growth due to general inflation within the 

ec on om y can not be reduced or co nt r ol l ed  by m a na g em e nt  and 

6hould not be included in the m e a su r em en t  of m an a gement 's  

p e r f or m an ce  in reducing costs.

(2) Cost gro wth due to an exten si on  of the co n st r u c­

tion sch edule is as impo rtant as an increase in direct 

cons ruction costs and should be included in the m e a s u r e­

ment of m a n a g e m e n t ' s  cost control perfo rmance. A longer 

c on st r uc t io n  schedule adds finance or interest charges to 

total costs t and these will be paid by the gas consumer.
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(3) Certain major events may occur which could not 

have been anticipated by management, th^ cost impact of 

which are largely beyond the control of management, and 

which s u bs ta nt ially increase costs. The impact of these 

events should not be included in the measur em en t of m a n a g e ^  

ment 's  perform an ce  in con trolling costs.

(4) The me a su re me nt of cost growth should be as simple 

and as uncomplicated as possible to avoid co nt ro ve r sy  about 

its use, and thereby avoid major ad ministrative burdens on 

the Commission, the Federal Inspector, and the project 

m an ag ement in implementing the IROR mechanism.

The m e asure me nt  of cost growth esta blished by the 

Commission  in this Order (the Cost Performance Ratio) meets 

these four criteria. The Cost Performance Ratio is simply 

the ratio of actual costs to projected costs: Cost

Performance Ratio equals the Deflated Actual Capital Costs 

divided by the Projected Capital Costs.

The Def lated Actual Capital Costs for the project will 

be calculated in three steps. First, the direct c o n s t r u c­

tion costs (labor, materials, services, etc.) ac tually

AG O  886018
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incurred in the c on s truct io n of the project will be totaled 

for each quarter. 35/

Second, these q ua rt erly expenditures will be defl at ed 

back to base-year prices by the use of a composite infla-
• i •

tion index. This index is discussed in greater detail 

below in Section III. This index is designed to remove 

the effect of general inflation on those construc ti on  costs.

Finally, ar. interest charge or finance charge will be 

added to the total dir ec t costs of the project. This charge, 

hereafter referred to as the Finance Charge, will be based 

on a Real Rate of Return. 36/ Since the effect of in f la­

tion has been removed from the calculation of direct costs, 

the rate of interest or return on equi ty  used to calculate 

the Finance Charge will be a "real* rate with the effect

35/ In their initial comments, the project sponsors
request the Co mmi s si on  to clarify when a particular 
ex pe nditure will be dee me d to have occ urred since this 
is important for the inflation adjustment m e c h a n is m  
(Joint Comments at Tab. 2, p. 11). The Commi ss ion 
agrees with the spon so rs  that an ex pe nditure for 
m at e ri al s or services should be deemed to have occ ur re d 
whe n the actual pa ym ent for those m a teria ls  or services 
is made.

36/ This Finance Charge was referred to as an al lowance 
for funds used during co n st ru ction (AFUDC) in the 
Notice of April 6.

AGO 806019
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of inflation also removed. Actual m arket rates of interest

in our ec onomy today reflect or compensate investors for

their ex p ec ta ti ons about future rates of inflation since

inflation reduces the worth of their return from the

Investment. " '*« * •

The Projected Capital Costs (the den om in ator of the 

Cost Perfor ma nc e Ratio: will be calculated in four steps. 

F i r s t , the direct c o s l s  inc.'uded ir» the Ce rt if icatio n Cost 

Estimate, to be submitted to the Com mission  prior to the 

receipt of a final certificate of public convenience and
i

necessity, will be divided into quarters dep ending on ;.nen 

they are expected to be incurred. Since these costs are 

already calculated from base-year prices, no adjustment for 

inflation is required.

Between the time the Ce rt if icatio n Cost Estimate is 

prepared and the time when the final des ig n  and cost e s t i­

mate is submitted to the Federal Inspector, 37/ certain 

changes in design or schedule may occur. The second step 

will be to adjust the C e rt if ication Cost Estimate to reflect 

these changes in design or schedule. 38/

37/ This final submission is mandated by the P r e s i d e n t’s 
D e c i s i o n . Decision at 29.

38/ Prices, however, will not be changed from those that 
prevailed in the base year for cost estimation.

D o c k e t  No. R K 7 8 - 1 2  - 36 -
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A ft e r constr uc ti on begins, certain events may oc c ur  

w hi c h the C o mm is s i o n  defines to be Changes in Scope for the
I

project. (For a mor e complete desc r ip t io n of these events, 

s e e  S e c ti o n IV.) Di re c t costs in the C e r ti f ic at i on  E s t i ma te  

will, in the third step, be adjuste d to reflect the impact -
M  I . ,

of these Ch an ge s in Scope should they occur.

Finally, a Fi na nc e Char g e will be added to the adjusted 

dir ect costs u s i n g  the Real R a t e  of R e t u r n  to obtain the 

Pr ojecte d Capita^ Costs.

T h e  C o m m i s s i o n  believes that the ratio of these two 

m ea s u r e s  of capital costs (Deflated Actual Capital Costs 

and Pr oj ected Capital Costs) provides the best practical ■ 

mea s u r e  of cost growth or overruns to be used to d e te rm ine 

the  extent of the pr oj ect m a n a g e m e n t’s success in con­

tro l l i n g  costs. This Co st  P e rf o r m a n c e  Ra ti o meets the fo ur 

c ri t er ia  di scussed above.

T h e  C om m i s s i o n  believes that it is Imp ortant to Include 

s o m e  type of Interest charge or fi n an c e charge in the c a l c u­

lation of the Co st  P e r f o r m a n c e  R a t i o  sin ce  these charges are 

J us 4 as much a cost to consumers as is the cost of steel, 

labor, valves, etc. However, the F i n a n c e  Ch a r g e  should be 

c al c ul a te d f ro m a ’’real" or i n f l a t i o n - f r e e  rate of return. 

C a l c u l a t i o n  of such a real rate return is inherently

Docket No. RK78-12 - 37 -
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imprecise. The "real" rate is derived by subtracting an 

estimate of the rate of future inflation(expected by current 

Investors from current market rates of interest and rates 

of return.
m m

The Commission estimates the Real Rate to be 5 percent* 

This estimate Is based on the following assumptions:

(1) 25 percent equity capitalization earning a 14 percent 

return (a rate of return generally representative of current 

rates required by equity investors); (2) 75 percent debt 

capitalization earning an 1-1 oercent interest rate (a rate 

generally representative of current rates of interest, for 

example the prime rate); and (3) an investor expectation of 

a long term inflation rate of 7 percent (a rate represen­

tative of recent rates of Inflation in the U.S. economy).

The Real Rate can then be derived from:

(0.25)(14X - 75) + (0.75)(11* - 75)
* (0.25)(7*) + (0.75)(4t)

= 1.755 + 35 
« 55 (rounded)

The project sponsors, with almost no Justification, propose 

instead a rate of 1 percent. Though we are rot confident 

that 5 percent is precisely the correct number, we are 

certain that 1 percent is too low.

- A  second criticism by the sponsors, put forward 

as a footnote, concerns the "cut off" date for accrual

AGO 68 6 0 2 2
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of t h e  Fina n ce  Charge. 3 9 /  The intent of this f o o t n ot e  is 

unc lear, but It shows a m i s u n d e r s t a n d i n g  of the rel ationshi p 

b e tw e en  the accrual of the Fi nance C harge in c al c ul a t i n g  

the C o s t  P er fo rmance Ratio, the accrual of AFUDC in the rate 

base of each pi pe line segment, and the b i l l x n g  co mm en c em e nt  . 

date. T h e  d is ti nction be tw ee n  these concepts is important, 

and any co nf usion must be dispelled. Accrual of a Finance 

C h a r g e  in the Actual C a p i ta l Costs, and thus in the 

n u m e r a t o r  of the Cost Perf o rm a nc e  Ratio, wj ‘ 1 cease f or  

each se gm ent of the pro je c t (Alaska or Northern Border) 

wnen c o ns truc ti on  of that segment nas been completed even 

if, for whatever reason, an ot he r segment is not complete.

The intent of this pr o vision is to avoid pe n al i z i n g  

i nv e st or s in one seg me nt  for delay in another se gment or in 

the s t a r t- u p of gas p '<* ductlon. _4J)/

3 9 /  Jo int Comments at 21 n. 12.

4 0 /  T h e  C o m m i s s i o n  Staff in their comments propose
a variation on this approach which would add the "real" 
F i n a n c e  C h a r g e  no longer b e in g accrued in the Co st  
P e rf o rm a nc e  Ra tio of a completed segment, to the Cost 
P er f or ma n ce  R a t i o  of those segments not completed, 
i n c l u d i n g  if p o s s i b l e  segments in Canada. (Initial 
Staff Comments at 48) This  idea has some theoretical 
appeal since it would require the late segments to

^  to bear an even greater Fi na nc e  C h a r g e  in the
- -Cost P er fo rmance Ratio, and thus give the investors

(Footnote conti nu ed  on next page).

4 G 0 886023



Docket No. RM78-12 - 40 -

This procedure for including a Finance Charge derived 

from the Real Rate of Return in the Cost Performance Ratio 

of each segment must not be confused with Commission pro­

cedures for the inclusion of AFUDC in the actual rate base
« m «

of each segment. Inclusion of AFUDC in the actual rate base, 

will be calculated from rates of interest actually incurred 

during construction on project debt and the rate of return 

on equity allowed fo. purposes of calculating A F U X .

Accrual of AFUDC in the rate base of each segment will 

continue until billing under the full cost-of-service pro­

visions of the tariff commences. For a more complete 

discussion of the billing commencement date, see Section 

VI.A.I.

4 0 / (Footnote corn'd.)

even greater incentive to complete construction. 
However, insofar as we would be obliged to further 
compensate Investors for the additional risk this 
requirement would add, w? do not believe its additional 
Incentive benefits outweigh the additional costs 
that further compensation may impose on customers.

AG O  88&024
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J U /  In sta ti st ical terms the C e n te r Point Is obtained by 
‘‘add i n g  together each poss ib l e level of the Cost P er­
formanc e  Ratio mu ltip l ie d  by the probability of that 
Cost P e rf or m an c e Ratio occurring.

4 1 a /  D e c i si o n at 36.

**•<'

2. The Ce nt er  Point *y,<~''

T h e  C e n t e r  Point Cost P erforma nc e R at io  should 

represent the best current estimate of the actual costs of 

the project, In cl ud i ng  any cost overruns relative to the 

C e r t i f i c a t i o n  Cost Estima te  approved by the Commission. £ l /‘.
Kr .

This ratio has two sig ni fi cant functions.

First, If the C e r t i fi c at i on  Cos t Estimate, i n c l u d i n g  

likely cost overruns, "materially and unr asonably exceeds" 

the March, 1977 cost estimate filed by the project s p on s or  Sis-

with the Federal Power Commission, then the C o m m i s s i o n  must 

carry out the m a nd a te  in the President's Decision to review 

the project and de te rm in e whether a certificate of public 

co nvenience and nec essity should be granted. 4 l a / In this 

review, both the C e r t i f i c a t i o n  Cost Es ti mate and the C en te r  

Point Cost Pei.'ormance Ratio are highly significant. The 

C er t if i c a t i o n  Cost Es t im a te  is important because it 

indicates, when compared with the March, 1977 estimate and 

aft er m a k i n g  prop er allowances for price inflation, the 

growth in the projected costs as a result of the study and 

work on this projec t between March, 1977 and the pr epa r at i on

.*>■ % «* • >, *• * •» % .j * * “i 'V >
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of th e  C e r t i fi c at i on  Estimate.

Th e C e n t e r  Point Co st  Pe rf o r ma n ce  R a t i o  is im po rtant 

to this review because it also may ha ve  changed as a result 

of the study and work on the project. The C e r t i f i c a t i o n  

C os t  Estima te  will likely ha v e grown fr om  March, 1977 as *a *- 

result of detailed p l a n n i n g  and design, but the expected 

cost overrun associated with that estimate may have been 

altered, and hopefully reduced, by that p l a n n i n g  and design. 

Thus, the C om m is s io n  believes that the Ce nt er Point Cost 

P e r f o r m a n c e  Rat io  must be a part of the co mparison of the 

C e r t i f i c a t i o n  Cost Estimate with the /arch 1977 esti ma te  

s i n c e  that review should cons id er wh ether or not the 

expe c ta ti o n of cost overrun has changed from that associated 

with the March 1977 cost estimates.

Second, the C e n te r  Point R a ti o  is important bec a us e  it
f

is the target outcome of the project. For example, a C e n t e r  

Point of 1.2 would i ndicate  that a fur th e r 20 percent i n­

crease in costs 1 s expected fr om t h e - C e r ti f ic a ti on  Estimate, 

and that this would be the target f or  IROR purposes. T h e  

P re sident's Peels 1 on envision ed  that the C e r t i f i c a t i o n  Co st  

E s t i ma t e would be used as the "basis for f i x i n g  a variable  

ra te  of return on equity that would reward the ap pl ic an t for 

pr oject co mp l et i on  un d er  budgeted cost and p e n a l i z e  the

AGO 886026



applicant for project completion above the budget cost." £2/ 

The Commission, therefore, after having determined that the 

Certification Cost Estimate does not unreasonably exceed the

1977 estimate, must select from all the possible outcomes a
•  • •

target Cost Performance Ratio to use as the Center Point in- 

structuring the IROR schedule.

Common observation as well as historical and statis­

tical studies 4_3/ of many different types of large projects 

have revealed a tendency for the estimates of total cost- 

to-completion to increase as a project moves over time from 

initial conception to completion. In the early stages of a 

project this growth often reflects the study required to 

turn an idea into a detailed set of plans and specifica­

tions. In the process of research, evaluation, planning, 

and budgeting, natural initial optimism is tempered by more 

realistic appraisals; and *n the usual case, unpercelved 

complex!ties are discovered and the difficulty of the 

required tasks becomes better understood.

Docket No. RM78-12 - 43 -

42/ Decision at 37.

43/ See, ê _g. , W. Mead, G. W. Rogers, I R. Z. Smith, 
Transporting Natural Gas from the Arctic: The
Alternative Systems . 8 9 - 9 ^  (1977~) •
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It would have been unrealistic had the President's 

De cision used the prc ect sponsors' cost estimate in March 

1977 as the basis for evaluating the economics of the p r o­

ject. Instead, the Decision factored in cost growth 

estimates of appro xi m a te l y 30 percent for the Alaska 

segment and 10 percent for the Norther n Border segment, 

in the eval uations leading to approval of the 

project. 44/ The estimates that cost growth in excess

44/ The Pr esid en t' s Decision contains two estimates of the
~~ extent of likely cost over runs in Alaska. The Report

accomp anying th» Decision states that *(o]verall, it 
has been estimated that cost overruns of 30 percent or 
more should be expected in Alaska and Canada. . ." 
Decision at 150. The table of capital cost estimates 
bn" pi 137 of the R e p o r t , however, shows a 24 percent 
cost increase from the Base Case estimate in current 
or inflated do lla rs for Alaska. Por North er n Border, 
the expe ct ed overrun is 10 percent. All of these 
estimates include finance charges or an allowance for 
funds used during constru ct io n de riv ed from market 
rates of interest and rates of return on equity.
The State of New York in its initial comments 
(p. 5) points out that the estimates of cost o v e r­
runs in the Decision do not include an adjust ment 
for inflation and route changes or other changes 
in scope. These points, however, do not mean
that to the extent the Commission excuses cost
increases resulting from design changes or change 
in scope events, the expected overruns 6hould 
be less than estimated in the De c i s i o n . Inflation is 
fully accounted for in the Decision by the use of 
constant 1975 prices; moreover we cannot presume 
that the De c is i on  considered change in scope 
vari ables in es tim ating costs for a given system.
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of 30 percent for Alaska and 10 percent for Northern Border 

were not likely to occur were one basis for the finding that

the project was in the public interest.

Several implications follow. Looking at the project 

at :he time of submission of the C e r t i f i c a t i o n  Estimate Vj.tb. 

the benefit of two or more years of intensive study, e v a l u­

ation, planning, programming, and budgeting by the sponsors,

it would b. surprising if the new estimate did not reveal

some co s t- y. ow th compared to the March, 1977 estimate, even 

allowing for price inflation. This would be a natural 

p he no me non reflecting, at a minimum, a better understanding 

and per spective on the project. 45/

Anoth er implication is that after two or more years of 

work on this project, the Ce rtifica ti on  Cost Estimate should 

be a more accurate est imate of what the actual cost of the 

p ro je c t will be upon its co mpletion than the cost estimate 

made in 1977. It would be surprising to realize as large an

45/ The comme nt s by the project sponsors list a number of 
• reasons why they now expect the C e rt if i c a t i o n  Estimate 

to exceed the March 1977 e s t i m a t e j (1) cost of 
rest oring Al ye ska work camps; (2) cost of restructuring 
A l y es ka  c om m un ic at ions system; (3) h ’gher estimate of 
costs to obtain Governmental approvals; a 1 (4) greater 
project ma na ge me n t expenses. Joint Comm en ts at 11-15.

t O '. AGO 8 8 6 0 2 9
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amount of cost growth from the Ce r ti f ic at i on  Estimate as the ’ ^

expected amount of cost growth from the 1977 estimates. 46/

Because the Ce rt i fi c at io n  Cost Estimate will be the basis 

of the Co mm i ss i on 's  certi fication proceeding and the corner-
V

stone of the allowed rate of return for this project, it„is_ *

vital that the Commissio n have the most accurate and real- ' ~

istic set of cost estimates that can be obtained. There is 

need to deter both overly optimistic pr oj ec tions which 

might be offered in the hope that they would promote final

c ertifi ca ti on of the project, and overly pes simistic pro- > -

jections which provide a large marg in  for error in cost 

esti mates or an implicit allowance for large cost increases.

The latter type of estimate would vitiate the intended 

mo tivati on al  aspects of the IROR and could result in SSST

un reasonab ly  high rates of return.

Con sideri ng  that a 30 percent allowance for cost growth 

on the Alaska segment and 10 percent on No r th e rn  Border were 

allowed for in the President's D e c i s i o n , it is unlikely that, 

on the sole basis that estimated costs had increased by 30

D o c k e t  No. R K 7 8 - 1 2  - 46 -

46/ The project sponsors, however, seem to expect as much t .

cost growth from C e r t if ic a ti o n Est imate as did the »
President from the March 1977 estimate. Joint Comments 
at 31. They argue that a 30 percent increase is likely •
from the Alaskan C er ti f ic at ion Estimate and 20 % for 
N orther n Border.

.  v ' . . w  ^  . ,, v  ^  AGO 8 8 6 0 3 0
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pe rcent for the Alaska segment and 10 percent for Northern 

Border, the Co mm ission could make a negative finding co n­

cerning the public interest of the project. On the other 

hand, if there were to be a substantial increase in the 

C e r t i f i c a t i o n  Esti ma te over the March 1977 estimate without 

a substantial decrease in the expected cost overrun from 

the C e r t i f i c a t i o n  Estimate, it would seem to follow that 

either the initial cost estimates used in the 1977 evalu­

ation were badly mistaken or the nature of the project had 

changed considerably. In either situation the Commission 

would need to take these develop me nt s into consideration 

in connection with its certification responsibilities. 47/ 

The Co mmi s si on  has embodied these co ns id eratio ns  in a 

procedure  for determining the Center Point. It is contained 

in Co n di ti o n No. 12 of the att ached Terms and Conditions.

The Incentive Rate of Return is based solely on the 

C er t if i c a t i o n  Cost Estimate. However, in det er mining the 

value of the Center Point Cost Performance Ratio, the 

C om m i s s i o n  will take into consider at i on  the relationship 

be tween the C e r t if i ca t io n  Cost Estimate and the March 1977

4 7 / -In this connection, the Commis si on  notes with concern 
the sponsors' comments regarding cost g rowth cited in 
footnotes 45 and 46, s u p r a .

*“i AGO 8 8 6 0 1 1



D o c k e t  No. R M 7 8 - 1 2 48

estimate, i.e., the cost growth between these two estimates 

during the intervening period. If a substantial amount of 

cost growth had already occurred, it would seem in accord 

with the basic thrust of the Presidential Decisio n to assume

that most of the projected 30 percent cost grow th  had already 

occurred and that it would be unreasonable to expect a 

sizable amount of cost growth in the future. Conversely, 

should the two estimates show very little cost growth in

the intervening period, it would seem reasonable to expect 

that most of the 30 percent cost growth e nv isione d in the 

Presidential Decision would occur in the future. 48/

The formula in Condition No. 12 expresses this concept 

m athematically. For example, if the Ce rt ificati on  Cost

Estimate were to exceed the March 197/ es ti mate for the 

Ala sk a segment by 20 percent, then in accord with the 

President's Decision, the Center Point would be set so as

48/ In response to earlier concern by the project sponsors, 
the Commission, in Order No. 17, made it clear that the 
C er t if ic a ti o n Estimate will be the basis for the IROR 
mechanism. Order No. 17, "Order A tt ac hing Incentive Rate 
of Return Conditions to Certificates of Public Convenience 
and Nec essity," Docket No. RM78-12 (Dec. 1, 1978). The 
•Projected Capital Costs will be derived from the C e r t i f i­
cation Estimate. However, the Commissio n believes that 
it must consider the D ecision's findings concerning 
likely o ve rr uns in choosing a Center Point.
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to anticipate a further 10 percent cost growth between the

time of the C erti fi ca tion Cost Estimate and completion of

the project. 4 9 / To cite another hypothetical example,

were the Cert if i ca ti o n Cost Estimate to exactly equal the• #
«• »>•

March 1977 estimate then the formula would imply that the 

Center Point should be 1.3, which would provide for the 

30 percent cost growth the Presidential Decision estimated 

would take place.

Of course, it may be that the project had so changed 

in nature and scope that the two cost estimates could be 

linked in the process of setting the Center Point. If this 

were so, the project sponsors should so inform the Commission 

and provide a detailed ex pl ana tion of the nature of the 

changes which had caused the d i s c o nt in u it y  in the project 

so that the Commis si on  could have this information in 

c onjunc ti on  with the certificat io n function as well as for 

establishin g a Center Point.

v*->w  - 
s.

■*
A,

I*'

49/ In all cases allowance should be made for inflation so 
, that the compa r i so ns  involve ca lc u la t io n  of real growth, ^
‘ i.e., growth in resource requireme nt s and not prices. — —

Z— TT’ ■ ;  , . .  v AGO 0 * 6 0 3 3
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In the absence of an assertion of a major change in 

the basic nature of the project from that assumed in the 

D e c i s i o n , the Commis si o n will relate its d et er m in at ion of 

the Center Point to the cost growth that has taken place

during the last two years. The mathematical relations hi p . „
«  •% .

for the Alaska segment will be: Center Point = 1.3 x (March 

1977. estimate in base year prices + Finance Charge)/ 

(Certifi cation Cost Estimate + Finance Charge). For the 

N o r t he r n Border segment the relatio ns hi p will be: Center

Point = 1.1 x (March, 1977 estimate in base year prices +
)

Finan ce Charge) / (Certification Cost Estimate + Finance 

Charge). Base-year prices are those used in preparing the 

C er t i f i c a t i o n  Estimate, and the Finance Charge is calculated 

from the Real Rate of Return defined below. 50/

In their comments on the Commission's April 6 notice, 

where the above proced ur e for determining the Center Point 

was proposed, the pr oject sponsors criticize this proposal 

as basing the IROR me c ha n is m  on the March 1977 estimates 

submi tted to this Commis si o n and the President. As we 

stated in Order No. 17, the Co mmission does not intend to

50 / The C om mi ssion Staff in its initial comments (pages 58 
and 60) supports this procedure and puts forth a number 
of the arguments given here advocating this procedure.
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base the IROR me chan is m on the March 1977 estimates. The 

att ached terms and conditions cl early state that the 

P ro j ec te d Capital Costs and the Cos t Perfo r m an ce  Ratio will 

be based on the C e r t if i ca ti o n Estimates to be submitted to 

the Commi ss io n sometime in the future.

The Commission must have some basis, however, for 

dete rmining the Center Point of the IROR schedule. The 

only information available to us now about the likely cost 

growth or the ultimate costs of the pr oject including o v e r­

runs are the co nclusions reached in the Pr es i d en t 's  Decision 

based on the March 1977 estimates. Those con clusions were 

based upon reasoned com pa risons  between the cost estimates 

of the competing projects, actual e xperien ce  in the Aly e s ka  

System, the Re c om me n da t io n  submitted to the Pr es ident by 

this Commission, and a number of intragency task force studies 

and numerous other information sources. Using this infor­

mation, the C om mi s si o n has est ablishe d the above pr ocedure 

to determine the Center Point.

The Commission, however, an ti cipates that additional 

information will be made av ailable  to us by the project 

sponsors about the expected ultimate cost of the project at 

the time they submit the c er t if i c a t i o n  cost estimates. If

A G O  8 8 6 0 3 5
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this information is substa nt ia lly di fferent from that relied 

upon by the President in reaching his conclusions about 

cost growth, then the Commissi on  would have to reconsider ' 

the issue of where the Center Point should be 6et. 51/ In 

such a situation the Commission would envision setting the 

Center Point as part of its overall review of Project costs 

using a procedure such as that set out below.

If the project sponsors believe that a major change in 

the basic nature of th$> project from that assumed in the 

Decision has occurred, and thus the above procedure for 

setting the Center Point is no longer applicable, then the 

sponsors, as part of their respective submissions of c e r ti f i­

cation cost estimates, mus t at a mi ni m um  present evidence 

to the Commi ss io n on the following subjects:

(1) The nature of the changes in the project  from that 

assumed at the time of the D e c i s i o n , including a

51/ The project sponsors in their comments seem to a d v o­
cate that the Co mm i ss i on  now set a Center Point of 1.3 
for Alas ka  and 1.2 for Northern Border based on the 
certific at i on  cost estim at es  which have not yet been 
submitted to us. The Commission  has no factual basis 
or evid en ce  to support Buch a dete rmination. Since 

.. the Deci sion is the best estimate of the cost of the 
^project av ai la ble to us, the pr oc edure or formula 
described above is the only method we can justify for 
setting the Center Point until such as time the project 
sponsors may provide us with additional evidence.

AGO 88<>036
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deta il ed  explanat io n of why the C e rt if ication  Cost -----

Estimate has changed from the March, 1977 estimate.

The C om mi ssion will later specify certain cost formats 

which the sponsors shall follow in submitting their 

C er t i f i c a t i o n  Estimates in order to allow the Commission 

to better assess the reason for the change in costs.

(See Co n di ti o n 8 of the attached terms and conditions).

This information will assist the Commis si on  in d e t e r­

mining if the C e r t if i ca ti o n Estimates mater ia ll y and

unreason ab ly  exceed the March 1977 estimates as required ----

by the D e c i s i o n .

(2) Th° value or benefit to the Nat io n and gas consumers

of constr uction of this project in light of the revised

cost estimates. In other words, the sponsors must —

demonstra te  that the project is still in the public

interest given the changes in the project since the

D e c i s i o n .

(3) The cost increases or cost overruns above the 

C e r t i f i c a t i o n  Estimates that may rea sonably be 

expected to occur. The sponsors should explain what

-•eventualities or con t i ng en c ie s  are provided for in the 

C e r t if i ca t io n Estimates and the con t in ge n ci e s for 

which no costs have been included. As part of the

•'•v .' .*  «• . >*v* ■jWi -• • / v ' 1 ? • » » i « v *  ' ^ \ A G O  8 8 6 0  i  7
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C ertifi ca ti on Estimate, the sponsors should provide 

an analysis of the events that could cause cost 

increases from the Cer ti ficatio n Estimate, the lik el i­

hood of these events, and their impact on costs. The 

Commissi on  expects that the Ce r ti f ic at i on  Estimates*. 

will only include costs resulting from normal c o n­

ditions ^0 be expected during construction. Abnormal 

or unlikely events that could increase costs will be

analyzed as part of the sponsors' submission con- .~v*
J — * - *-

cerning potential cost overruns from the Certification ~~

Estimate. 52/ The sponsors' ana lysis of the potential 

for cost increases from the C e rt if ication Estimate 

will then be used by the Commi ss io n in determining the .

Center Point. If a convincing case is made that the pffr*

potential for cost increases beyond the Ce r ti f ic at io n 

Estimate is substantial, then a reasonable value for 

the Center Point may be s ubsta nt ia lly greater than one.

In any event, the C o mm i ss io n  co ns id ers it unlikely 

that the Center Point would be less than one if the 

Ce rt if ication  Estimat e is based on normal or probable 

conditions.

52/ Since the Ce rtifica ti on  Estimate will be revised as a 
result of design chan ge s and other even ts  prior to the 
Final Design, and for a limited number of Change in “
Scope events after the final des ig n (scj? Section IV), 
the analysis of cost o v er ru ns  should d i s ti ng u is h  betwee n 
events that are covered by the Change in Scope m ec ha nism 
and those that are not.
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3. The O p erati on  Phase Rate

The Op e r at i on  Phase Rate of return on equit y is that 

rate which will compensate equity investors for the risks 

incurred during the actual op e ra ti on of the pipeline. This 

rate will be used to calculate transportation charges p u r­

suant to the tariff approved by the Commi ssion after the . 

one -time adjustment to the rate base. 53/

By way of background, the .oramisjion notes that the 

natural gas tra nsm is si on industry has had limited exp erience 

with project financing; the most expensive projects un dertaken 

have been in the $500 milli on  to $1.5 billion range. However, 

the A N G T S  project is unique in that no other project of this 

magnitude  and character has been undertaken.

53/ This rate will also be used to determine the equity 
component of the Al lo wance For Funds Used During 
Co ns t ru ct i on  in the rate base of the project. O r i g­
inally in Order No. 17, the Commission required that 
the A F U D C  rate would be the Op e ratio n Phase Rate plus 
the Project Risk Premium. However, the met hodolog y 
for det ermining the Proj ec t Risk Premium proposed by 
the project sponsor required knowing the AFU DC  rate 
before ca lc ulating the Project Risk Premium. In order 
to solve this dilemma, the Commission now requires the 
use of the Op e r at i on  Phase Rate to calculate A F U D C . 
However, as a c o mp ensa ti ng  adjustment, the Project Risk 

'' premium, and thus the Ce nter Rate, have been increased 
" f r o m  what they would have been assuming the higher AFUDC 
rate. See Se cti on 1 1 .B .4., disc us si ng the Project 
Risk Premium.

.-/V

U K '
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The Commission has adopted a general appr oa ch  for d e t e r­

mining the Op e ration  Phase Rate. First, an estimate was made 

of the range of rates of return that appears reasonable, consid 

ering cur r en t  financial mark et cone": :ior s and the risks of 

investing in conventional lower-48 natural gas pipelines. 

Second, the Commission 41as compared the operating risks of 

the Alaskan gas pipeline with the risks normally v.ncouncered 

duri ng op e ration  of co nve ntional pipelines. Based on this 

c omparison of risks, the C om mi ssion has deter mined that the 

O p e r a t io n Phase Rate should be wi th in the range of rates 

that is reasonable for conventional pipelines. 54/
i

A survey of rate cases (mostly settlements) during the 

years 1977, 1978, and early 1979, dis cl oses that the rates 

of return allowed for lower-48 natural gas pipel ines have 

been between 10.68 percent and 15.0 percent. The maj or it y 

of returns fell within the narr ow er range of 12 to 14 

percent. This survey is the point of depart ur e for our 

analysis.

54/ O r d e r  No. 17 provides that the O p e r a t i o n  Phase Pate 
6hall be set by the Commi s si o n "within the general 
range of rates of return for other pi pe li ne s with 
s im il ar operating risks" (Terms and Conditions, No. 12).
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A p a r t  from simply reviewing valu es allowed in the past, 

there are a number of al te rnative approaches used by financial 

a na l ys ts  for estim at ing rates of return for utility rate- 

se tt in g purposes. W i t ho u t attempting to select a pr eferred 

a p p ro ac h  from the array of m et h od ol og ical options, the 

C o m m i s s i o n  has exam ined three procedures to see what each 

implies as an approp ri at e reference value for lower-48 p i p e­

lines. No p ro c ed ur e car. Dr e c is e ly  det ermine a just and 

r ea so n ab l e rate of return. Therefore, the Commission must 

e x e rc is e  its judgment after reviewing the relevant information 

in or de r to d et e rm in e an appropriate value for the Op er ation 

P ha se  K^te.

The general standards for e st a blishin g a just and r ea s on­

able return on common equity were set forth by the Supreme 

Court:

[T)he return to the e q ui ty  owner should be 
c om m ensurat e with returns on investments 
in other ente rp ri ses having corresponding 
risks. That return, moreover, should be 
s uffici en t to assure confi de nc e in the 
financial integrity of the enterprise, 
so as to m ai ntain its credit and to 
attract capital. 55/

55/ F PC  v. Hope Na tural Gas Co., 320 U.S. 591 (1944).
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At the outset, it is re adily acknowledged that as se m bl i ng  

s a m p l e s  of en t er pr ises "with co rresponding risks" is a 

form id ab le  task. It is d i f f i cu l t to specify risk me.- ..ures 

that are both c on ce ptually  valid and also work. F r this 

reason, v i r t u a l l y  all me th od s  used for re co mmendin g allow ed  

rates of return share the w e a k ne ss  of relying on data for 

e ntitie s that may not be p re c i s e l y  comparable  in risk.

Th e of te n -u s ed  "co mparable earn ings approach" examine s 

rates of return on common eq uity earned in other busines se s  

or industries with risks compa ra bl e to those of the natural 

gas pipe li n e industry. In their comments, Alaskan N o r t h­

wes t  and N o r t h e r n  Border prov id ed  information as to returns 

ear ned by industry gr ou ps for the years 1973-1978.

Lo oking at the av erage rate of return for all industries 

com bined over the si x- ye ar period, the range has been 

a p p r o x i m a t e l y  11.7 to 15.4 per cent. 56/

5 6 / J o i n t  Comments, Tab  1. Data for natural gas utilities 
s’.-.ow returns in the range c l  1 1. 9 -1 6 .2  percent.
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A nother popular technique is the familiar ■discounted 

cash flow* approach. This method attempts to de termine the 

investors' required rate of retur n by estimating their 

e x p ec te d  return (dividends and ca pital appreciation) on the 

m ar k et  price of common stock. The application of the d i s­

coun te d cash flow approach to the ANGTS indicates that the* • -• *«»■

investors' required rate of return for natural gas p ipeline  

co mp an ies is somewhere in the range of 14 to 16 percent. 57/

57/ Based on recent years' data for Moody's Natural Gas 
Transmis si on  Co mpany Average, it appears reasonable 
that investors might expect return on book equity 
to be 15-16 percent and divi dend payout ratios to be 
40-50 percent. (See Moody 's  Publ ic Utilit y Manual at 
«16 (1978). Using growth fr^m retained earnings as 
a proxy for grow th in dividends, such data implies an 
expected growth in di vidends  of 7.5 to 9.6 percent. 
(Growth from retained earnings equals return on book 
equity times the re te nt ion rate, or 15 to 16 pe rc en t 
multip l ie d  by 1 min us 40 to 50 percent). Combined with 
the average div i de nd  yield of 6.7 percent for the fir6t 
quarter of 1979, a range of 14.2 to 16.3 percen t is 
produced. Since the market- to - bo o k ratio of Moody's 
Natural Gas T r a n s m i s s i o n  Compan y Averag e in recent 
years has fluctuated around 1.0, there is reason to 
believe that this calcul a te d  range is reasonable inso­
far as it ap proximat es  the earned returns on book equity 
in recent years.

Sponsors' consultant, also using a disco unted cash flow 
approach, arrived at a range of 15.7 to 16.7 percent. 
(Joint Comments, T ab  A.) In our judgment, this sel ection 

. cf a 9 to 10 percent „ x pe ct ed growth in di vidends is 
-* biased on the high side be ca use of an incomplete and 

inadequate im pl ementa ti on  of this approacn. For example, 
we note the ab sence of histori ca l book value growth 
rates for Mo ody's Natural Gas Tr an s mi s si on  Co mpany

(Footnote co nt in ued on next page)
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The third approach examined by the Commission involves 

estimati ng  the difference in return that equity investors 

require over the rate of interest prevailing on bonds.

Since mark et -d et e rm in e d rates of interest are widely a vail­

able and accepted as meaningful, a measure of the di f ferenti al  

be tween equity return and prevailing interest rates using - * _ 

this information is practical and provides a plausible guide 

to the equity investors' required return.

Based on the pr o po si tion that over long periods an 

equilibrium, is established between investors' earned 

returns and their required returns, one way to determine 

a differ en ti al between equi ty and debt returns is to 

observ e the difference between returns realized on r i s k­

less investments (such as U.S. Gov ernment bonds) and returns 

realized on investments in common stock, namely, divid en ds

57/ (Footnote cont'd).

A verage even after . 2 sponsors' favorable comments 
concerning  the merit in using them to smooth fluctuations 
in earn in gs and to provide a longei term view of potential 
growth. (Joint Comments at Tab A.) Using the least-square 
gr ow th  rate in average book value of 8.4 percent for the 
1968-1977 p e r ;od, we can derive an estimate of 15.1 percent 
for the investor's required return. Furthermore, the 
assumpti on  of a di vi d en d  payout rate's as high as 60 
percent in the analy si s of the expec te d d ividend  growth  
rate was comple te ly  unsupported.
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and capital appreciation. Using U.S. Treasury bond interst 

rates as the riskless rate measure, the equity di fferent ia l 

has averaged between 5 and 6 percent over lengthy h istoric al  

periods. 58/ Thus, adding these equity d ifferen ti al s to 

current Trea su ry bond interest rates of about 9 percent 

prod uc es  a required equity return in the range of 14 to 

15 percent. 59/

58/ Ibbotson & Sinquefeld, "Stocks, Bonds, Bills and Inflation 
Year by Year Historical Returns (1926-74)." J nl. B u s .
(Jan 1976); "Stocks, Bonds, Bills and Inflation; The 
Past (1926-1976) and the Future 11977-2000)," The 
F i n a n c i a l A n a ly sts Rese a rch F ou nd a t i o n , 1977; see a l s o , 
Levy- ^ S t o c k s , »-onds, bT I I s and Inflation Over 52 Years," 
Jnl. Po rtfolio M n g t . at 18-19 (Summer 1978).

59/ Implicit in Ha6s' analysis of an Operation Phase
Rate is a current required return of 15.7 percent for 
dive r si fi e d natural gas transmission compan ie s (a 
"riskless" rate of 9 percent plus an equity "risk p r e­
mium" of 6.7 percent). See Hass Report at lt-20.

Sponsors' consu ltant employed the capital asset pricing 
model, a variant of the risk premiu m approach, and 
arrived at a rate of return of 17.33 percent for c o n­
ventional lower-48 pipeline companies. (Joint Comments, 
Tab A.) Incorp orated in this analysis was a market 
risk p r e m iu m  of 8.5 percent. The support for a required 
p r e mi um  of this magnitude, however, was largely und ocu­
mented and unpersuasive. Su bstituting the 5 to 6 percent 

* premium, cited above, the result is a range of 13.9 to 
14.9 percent. (Riskless Rate plus Beta times Market 
Risk Pr emium or 9.0 percent  plus 0.98 times 5 to 6 
p e r c e n t . )

\

AGl) 8 8 6 0 * 5



In summary, the Commission's recently allowed rates of 

r eturn for lower-48 natural gas pipelines have ge n e ra ll y  

fallen with in the range of 12-14 percent. In addition, data 

for recent earned rates of return on common equity and two 

me thods for estim a ti n g investors' required rates of return

for lower-48 pi peli ne s yield the following ranges:

Estimati on  Approach Range of Rates

Compar a bl e  Ear nings 12 .to 15%

Disco un te d Cash Flow 14 to 16%

Equity Risk Premium 14 to 15%

Given this range of estimates, the Commission must 

e x er cise its judgment in de te rmi ning the reference value for 

lo wer-48 pipelines. On balance, the Commission believes 

that under current market co nditions a rate of return in the 

range of 12 to 15 percent is ap pr opriate to use as a basis 

for setting the Op er at i on  Phase Rate for the ANGTS.

To use this range as a guide for setting the Operation 

Phase Rate, the Commissi on  must assess how the risk exposure 

of investors in the ANGTS project during op er at ion compares 

to the ri sk-exposure of pipeline investors in the lower-48 

states. The Commission bel ieves that the gre at es t risks 

faced by investors in the ANGTS will occur during the c on­

struction phase. 60/ The risk exposure the Commiss io n is
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60/ The Project R i s k  Premium is intended to c o mp e ns a te

investors for these risks. See Section I I . B . 4 (Project 
Risk P r e m i u m ) .



is a t t em pt i ng  to ev al u at e  here concerns the rela ti ve  risks 

of the A NG T S and lower-48 pi p e li n es  during the operati on al  

pha se. To co mpare risks, we first examine w hy  the Alas ka 

p r o j e c t  ma y  have great er  op erating  risks than lower-48 p i p e­

lines, then examine why risks during op er ation may be less 

th an  those faced by other pipelines. Finally, we weigh a n d —  - 

ba la n ce  the various factors.

O p e r a t i n g  aspects of the Alaska  pr oje ct that may be 

reg ar de d as more risky than operati ng  condi tions for lower-48 

p i p e l i n e s  are the following:

A rctic o pe rati ng  e n v i r o n m e n t . The pr oject in Alaska 

will be op e ra t in g  in a harsh envir onment. The A N GT S could 

e x p e r i e n c e  prob le ms  such as thaw settl ement or frost heave 

a ff e ct in g the r eliab il it y of ope rations. Innovative te ch­

niques such as gas r e f ri ge r at i on  will have to be used because 

of the en vironme nt . En vironmental restrictions, remote 

locations, and severe climate may affect tha ab il it y  to 

rep air the pip e li n e in the event of a service interruption.

High pressure p i p e l i n e . The pr oj ect will be operating at 

hig he r pr e ss u re  than is co nv en tional. Alth ou gh  the Commi ss ion 

d oe s  not expect the hig he r pr essure to affe c t  op erating r el i a­

bility c o n f i r m a t i o n  will only come through op erating e x p e r i­

ence.'
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H i g h  c o s t  g a s . B e c a u s e  o f  r e l a t i v e l y  h i g h  t r a n s p o r ­

t a t i o n  c o s t s ,  t h e  g a s  t r a n s p o r t e d  t h r o u g h  t h i s  s y s t e m  w i l l  b e  

e x p e n s i v e  c o m p a r e d  t o  o t h e r  s o u r c e s  o f  s u p p l y .  L a r g e  c o s t  

o v e r r u n s  o r  p a r t i a l  s e r v i c e  i n t e r r u p t i o n s  c o u l d  r e s u l t  i n  

e v e n  g r e a t e r  c o s t s  p e r  u n i t  o f  g a s .  T h o u g h  t h e  t a r i f f  a p p r o v e d  

b y  t h e  C o m m i s s i o n  w i l l  a l l o w  f o r  r a t e s  t o  r e c o v e r  t h e  f u l l  

c o s t  o f  s e r v i c e  o n c e  s e r v i c e  c o m m e n c e s  ( w i t h  t h e  e x c e p t i o n  

o f  e q u i t y  c h a r g e s  i n  t h e  e v e n t  o f  s e r v i c e  i n t e r r u p t i o n s ) ,  d i f f i ­

c u l t i e s  i n  m a r k e t i n g  t h e  g a s  o r  i n  c o l l e c t i n g  t h e  a l l o w e d  

r e v e n u e s  c o u l d  c o n c e i v a b l y  o c c u r .

L o w  e q u i t y  c a p i t a l i z a t i o n .  T h e  p r o p o r t i o n  o f  e q u i t y  

i n  t h e  c a p i t a l i z a t i o n  o f  t h e  p i p e l i n e  i s  e x p e c t e d  t o  b e  

a p p r o x i m a t e l y  2 5  p e r c e n t ,  i n  c o n t r a s t  t o  a n  i n d u s t r y  a v e r a g e  

o f  a b o u t  5 0  p e r c e n t .  I n  t h e  a b s e r c e  o f  o t h e r  c o n s i d e r a t i o n s ,  

t h e  h i g n e r  d e g r e e  o f  l e v e r a g e  i n c r e a s e s  t h e  r i s k s  t o  e q u i t y  

i n v e s t o r s  s h o u l d  t h e r e  b e  a  d i m i n u t i o n  o f  r e v e n u e s  b e c a u s e  

t h e  f i x e d  c o s t s  o f  t h e  p r o j e c t ,  i n c l u d i n g  d e b t  s e r v i c e  m u s t  

b e  p a i d  p r i o r  t o  a n y  r e t u r n  t o  e q u i t y .  6 1 /

6 1 /  L e v e r a g e  s h o u l d  n o t  b e  e v a l u a t e d  a l o n e ;  i t  m u s t  b e
c o n s i d e r e d  a l o n g  w i t h  o t h e r  f a c t o r s  o f  w h i c h  t h e  m o s t  
i m p o r t a n t  i s  t h e  c o s t - o f - s e r v i c e  t a r i f f  w h i c h  l a r g e l y  
r e d u c e s  t h e  r i s k  a s s o c i a t e d  w i t h  a h i g h  p r o p o r t i o n  o f  
e q u i t y  i n v e s t m e n t .

’ -r-V AG O 8 86048
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T h e r e  a r e  a l s o  v e r y  s i g n i f i c a n t  r i s k - r e d u c i n g  f e a t u r e s  

o f  t h i s  p r o p o s a l .  T h e  m o s t  i m p o r t a n t  a r e :

C o s t - o f - s e r v i c e  f o r m  o f  t a r i f f . B y  t h i s  O r d e r ,  t h e  

p r o j e c t  i s  g r a n t e d  a  c o s t - o f - s e r v i c e  f o r m  o f  t a r i f f  i n s t e a d  • 

o f  t h e  c o n v e n t i o n a l  f i x e d - r a t e  f o r m .  T h e  c o s t - o f - s e r v i c e  

t a r i f f  a l l o w s  t h e  p r o j e c t  t o  c h a r g e  r a t e s  a d e q u a t e  t o  r e c o v y :  

i t s  f u l l  c o s t  o f  s e r v i c e ,  e v e n  i f  c o s t s  o r  t h r o u g h p u t  c h a n g e  

o v e r  t i m e ,  w i t h o u t  t h e  n e e d  f o r  f i r s t  f i l i n g  a  n e w  r a t e  s c h e d u l e  

o r  o b t a i n i n g  t h i s  C o m m i s s i o n ' s  a p p r o v a l .  I n  c o n t r a s t  t o  t h e  

f i x e d - r a t e  t a r i f f ,  c h a n g e s  i n  c o s t s  o r  t h r o u g h p u t  v o l u m e s  

a r e  r e f l e c t e d  i m m e d i a t e l y  i n  t h e  p i p e l i n e ' s  r a t e s ,  r a t h e r  

t h a n  a f t e r  s o m e  p e r i o d  r e q u i r e d  f o r  p r o c e s s i n g  a r a t e -  

c h a n g e  a p p l i c a t i o n .

T h e  c o m m i t m e n t  t o  a l l o w  a c o s t - o f - s e r v i c e  t a r i f f  i s  a  

m a j o r  f a c t o r  t h a t  o f f s e t s  mu c h  o f  t h e  r i s k  e x p o s u r e  o f  

i n v e s t o r s  i n  t h e  AN GT S .  T h e  c o s t - o f - s e r v i c e  m e c h a n i s m  g r e a t l y  

r e d u c e s  t h e  r i s k  o f  i n a b i l i t y  t o  e a r n  a n  a l l o w e d  r e t u r n  d u e  

t o  i n c r e a s e s  i n  c o s t  o r  r e d u c t i o n  i n  v o l u m e s .  6 2 /

6 2 /  S o m e  r i s k  t h a t  e s t i m a t e d  t h r o u g h p u t  v o l u m e s  ma y  n o t  b e  
a t t a i n e d  c o n t i n u e s  t o  e x i s t .  F o r  e x a m p l e ,  a s  d i s c u s s e d  
m o r e  f u l l y  i n  t h e  s e c t i o n  o n  t a r i f f s ,  t h e  s e g m e n t  ma y  
b e  u n a b l e  t o  t r a n s p o r t  t h e  c o n t r a c t  q u a n t i t i e s  b e c a u s e  

. o f  a  p i p e l i n e  o p e r a t i n g  p r o b l e m .  I f  t h e  d i m i n u t i o n  o f  
s e r v i c e  o v e r  a  o n e  m o n t h  p e r i o d  a m o u n t s  t o  m o r e  t h a n  10 
p e r c e n t  o f  c o n t r a c t  t h r o u g h p u t ,  t h e  r e t u r n  o n  e q u i t y

( F o o t n o t e  c o n t i n u e d  o n  n e x t  p a g e ) .
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W i t h  r e s p e c t  t o  t h e  p r o p o s e d  c a p i t a l i z a t i o n ,  s p o n s o r s '  

c o n s u l t a n t  u r g e s  t h a t  t h e  C o m m i s s i o n  c o n t i n u e  t o  a c k n o w l e d g e  

t h e  r i s k  i n c r e a s i n g  e f f e c t s  o f  f i n a n c i a l  l e v e r a g e  b y  a l l o w i n g  

a  h i g n t r  e q u i t y  r e t u r n  f o r  t h e  " t h i n n e r "  e q u i t y  o f  t h e  p r o j e c t ,  

H o w e v e r ,  we f e e l  t h a t  t h e r e  i s  mu c h  m e r i t  i n  t h e  S t a f f ' s  

a r g u m e n t  t h a t  t h e  c o s t - o f - s e r v i c e  a n d  s e r v i c e  i n t e r r u p t i o n  

p r o v i s i o n s  i n  t h e  t a r i f f  l a r g e l y  o f f s e t  t o e  f i n a n c i a l  r i s k s  

a s s o c i a t e d  w i t h  d e b t  f i n a n c i n g .  C o n s i d e r i n g  t h e  r i s k s  

a s s o c i a t e d  w i t h  t h e  r e l a t i v e  p r o p o r t i o n s  o f  d e b t  t o  e q u i t y  i n  

t h e  c a p i t a l  s t r u c t u r e ,  we b e l i e v e  t h a t  t h e  c o s t  o f  s e r v i c e  

t a r i f f  p r o v i s i o n s  o f f s e t  t h e  h i g h  d e g r e e  o f  l e v e r a g e  p r o p o s e d  

b y  t h e  s p o n s o r s  a n d  c o n s e q u e n t l y ,  we f e e l  t h a t  ANGTS w i l l  

f a c e  l o w e r  f i n a n c i a l  r i s k s  t h a n  w o u l d  c o n v e n t i o n a l  p i p e l i n e s  

w i t h  t h e  s a m e  e q u i t y  c a p i t a l i z a t i o n  b u t  w i t h o u t  t h e  c o s t  o f  

s e r v i c e  t a r i f f .

6 2 /  ( F o o t n o t e  c o n t ' d ) .

w i l l  b e  p r o p o r t i o n a t e l y  r e d u c e d .  P r o v i s i o n  i s  m a d e  
f o r  p o s s i b l e  m a k e u p  t r a n s p o r t a t i o n  a t  a l a t e r  d a t e .  I f  
• 1 1  s e r v i c e  i s  i n t e r r u p t e d  f o r  m o r e  t h a n  3 0  d a y  ( a  
m o s t  u n l i k e l y  e v e n t ) ,  t h e  r e t u r n  o f  e q u i t y  m a y  a l s o  b e  
f o r f e i t e d  i f  t h e  C o m m i s s i o n  f i n d s  t h a t  t h e  c a u s e  o f  t h e  
i n t e r r u p t i o n  w a s  w i t h i n  t h e  p r o j e c t  s p o n s o r s '  c o n t r o l .

.» • i,  —

' •. ‘ .v • .f S., V. „
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T r a c k i n g  o f  c o s t s  b y  s h i p p e r s . I n  o r d e r  t o  f u r t h e r  

a s s u r e  t h a t  r e v e n u e s  a r e  a d e q u a t e  t o  c o v e r  t h e  c o s t  o f  

s e r v i c e  o f  t h e  p r o j e c t ,  t h e  C o m m i s s i o n ' s  p o l i c y  w i l l  b e  

t o  a l l o w  a u t o m a t i c  t r a c k i n g  o f  A l a s k a  g a s  t r a n s p o r t a t i o n  

c o s t s  i n  t h e  t a r i f f s  o f  g a s  s h i p p e r s  wh o  a r e  i n t e r s t a t e  

p i p e l i n e s  u n d e r  o u r  j u r i s d i c a t i o n .  T h e  e x a c t  f o r m  o r
m

n a t u r e  o f  t h e  t r a c k i n g  m e c h a n i s m  m u s t  a w a i t  s p e c i f i c  

a p p l i c a t i o n s  f r o m  s h i p p e r s  t o  m o d i f y  o r  am en d  t h e i r  t a r i f f s  

a n d  ma y  d i f f e r  f r c m  s h i p p e r  t o  s h i p p e r .

L a r g e  r e s e r v e s - t o - p r o d u c t i o n  r a t i o .  T h e  r e s e r v e s  o f  g a s  

a t  P r u d h o e  B a y  a r e  v e r y  l a r g e  ( a t  l e a s t  2 6  t r i l l i o n  c u b i c  f e e t )  

a n d  c a n  s u p p l y  g a s  f o r  t h e  p i p e l i n e  a t  a r a t e  o f  2 . 4  b i l l i o n  

c u b i c  f e e t  p e r  d a y  f o r  a t  l e a s t  20 y e a r s  w i t h o u t  e x h a u s t i n g  

t h e  r e s e r v e s .  T h i s  r e s e r v e - t o - p r o d u c t i o n  r a t i o  i s  muc h  

l a r g e r  t h a n  f o r  m o s t  o t h e r  n a t u r a l  g a s  p i p e l i n e s  a n d  

p r o v i d e s  a s s u r a n c e  t h a t  g a s  s u p p l y  w i l l  b e  a d e q u a t e  t o  a l l o w  

t h e  f u l l  r e c o v e r y  o f  c a p i t a l  i n v e s t m e n t  i n  t h e  p r o j e c t .  T h u s ,  

a s  c o m p a r e d  t o  m o s t  p i p e l i n e s  t h i . t  h a v e  r e s e r v e  c o m m i t m e n t s  

t h a t  g e n e r a t e  s i g n i f i c a n t  r i s k - e x p o s u r e ,  t h e  ANGTS i s  i n  a n  

e n v i a b l e  p o s i t i o n .

R o l l e d - i n  p r i c i n g . I n  o r d e r  t o  r e d u c e  m a r k e t i n g  

r i s k s  f o r  t h i s  r e l a t i v e l y  h i g h  c o s t  g a s ,  t h e  C o n g r e s s ,  

a s  p a r t  o f  t h e  N a t u r a l  G a s  P o l i c y  A c t ,  d i r e c t e d  t h a t  t h e  

t r a n s p o r t a t i o n  c o s t  a n d  w e l l h e a d  p r i c e  f o r  t h i s  g a s  w i l l  b e  

" r o l l e d - i n "  o r  a v e r a g e d  w i t h  c h e a p e r  s o u r c e s  o i  s u p p l y  a n d

AGO 8 86 0 5 1
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s o l d  t o  h i g n e r  p r i o r i t y  u s e r s .  T h u s ,  e v e n  i f  t h i s  g a s  i s  

m o r e  e x p e n s i v e  t h a n  s o m e  o t h e r  s o u r c e s  o f  s u p p l y ,  p o t e n t i a l  

p r o b l e m s  o f  m a r k e t a b i l i t y  a r e  r e d u c e d  s i n c e  s h i p p e r s  a r e  

a s s u r e d  t h a t  t h e y  w i l l  n o t  h a v e  t o  m a r k e t  t h i s  g a s  s e p a r a t e l y ,  

f r o m  o t h e r  s o u r c e s  o f  s u p p l y .

W e i g h i n g  a l l  t h e  r i s k - i n c r e a s i n g  a n d  t h e  r i s k - r e d u c i n g  * ’ *M  • ••

f a c t o r s ,  t h e  C o m m i s s i o n  c o n c l u d e s  t h a t  t h e  r i s k  e x p o s u r e  o f  

ANGTS i n v e s t o r s  d u r i n g  t h e  o p e r a t i o n  p h a s e  o f  t h e  A l a s k a  

s e g m e n t  o f  t h e  p r o j e c t  w i l l  b e  s o m e w h a t  h i g h e r  t h a n  t h e  

r i s k - e x p o s u r e  o f  i n v e s t o r s  i n  t h e  t y p i c a l  o r  a v e r a g e  l o w e r - 4 8  

p i p e l i n e .  T h u s ,  t h e  C o m m i s s i o n  b e l i e v e s  t h a t  a n  a l l o w e d  

O p e r a t i o n  P h a s e  R a t e  n e a r  t h e  u p p e r  e n d  o f  t h e  r a n g e  o f  

r a t e s  d i s c u s s e d  p r e v i o u s l y  f o r  l o w e r - 4 8  p i p e l i n e s  ( 1 2  t o  1 5  

p e r c e n t )  i s  r e a s o n a b l e  f o r  t h e  A l a s k a  s e g m e n t  o f  t h e  p r o j e c t .  

T h e  C o m m i s s i o n  s e l e c t s  1 4  p e r c e n t  a s  t h e  O p e r a t i o n  P h a s e  

R a t e  f o r  t h e  A l a s k a  s e g m e n t .  6 3 /

6 3 /  S p o n s o r s '  a s s e r t e d  t h a t  t h e  i m p l e m e n t a t i o n  o f  t h e  c o m p a r ­
a b l e  e a r n i n g s  a p p r o a c h  c o n f i r m e d  t h e  r e a s o n a b l e n e s s  o f  
a p r e v i o u s l y  d e d u c e d  18% r e t u r n  o n  c ommon  e q u i t y  f o r  t h e  
ANGTS p r o j e c t  ( a s  o p p o s e d  t o  t y p i c a l  l o w e r - 4 8  p i p e l i n e s ) .  
( J o i n t  C o m m e n t s  a t  T a b  A . )  T h e y  i n i t i a l l y  c o n t e n d e d ,  
w i t h o u t  a d e q u a t e  s u p p o r t ,  t h a t  t h e  ANGTS p r o j e c t  s h o u l d  
b e  v i e w e d  a s  a r e l a t i v e l y  r i s k y  e n t e r p r i s e  d u r i n q  i t s  
p p e r a t i o n .  T h i s  u n s u b s t a n t i a t e d  p o s i t i o n  p r e s u m a b l y  
u n d e r l i e s  t h e  1 8% r e t u r n  r e c o m m e n d a t i o n .  T h e y  t h e n  a t t e m p t  
t o  f u r t h e r  j u s t i f y  t h i s  r e c o m m e n d a t i o n  m e r e l y  b y  n o t i n g  
t h a t  t h e  18% v a l u e  f a l l s  i n  th** u p p e r  d e c i l e s  o f  t h e  
e a r n e d  r e t u r n s  o n  c ommon  e q u i t y  f o r  o v e r  f o u r  t h o u s a n d

( F o o t n o t e  c o n t i n u e d  o n  n e x t  p a g e ) .
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6 3 /  ( F o o t n o t e  c o n t ' d ) .

p u b l i c l y  h e l d  c o r p o r a t i o n s .  T h e  a p p a r e n t  r a t i o n a l e  h e r e  
i s  t h a t  r i s k  a n d  e a r n e d  r e t u r n s  o n  c ommon  e q u i t y  a r e  
d i r e c t l y  r e l a t e d .  T h e  s p o n s o r s  n o w h e r e  e s t a b l i s h ,  h o w e v e r ,  
t h a t  h i g h  e a r n e d  r e t u r n s  o n  c ommon  e q u i t y  a r e  n e c e s s a r i l y  
a s s o c i a t e d  w i t h  h i g h  r i s k .

H a s s  r e c o m m e n d e d  1 4 . 4 %  a s  t h e  O p e r a t i o n  P h a s e  r a t e  f o r  V . ' .  
t h e  A l a s k a  s e g m e n t  a n d  1 2 . 5 %  f o r  t h e  N o r t h e r n  B o r d e r  
s e g m e n t ,  H a s s  R e p o r t  a t  2 0 ,  w h i l e  S t a f f  c o n t e n d e d  t h a t  
1 1 . 5 %  a n d  1 0 . 5  p e r c e n t ,  r e s p e c t i v e J y ,  a r e  m o r e  a p p r o p r i a t e .
I n i t i a l  C o m m e n t s  o f  t h e  C o m m i s s i o n  S t a f f  o n  C o m p a n y  T a r i f f s  
a n d  I n c e n t i v e  R a t e  o f  R e t u r n ,  D o c k e t  N o .  R M 7 8 - 1 2  a t  7 6 - 7 7  
( M a y  4 ,  1 9 7 9 ) .  ( H e r e i n a f t e r  S t a f f  I n i t i a l  C o m m e n t s ) .
B o t h  t o o k  t h e  p o s i t i o n  t h a t  i n v e s t o r s ,  p r i m a r i l y  b e c a u s e  
o f  t h e  c o s L - o f - s e r v i c e  t a r i f f ,  w o u l d  p e r c e i v e  t h e  ANGTS 
p r o j e c t  a s  b e i n g  a  l e s s  r i s k y  i n v e s t m e n t  t h a n  i n v e s t ­
m e n t s  i n  l o w e r - 4 8  p i p e l i n e s .  H o w e v e r ,  w h i l e  H a s s '  a n a l y s i s  
e n a b l e s  o n e  t o  s e e  t h e  s t e p s  l e a d i n g  t o  h i s  c o n c l u s i o n ,  
s t a f f ' s  a n a l y s i s  i s  w h o l l y  s u b j e c t i v e  a n d  n o  a t t e m p t  i s  
m a d e  t o  j u s t i f v  t  ' e  c u r r e n t  a p p r o p r i a t e n e s s  o f  a  13% 
a l l o w e d  r e t u r n  f o r  c o n v e n t i o n a l  p i p e l i n e  c o m p a n i e s  o r  
h ow  S t a f f ' s  r i s k  a n a l y s i s  l e d  i t  t o  c o n c l u d e  t h a t
1 0 . 5  -  1 1 . 5  p e r c e n t  i s  a r e a s o n a b l e  r a n g e  f o r  t h e  ANGTS
p r o j e c t .  A l t h o u g h  t h e  C o m m i s s i o n  r e c o g n i z e s  t h e  r i s k  
r e d u c i n g  n a t u r e  o f  m a n y  o f  t h e  i s s u e s  d i s c u s s e d  b y  
S t a f f ,  we b e l i e v e  t h a t  S t a f f ' s  q u a l i t a t i v e  a n a l y s i s  
d o e s  n o t  g i v e  s u f f i c i e n t  c o n s i d e r a t i o n  t o  h ow  t h e  u n ­
c e r t a i n t i e s  a s s o c i a t e d  w i t h  t h e  ANGTS p r o j e c t  w i l l  i m p a c t  
o n  i n v e s t o r s '  r e q u i r e d  r e t u r n s .

S t a f f  a t t e m p t e d  t o  c o n f i r m  t h e  r e a s o n a b l e n e s s  o f  i t s  
r e c o m m e n d a t i o n  b y  d u p l i c a t i n g ,  w i t h  s o m e  a d j u s t m e n t s ,  
t h e  t y p e  o f  r i s k  p r e m i u m  a p p r o a c h  e m p l o y e d  b y  H a s s .  We
b e l i e v e ,  h o w e v e r ,  t h a t  S t a f f ' s  v e r s i o n  o f  t h e  H a s s
a p p r o a c h  i s  f l a w e d  i n  s e v e r a l  r e s p e c t s .  F o r  e x a m p l e ,  
t h e  1 2 . 9 %  f i g u r e  t h a t  S t a f f  j s e d  a s  r e p r e s e n t a t i v e  o f  
a l l o w e d  r e t u r n  f o r  n a t u r a l  g a s  p i p e l i m  i n  1 9 7 5  w a s  
n o t  s h o w n  t o  b e  e ^ u a l  t o  t h e  i n v e s t o r s '  r e q u i r e d  r e t u r n .  
F u r t h e r m o r e ,  f o r  t h e  r i s k  p r e m i u m  a p p r o a c h  t o  h a v e  a n y  
v a l i d i t y ,  i n v e s t o r s '  r e q u i r e d  r e t u r n s  f o r  d e b t  a n d
e q u i t y  s e c u r i t i e s  m u s t  b e  c o m p a r e d  d u r i n g  t h e  s a m e  t i m e  ___
p e r i o d .  S t a f f ,  h o w e v e r ,  r e l a t e s  t h i s  1 2 . 9 %  f i g u r e  t o  a  
c u r r e n t  r i s k l e s s  r a t e  r a t h e r  t h a n  t h e  r i s k l e s s  r a t e

( F o o t n o t e  c o n t i n u e d  o n  n e x t  p a g e ) .

n  ••
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T h e  C o m m i s s i o n  a l s o  c o n c l u d e s  t h a t  t h e  o p e r a t i o n  p h a s e  

r i s k  e x p o s u r e  o f  i n v e s t o r s  i n  t h e  N o r t h e r n  B o r d e r  s e g m e n t  i s  

l o w e r  t h a n  t h e  r i s k  e x p o s u r e  o f  i n v e s t o r s  i n  t h e  A l a s k a  s e g ­

m e n t .  T h e  e n v i r o n m e n t a l  a n d  o t h e r  r i s k - i n c r e a s i n g  f a c t o r s  

p e r t i n e n t  t o  t h e  A l a s k a  s e g m e n t  a r e  n o t  a s  i m p o r t a n t  h e r e .  

T h e  m a j o r  r i s k  i m p o s e d  o n  i n v e s t o r s  b y  t h e  t a r i f f  i s  t h a t  

t h e  r e t u r n  o n  e q u i t y  o r  t h e  r e t u r n  o f  e q u i t y  m a y  b e  r e d u c e d  

b e c a u s e  o f  s e r v i c e  i n t e r r u p t i o n s .

T h e  N o r t h e r n  B o r d e r  s y s t e m  w i l l  b e  l o c a t e d  i n  a n  a r e a  

w h i c h  i s  g e o l o g i c a l l y  m o r e  s t a b l e  a n d  r e a d i l y  a c c e s s i b l e  

f o r  a n y  r e p a i r  w o r k  w h i c h  m i g h t  b e  r e q u i r e d .  A l o n g  m o s t

6 3 /  ( F o o t n o t e  c o n t ' d ) .

p r e v a i l i n g  i n  1 9 7 5 ,  a s  H a s s  d i d .  F i n a l l y ,  S t a f f ' s  
d o w n w a r d  a d j u s t m e n t  o f  i t s  d e r i v e d  3 . 9 %  e q u i t y  r i s k  
p r e m i u m  f o r  t h e  a l l e g e d  l o w e r  r i s k s  o f  t h e  ANGTS p r o j e c t  
b y  t h e  6ame a b s o l u t e  p e r c e n t a g e  p o i n t s  a s  r e f l e c t e d  i n  
H a s s '  a n a l y s i s ,  r a t h e r  t h a n  b y  t h e  s a m e  r e l a t i v e  
p e r c e n t a g e ,  i s  q u e s t i o n a b l e .

H a s s  a l s o  s u g g e s t e d  t h e  u s e  o f  a  r a t e  i n d e x e d  t o  i n t e r e s t  
r a t e s ,  r a t h e r  t h a n  a f i x e d - r a t e .  G i v e n  c u r r e n t  u n c e r ­
t a i n t i e s  w i t h  r e g a r d  t o  i n f l a t i o n  a n d  c a p i t a l  r a r k e t  
d e v e l o p m e n t s ,  t h e r e  i s  u n d o u b t e d l y  s o m e  m e r i t  t o  s u c h  a 
p r o p o s a l ,  a s  e v i d e n c e d  b y  t h e  i n c r e a s i n g  u s e  o f  v a r i a b l e  
o r  • f l o a t i n g '1 i n t e r e s t  r a t e s  f o r  l o n g - t e r m  d e b t  i n s t r u m e n t s  
T h e  C o m m i s s i o n  i s  a w a r e  t h a t  c e r t a i n  p o r t i o n s  o f  t h e  
f i n a n c i a l  c o m m u n i t y  a r e  b e c o m i n g  m o r e  i n t e r e s t e d  i n  
t h e  c o n c e p t  o f  i n d e x i n g .  A t  t h i s  p o i n t ,  h o w e v e r ,

. . t h e  C o m m i s s i o n  d o e s  n o t  b e l i e v e  t h a t  s u c h  a m e c h a n i s m  
i s  n e c e s s a r y .  S h o u l d  t h e  p r o j e c t  s p o n s o r s  d i s c o v e r  
t h a t  s u c h  a m e c h a n i s m  w o u l d  f a c i l i t a t e  p r o j e c t  f i n a n c i n g ,  
t h e  s p o n s o r s  a r e  c e r t a i n l y  f r e e  t o  p e t i t i o n  t h e  C o m m i s s i o n  
t o  i m p o s e  s u c h  a c o n d i t i o n .
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o f  N o r t h e r n  B o r d e r ' s  r o u t e ,  i t  w i l l  t r a v e r s e  a r e a s  w h i c h  

a r e  a l r e a d y  s e r v e d  b y  o n e  o r  m o r e  o f  t h e  m a j o r  p i p e l i n e

s y s t e m s  i n  t h e  l o w e r - 4 8  t r a n s m i s s i o n  n e t w o r k .  We b e l i e v e  

t h a t  b e c a u s e  o f  i t s  l o c a t i o n ,  t h e  o p e r a t i n g  p r o b l e m s  o f  t h e  

N o r t h e r n  B o r d e r  s e g m e n t  w i l l  n o t  b e  s i g n i f i c a n t l y  g r e a t e r  

t h a n  f o r  o t h e r  l o w e r - 4 8  p i p e l i n e s .  C o n s e q u e n t l y ,  t h e  c o s t -  -  ■ - 

o f - s e r v i c e  t a r i f f ,  t r a c k i n g  p r o v i s i o n s ,  a n d  r o l l e d - i n  p r i c ­

i n g  r e d u c e  t h e  r i s k s  o f  t h i s  s e g m e n t  b e l o w  t h a t  o f  t h e  

A l a s k a  s e g m e n t .  T h e  C o m m i s s i o n  f i n d s ,  t h e r e f o r e ,  t h a t  1 3  

p e r c e n t  i s  a  r e a s o n a b l e  O p e r a t i o n  P h a s e  R a t e  f o r  t h e  N o r t h e r n  

B o r d e r  s e g m e n t .

; '• s
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. Project Risk Premium

T he Project R i s k  Premiu m Is added to the O p er at ion 

Phase Rate to compens at e Investors for their risk exposure 

d u r i n g  the constru ct io n of the pipeline. The pos si bility 

of not c om p le t in g  the p ip el in e Is the major risk faced b y \  *_ 

investors in the ANGTS .  A key fe atu re of the P r e s i d e n t’s 

Decision is its emphasis that this risk of n o n - co m pl e ti on  

shall be borne by equity Investors and other beneficiaries 

of the project, such as the Sts'-e of Alaska or the producers 

at Pru dh o e Bay, rather than by gas consumers or the general 

public through government loan guarantees. _6^/ Co nsequent ly , 

the D e c i s i o n  states that charges may De  levied on cjnsumers 

only after the "completion and commiss i o ni ng  of op er ation  

of the system." 6 5 /  If the pr oject is abandoned prior to the 

initi a ti o n of service, investors cannot expect to recover 

their investmen t through charges on gas consumers.

The sponsors of the Al as ka n  segment presented a basic 

appr oa ch  or meth o do l og y  for d e t e r m i n i n g  these values of 

the ProJec„ Risk Premium in a paper submitted to t h .

A l a s k a n  D e l e ga t e on March 7 , 1979* and distributed to r.ll

6̂ /  D e ci s i o n  at 12^. 

65/ D e c i s i o n  at 38.

^  v AGO  88 60 56



i n t e r e s t e d  p a r t i e s .  6 f /  T h e  C o m m i s s i o n  a d o p t s  t h e  g e n e r a l  

m e t h o d o l o g y  e a r l i e r  u s e d  by  t h e  p r o j e c t  s p o n s o r s ,  b u t  

d i s a g r e e s  w i t h  c e r t a i n  k e y  p a r a m e t e r  v a l u e s .  6 7 /  U s e  o f  m o r e  

a p p r o p r i a t e  v a l u e s  r e s u l t s  i n  a  C o m m i s s i o n  e s t i m a t e  o f  t h e  

P r o j e c t  R i s k  P r em i um  s u b s t a n t i a l l y  l o w e r  t h a n  t h e  s p o n s o r s * ,  
e s t i m a t e .  6 8 /

• F i r s t ,  t h e  C o m m i s s i o n  h a s  a s s u m e d  a  s e v e n - y e a r  s c h e d u l e  

o f  t e s t i n g  and  c o n s t r u c t i o n ,  b e g i n n i n g  i n  1 9 7 8  and  e n d i n g  

i n  1 9 8 ^ ,  i n s t e a d  o f  t h e  l o n g e r  e i g h t - y e a r  s c h e d u l e  a s s u m e d  

by t h e  p r o j e c t  s p o n s o r s .  ' E v e n  a  s e v e n - y e a r  s c h e d u l e  i s  

s i g n i f i c a n t l y  g r e a t e r  i n  l e n g t h  t h a n  t h e  s c h e d u l e  t h a t  was 

p r e s e n t e d  t o  t h e  P r e s i d e n t  and  t h e  C o n g r e s s  a s  p a r t  o f  t h e  

M a r c h  1 9 7 7  c o s t  e s t i m a t e .  T h a t  e s t i m a t e  was b a s e d  on  a  

c o n s t r u c t i o n  s c h e d u l e  t h a t  w o u l d  b e  e s s e n t i a l l y  c o m p l e t e  by

Dock e t No. RM 78 -12 - 73 -

6 6 /  A s i m i l a r  b u t  m o r e  e l a b o r a t e  m e t h o d o l o g y  was p r o p o s e d  
by K a s s  , H a s s  R e p o r t  a t  2 0 - * 1 0 .

6 7 /  S i n c e  t h e  p r o j e c t  s p o n s o r s  I n  t h e i r  c ommen t s  make n o  
r e f e r e n c e  t o  t h i s  m e t h o d o l o g y  n o r  c ommen t  on  t h e  
C o m m i s s i o n ' s  u s e  o f  t h i s  a p p r o a c h ,  I t  i s  n o t  c l e a r  
w h e t h e r  t h e y  s t i l l  a d v o c a t e  t h i s  a p p r o a c h .

6 8 /  T h e  A p r i l  6 N o t i c e  I d e n t i f i e d  f o u r  I s s u e s  t h e
C o m m i s s i o n  b e l i e v e s  a r e  i m p o r t a n t  i n  d e t e r m i n i n g  t h e  
P r o j e c t  R i s k  P r em i um  and  i n v i t e d  c ommen t s  o n  t h e s e  

. i s s u e s .  B a s e d  on  a  r e v i e w  o f  t h e s e  c o m m e n t s ,  t h e  
C o m m i s s i o n  h ^ s  a l t e r e d  i t s  v i e w  o f  t h e  P r o j e c t  R i s k  
P r em i um  i n  a n um b e r  o f  s i g n i f i c a n t  r e s p e c t s .

AG O 8 86 0 5 7



t h e  end  o f  1981, w i t h  s ome a d d i t i o n a l  wo rk  on c o m p r e s s o r  

s t a t i o n s  i n  1982.

S e c o n d ,  t h e  C o m m i s s i o n  h a s  b a s e d  i t s  c a l c u l a t i o n s  on

t h  a s s u m p t i o n  t h a t  t h e r e  i s  a t  l e a s t  a 6 7  p e r c e n t  c h a n c e

t h a t  t h e  c u r r e n t  s p o n s o r s  w i l l  b e  a b l e  t o  c o m p l e t e  t h e  

s y s t e m .  I n  t h e i r  p a p e r ,  t h e  s p o n s o r s  a s s u m e d  o n l y  a 3 0  t o  

4 0  p e r c e n t  p r o b a b i l i t y  o f  c o m p l e t i n g  t h e  s y s t e m .  T he  Com­

m i s s i o n ' s  u t i l i z a t i o n  o f  6 7  p e r c e n t  by  no  means  i n d i c a t e s  

i t s  b e l i e f  t h a t  t h e  o d d s  f o r  c o m p l e t i o n  o f  t h e  p r o j e c t  a r e

two o u t  o f  t h r e e .  H o w e v e r ,  t h e  C o m m i s s i o n  a l s o  c a n n o t  a c c e p t

t h e  s p o n s o r s '  r e p r e s e n t a t i o n  o f  a o n e  o u t  o f  t h r e e  p r o b a b i l i t y  

o f  p r o j e c t  c o m p l e t i o n .  T h e  a s s u m p t i o n  c h o s e n  h e r e  m e r e l y  m ak e s  

c e r t a i n  t h a t  t h e  P r o j e c t  R i s K  P r em i um  c o m p e n s a t e s  f o r  a r e a s o n ­
a b l e  e s t i m a t e  o f  n o n - c o m p l e t i o n  r i s k .  6 9 /  T h e  C o m m i s s i o n  

b e l i e v e s  t h a t  t h e  l ow  p r o b a b i l i t y  o f  s u c c e s s  a s s u m e d  by t h e  

s p o n s o r s  c o n t r a d i c t s  t h e  a s s u r a n c e s  g i v e n  t o  t h e  P r e s i d e n t  

and  t h e  C o n g r e s s ,  a t  t h e  t i m e  o f  t h e  P r e s i d e n t ' s  D e c i s i o n , 

t h a t  t h i s  p r o j e c t  c o u l d  be p r i v a t e l y  f i n a n c e d  und e r  t h e  

c o n d i t i o n s  i m p o s e d  by t h e  D e c i s i o n . C o n s e q u e n t l y ,  t h e  Com­

m i s s i o n  c a n n o t  a c c e p t  t h e  s p o n s o r s '  a s s u m p t i o n s ,  and d o e s  

n o t  b e l i e v e  t h a t  i t  i s  r e a s o n a b l e  t o  a l l o w  a l a r g e  P r o j e c t

R i s k  P r em i um  on  t h e  b a s i &  t h a t  i t  i s  n e e d e d  t o  c o m p e n s a t e

i n v e s t o r s  f o r  an a s s u m e d  s m a l l  c h a n c e  o f  s u c c e s s f u l  c o m p l e t i o n .

T n i r d ,  i n  c a l c u l a t i n g  t h e  P r o j e c t  R i s k  P r em ium  t h e  C o m m i s ­

s i o n  m ak e s  no p r o v i s i o n  f o r  t h e  p o s s i b i l i t y  t h a t  t h e

6 9 /  T h e  C o m m i s s i o n  n o t e s ,  i n  t h i s  r r g a r d ,  t h a t  c ommen t s  on  
t h e  r e a s o n a b l e n e s s  o f  t h e  a s s u m p t i o n s  c o n c e r n i n g  t h e  
p r o b a b i l i t y  o f  p r o j e c t  a b a n d o n m e n t  and  c o n s t r u c t i o n
s c h e d u l e s  w e r e  s o u g h t  f r o m  t h e  s p o n s o r s  i n  t h e  N o t  i c e
o f  P r o p o s e d  R u l e m a k i n g  ( a t  2 6 ) .  N one  w e r e  f o r t h c o m i n g .
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s p o n s o r s  c o u l d  r e c o v e r  p a r t  o f  t h e i r  I n v e s t m e n t  t h r o u g h  

c h a r g e s  on  e x i s t i n g  c u s t o m e r s  i n  t h e  e v e n t  o f  a b a n d o n m e n t .  

T h e  C o m m i s s i o n  b e l i e v e s  t h a t  t h e  P r e s i d e n t ' s  D e c i s i o n  d i d  

n o t  c o n t e m p l a t e  s u c h  c h a r g e s ,  a n d  t h a t  p l a n s  and  p r e s e n t  

d e c i s i o n s  s h o u l d  b e  made  on  t h e  a s s u m p t i o n  t h a t  c o s t  

r e c o v e r y  f r o m  r a t e - p a y i r . g  c o n s u m e r s  w i l l  n o t  b e  a l l o w e d  i n  

c a s e  o f  a b and onm  n t .  T h e  C o m m i s s i o n  r e c o g n i z e s ,  h o w e v e r ,  

t h a t  s u b s t a n t i a l  t a x  s a v i n g s  c o u l d  a c c r u e  t o  I n v e s t o r s  i n  

t h e  e v e n t  o f  a b a n d o n m e n t .  T h e  l o s t  i n v e s t m e n t  i s  a  l o s s  

f o r  t a x  p u r p o s e s  and  w o u l d  r e d u c e  t h e  t a x  p a y m e n t s  o f  t h e  

p r o j e c t  s p o n s o r s  by an  am o un t  a p p r o x i m a t e l y  e q u a l  t o  

o n e - h a l f  o f  t h e  i n v e s t m e n t .  7 0 /
F o u r t h ,  t h e  p r o j e c t  s p o n s o r s '  p a p e r  and  t h e  C o m m i s s i o n ' s  

A p r i l  6 N o t i c e  a s s u m e d  s u b s t a n t i a l l y  d i f f e r e n t  v a l u e s  f o r  

t h e  r a t e  o f  r e t u r n  u s e d  t o  c a l c u l a t e  t h e  a l l o w a n c e  f o r  t h e  

f u n d s  u s e d  d u r i n g  c o n s t r u c t i o n  (AFUDC )  i n c l u d e d  a s  p a i  t  o f  

t h e  " r i s k  a d j u s t e d  r a t e  b a s e . "  7_1 /  T h e  p r o j e c t  s p o n s o r s

7 0 /  T h e  o n l y  e x c e p t i o n  w o u l d  b e  i f  a p a r t n e r  d i d  n o t  h a v e
a t a x a b l e  I n c o m e  l a r g e r  t h a n  t h e  l o s t  i n v e s t m e n t .  E v e n  
i n  t h i s  e v e n t ,  l o s s  c a r r y  f o r w a r d  p r o v i s i o n s  w o u l d  a l l o w  
t h e  l o s s  t o  b e  d e d u c t e d  f r o m  p a s t  a nd  f u t u r e  i n c o m e .

71 /  T h e  e q u i t y  AFUDC r a t e  i s  c o n c e p t u a l l y  q u i t e  d i f f e r e n t  
f r o m  t h e  a c t u a l  r a t e  t h e  C o m m i s s i o n  w i l l  a l l o w  f o r  
d e t e r m i n i n g  AFUDC and  i t  i s  u s e d  o n l y  t o  d e r i v e  t h e  
t h e o r e t i c a l  c o n s t r u c t  o f  t h e  " r i s k  a d j u s t e d  r a t e  b a s e " .
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p r o p o s e d  1 5  p e r c e n t ,  w h i l e  t h e  N o t i c e  p r o p o s e d  a  l o w e r  r a t e  

o f  9 * 5  p e r c e n t .  12_/  T h e  C o m m i s s i o n  s t a t e d  i n  t h e  N o t i c e  

t h a t  t h e  r i s k  o f  n o n - c o m p l e t i o n  was e s s e n t i a l l y  t h e  o n l y  

r i s k  f a c e d  by i n v e s t o r s  d u r i n g  c o n s t r u c t i o n ,  a n d  t h a t  t h i s  

was c o m p e n s a t e d  f o r  by t h e  " r i s k  a d j u s t e d  r a t e  b a s e "  an d  

t h e  r e s u l t i n g  P r o j e c t  R i s k  P r e m i u m .  U n d e r  t h i s  c o n c e p t ,  an  

e q u i t y  AFUDC r a t e  f o r  c a l c u l a t i n g  t h e  " r i s k  a d j u s t e d  r a t e  

b a s e "  s h o u l d  b e  v e r y  l o w  and  i n c o r p o r a t e  no  e x p l i c i t  c om­

p e n s a t i o n  f o r  r i s k .  T h e  C o m m i s s i o n  u s e d  9 * 5  p e r c e n t ,  w h i c h  

i s  c o m p a r a b l e  t o  t h e  r a t e  o b t a i n a b l e  on  l ow  r i s k  

g o v e r n m e n t  s e c u r i t i e s .
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7 2 /  S t a f f ' s  a r g u m e n t s  i n  t h e i r  I n i t i a l  c ommen t s  r e c o m m e n d i n g  
a *4.5 p e r c e n t  a f t e r - t a x  r i s k  f r e e  e q u i t y  AFUDC r a t e  i n  
c a l c u l a t i n g  t h e  r i s k  a d j u s t e d  r a t e  b a s e  a r e  no*  
p e r s u a s i v e .  S t a f f  I n i t i a l  Comment s  a t  8 0 .  S t a f f  i s  
c o n f u s e d  by t h e  f a c t  t h a t  t h e  e q u i t y  i n v e s t o r s  i n  t h e  
A l a s k a  g a s  p r o j e c t  a r e  t h e m s e l v e s  l i k e l y  t o  b e  c o r p o r ­
a t i o n s  ( t h e  s p o n s o r  c o m p a n i e s )  r a t h e r  t h a n  i n d i v i d u a l  
s t o c k h o l d e r s  and  t h u s  m u s t  p a y  t h e  c o r p o r a t e  p r o f i t s  
t a x  on  any  I n t e r e s t  I n c o m e  a t  a r a t e  o f  a p p r o x i m a t e l y  
5 0  p e r c e n t .  S t a f f ' s  a r g u m e n t  i s  t h a t  a l ow  r i s k  a l t e r ­
n a t i v e  t o  an  e q u i t y  i n v e s t m e n t  i n  t h e  A l a s k a  g a s  p r o j e c t  
w o u l d  b e  an  I n v e s t m e n t  i n  g o v e r n m e n t  b o n d s  f r o m  w h i c h  t h e  
I n t e r e s t  I n c o m e  w o u l d  b e  s u b j e c t  t o  t h e  c o r p o r a t e  p r o f i t s  
t a x  r a t e .  T h i s  i s  m i s l e a d i n g  s i n c e  t h e  s p o n s o r i n g  
c o m p a n i e s  c a n  b e s t  b e  t h o u g h t  o f  a s  I n t e r m e d i a r i e s  f o r  
t h e i r  own s t o c k h o l d e r s .  T h e  c h o i c e  t o  a  s t o c k h o l d e r  i n  
a s p o n s o r  c ompany  i s  t o  I n v e s t  i n  t h e  A l a s k a  p r o j e c t  
i n d i r e c t l y  t h r o u g h  t h e  s p o n s o r  c omp an y  o r  t o  i n v e s t  i n  
a l o w  r i s k  g o v e r n m e n t  s e c u r i t y .  F r om t h e  p e r s p e c t i v e  
o f  a s t o c k h o l d e r  i n  a s p o n s o r  c o m p a n y ,  *’h e  i n t e r e s t  
i n c o m e  and  t h e  r e t u r n  on  e q u i t y  a r e  b o t h  on  t h e  s ame  
t a x  b a s i s  ( a f t e r  c o r p o r a t e  t a x  b u t  p r i o r  t o  t h e  p e r s o n a l  
I n c o m e  t a x )  a n d  a r e  i n  f a c t  c o m p a r a b l e .
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