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The project sponsors, on the other hand, asserted that
the methodology for calculating the Project Risk Premium
only explicitly compensated for the extraordinary risk of
non-completion for this project, and that any compensation
for the normal risks of building a pipeline, Including a
competitive pre-declslon risk, must be Incorporated in the
value of the AFUDC equity rate. TI/ The Commission has been
persuaded by the”e arguments and has used an equity AFJDC
rate to calculate the "risk adjusted rate base" that is
equal to the Operation Phase Rate of 14 percent.

Based primarily on the project sponsors' methodology,
and using most of the same parameter values, with one
Important exception, the Commission has calculated a

13/ One_PartlcuIar risk for which this higher value of the
equity Arubc rate compensates Is the risk incurred
during competitive proceedings before this Commission.,
The Commlssmn,regiards this risk as one of the normal
risks of the pipeline business, for which the normal
rate of return allowed requlated gas pipelines, and
thus the Operation Phase Rate for this project, provides
compensation. Thus, the Commission's calculation of
the "risk ad{usted rate base," and the Project Risk
Premium, In this Order does not epr|C|tIpv consider the
?robablllty of abandonment prior to the Peels lon and.
he lIssuance of the conditional certificates of public
convenience and necessity In December 1977. In their
Initial comments, both the State of New York and the
UpRer Tanana Developmen*_CorPoratlon argued against a
hl1™er Project Risk Premium to compensate for this rick,
and no party argued for It.
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Project Risk Premium of 2.0 percentage points for the
Alaska segnent. 74/

74/ The time profile of equity Investment Is taken from the
response of the sponsor to an interrogatory from the
Alaskan Delegate (dated May 3, 1979% which was served
on all parties. As stated earlier, the Brobablhty
of successful completion is assumed to be approximately
percent, making the chance of abandonment approximately

67

one-in-three. %he equity AFUDC rate used to calculate ‘the

"risk adjusted" and normal rate base Is the Operation
Phase Rate of 14 percent

The calculations necessary to derive the Project Risk
Premium for the Alaskan segment discussed herein are
as follows:

1978 1979 1980 1981 1982 1983

1984

t
al) 9%0 5*3 5*3 20.1 27.5 20.1 12.%1

14.C 0
XFUDE rate) 10.26  17.74  26.26 52.85 91.60 127.34 159.64

Risk of
Abandonment 06 12 12 05 03 *01

Risk Adéusted
Rate Base

005

ARBAe #14.0 | m m ..
FUDC rate) 10.63  19*66  31.00 59.23 100.89 138.88 173*42

Project Risk Premium mm 1931 (173.42/159.64 - 1) « 0167
Applying f. higher equity AFUDC rate (e.g., 14 percent vs
lf%gm%nn %TKe &MIBNran msmtglna %werFrﬂeu
Risk Premium, other factors being equal. Under the conditions

(Footnote continued on next page.)
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For the Northern Border segnent, the construction |
risks are considerably less than for the Alaska segnent.
Essentially, Northern Border will be of conventional ripe
design, traversing areas where natural gas pipelines have
previously been constructed. Thus, the likelihood of proj
abandonment during construction due to extreme cost overrur

Is virtually non-existent.

Tne required expenditures on pipeline design, engineer!
and testing for Northern Border are of a lower magnitude
relative to total costs than for the Alaskan segment. Hence,
if Northern Border had to be abandoned during the early stage:

of pipeline design and engineering, the lost investment rela-

tive to total cost would be less than for Alaska.

7J*[ (Footnote cont'd)

above, as an example: Project Bisk Premium at 1*4* « 1.67;
at 13* m1.87. As Indicated above, the fact that the
Commission specifies a lower AFUDC Rate than contemplated
in Order No. 17, results in _a higher Project Risk Premium
and a higher Center Rate. The premium of 1.67X would be
fair compensation for the risk-neutral investor who was
willing to accept a fair gamble in the narrow statistical
sense. The Commission, however, believes that the premium
must be higher to compensate risk averse Ir. estors and has
selected a value of 2.0X.  For more informa on about the
methodology, see Northwest Alaskan, "Determ: .ng Project
Risk Premium,cited at n.ll above.
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The Northern Border segment also has the potential for
transporting gas from two sources of supply, Western Canada
as well as Alaska. Because of the possibility of
mpre-building" most of Northern Border to carry Canadian
gas in advance of Alaskan gas, the risk of abandonment of
Northern Border will be obviated sooner than the risk of
abandonment of the Alaska segment.

Weighing all of these factors, the Commission coicludes
that the appropriate Project Risk Premium for the Northern

Border segment is 1.5 percent.
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5. IROR P.isk Premium

The IROR Risk Premium is tocompensate equity inves-
tors for the risks introduced by the variability in the
allowed rate of return created by the IROR mechanism. The
IROR  Risk Premium, when added to the Operation Phase Rate
and the Project Ris* Premium, yields the Center Rate. 75/

The IROR Risk Premium compensates for the various
uncertainties attendant to implementing a new regulatory
miechanism. For example, since the Inflation Adjustment
and Change in Scope mechanisms established in this Order
have no prior history, some uncertainty exists regarding
their implementation and their effects on the return that
will finally be realized by investors in this project.
As is discussed more fully in Section 111, the com-
posite inflation index required by the Commission may

over or underestimate the actual inflationary experience

75/ In order for the ANGTS to obtain private equity
financing, the IROR schedule must be designed in
such a way that the statistical concept of the
expected discounted stream of revenues (i.e.
depreciation and return on equity) is at least
equal to the expected discounted equity investment.
Because of the design of the IROR schedule, the
discounted expected returns to equity investors wil
exactly equal the e\ﬁected equity investment if the
Center Rate equals the cost of equity capital to
the project, given the risks of the project

AGO 086065

*e



Docket No. RM78-12 - 82 -

of the project during construction. This creates ?Jditional
unce.tainty about the final outcome of the IROR mechanism.
This uncertainty is the major reason why the Commission

has decided to increase the IROR Risk Premium for Alaska

from the 0.5 percent proposed in the April e Notice to the
figure, established in this Order, of 1.5 percent. Similarly,
tl IROR Risk Premium for Northern Border has been increased
from 0.25 percent to 0.5 percent.

Suppliers of very large sums of equity capital are
likely to be risk averse. If presented two investments,
both of which have the same average expected rate of return
but one has a wide range of possible outcomes and one has
a smaller range, most investors would prefer the latter
This would be tiue even if possible positive returns balance
possible negative returns. Most investors prefer relative
certainty to variability; therefore variable rates of return
have to be higher than relatively sure rates of return.

Adoption of an IROR schedule confronts investors w*th
a variable allowed rate of return in the form of a schedule
of rates depending on cost control performance, rather than
the single allowed rate of return a; provided in the usual

situation for public utility investment. Moreover, while
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in the usual utility investment, actual or realized rates
of return may jary from allowed rates of return due to unant
cipated inflation, demand shifts, or other economic changes,
this project could have more variance due to the inflation
and Change in Scope adjustments. Thus, an IROR Risk Premium
IS necessary to attract private equity investment in the
project as compensation to investors for the risk created
by the v*riable allowed rate of return.

mere is no clear basis for determining the trade-off
between a single allowed rate of return and a schedule, but
the Commission in its judgment has ccncluded that a 1.5
percent IROR Risk Premium is appropriate for the Alaskan
segment and that a 0.5 percent IROR Risk Premium is appro-
priate for the Northern Border segment. 76/ These figures,
when added to the Non-Incentive Rate, yield Center Rates of
17.5 percent and 15.0 percent, for the Alaskan and Northern

Border segments, respectively.

76/ *ass concludes that " ... the IROR Risk Premium does
not need to be very high and could be set to zero with
justification." Hass Report at 42. Project sponsors,

on the other hand, have expressed a concern that
uncertainties associated with the IROR mechanism
compound the already formidable task of arranging
private financing for the project
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The State of Alaska has argued in its comments that
the IROR Risk Premium is unnecessary and inconsistent with
the rationale presented for it by the Commission. It
states that the expected rate of return, in the statistical
sense, can never be less than the Non-Incentive Rate (that
Is, the sum of the Operation Phase Rate and the Project Risk
*\ate) and will probably exceed the Non-Incentive Rate. It
concludes that there is no downside risk inherent in the
IROR mechanism and that even a schedule which embodied no
IROR Risk Premium would offer investors a schedule of
returns which are higher than necessary to induce equity
investment in the project

The Commission is not persuaded by these arguments
because they fail to address the fundamental issue of the
variability of the earned rate of return relative to the
Center Rate. The actual Cost Performance Ratio, and thus
the Incentive Rate which will be achieved, is by no means
known with certainty. By definition, there is some prob-
ability of a Cost Performance Ratio in excess of the Center
Point. Therefore, investors face the possibility of receiv-
ing a rate of return less than the Center Rate, even though
the expected rate of return (by the narrow statistical

definition) may be in excess of the Non-Incentive Rate

e AGO 886068
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The IROR mechanism does confront investors with downside
risk, and thus, a reasonable IROR Risk Premium is appro-

priate . 77/
The Commission Staff has proposed that no IROR Risk

Premium should be incorporated into the IROR schedule. They
assert that upside variance in returns (i.e., the contribu-

tion to that variance due to returns above the expected

117 In addition, the Commission does not agree with the
State of Alaska that an IROR schedule which embodied
a zero IROR Risk Premium would offer investors hi%her
returns than necessary. Although it is true, as the
State of Alaska notes, that the statistical concept
of the expected rate of return is likely to exceed
the Center Rate, rational investors are not likely
to base their investment decisions on the expected
rate of return, per se. The expected rate of return
is a weighted average of all possible rates of return,
using as weights the assumed probabilities of each
rate of return beinc received. Such a procedure does
not take into consideration the different levels of
investment associated with different allowed rates
of investment return. A rate of return in excess of
the Center Rate would be received on a smaller rate
base than a rate of return which is less than the
Center Rate. Thus, the dollar amount of gain, in an
opportunity cost sense, from achieving a Cost Per-
formance Ratio less than the Center Point by a certain
Percentage would be smaller than the dollar amount of
0ss resulting from achieving a Cost Performance Ratio
in excess of the Center Point by the eame per‘entage.
In order to induce investment in the project, the
expected discounted dollar amount of return to inves-
tors from the project must he at least equal to the
expected discounted dollar amount of incremental in-
vestment. As was snown in the April e Notice, a zero
IROR Riek Premium would produce an expected discounted
return just equal to the investment,
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level) is a desirable feature to investors. They contend
that since the upside variance due to the IROR mechanism
is proportionally much greater than the downside variance
(i.e., the contribution to total variance dje to returns
below the expected level), no IROR Risk Premium is needed.

This approach for assessing risk is one with which
the Commission has had no previous experience. Even if
the ratio of good or upside variance to bad or downside
variance is a useful measure of risk, the Commission
Is uncertain as t<&  w it should be employed in determining
the 1rRor Risk Premium. While the Staff's approach is in-
teresting, it is not sufficiently developed to constitute
a reliable basis for Commission action.

In sum, in light of those attributes of the rate of
return mechanism for this project that could produce -
variance between actual and allowed rates of return
greater than the variance usually observed in regulated
situations, it is appropriate to establish a special IROR
Risk Premium. The Commission's judgment ie that on the
basis of an overall assessment of the project, 1.5 percent
is reasonable for Alaska and 0.5 percent is reasonable for

the Northern Border.
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6. Marginal R.ite
a. Definition

The Marginal Rate 1is the return on the increment”:
dollar invested in moving from one Cost- Performance Ratio to
another. Alternatively* it can be thought of as the rate
of return allowed on cost overruns or the rate of return
enjoyed if costs can be reduced. However, as previo--.lv
discussed in Section |, a single Incentive Rate will be
earned on all investments in the project. The marginal
rate is merely an analytical device for determining, in
part, what the rate of return will be depending on cost
performance.

This ~rder establishes an overall schedule of rates of
return called the 2ROR schedule, but implicit in an?
schedule is one or more Marginal Rates of Return. To lilus-
trate this relationship between the overall IROR schedule
and the Marginal Rate, consider the following abbreviated
IROR schedule where the marginal rate is constant at 8 per—
cent. When the Marginal rate is applied to the additional

equity 1investment, the average rate of return on equity

(|ROR) is reduced.

Equity Share of Cost Performance

Capital Costs Ratio 1ROR

$ 1.2 million 1.2 ﬁ%%
1.3 million 1.3 1130
1.4 million 1.4 .
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Assume that the Cost Performance Ratio of 1.3 has
already been reached shortly before project completion and
the equity share of these costs is $§1.3 million. But in
order t< complete the project, additional funds equal to
10 percent of projected costs must be expended. The equity
share of this increase is $100,000. This Increases the
Cost Performance Ratio to 1.4. Because of this increase in
costs, the IROR is reduced from 17.50 percent to 16.82 per-
cent. This reduction occurs because the Marginal Rate
Implicit in this schedule is 8 percent and the equity
investor will only earn an s percent return on his $100,000
investment. 78/ Conversely, if the project sponsor can find
some way to reduce construction costs so as to reduce the

Cost Performance Ratio from [*4 to 1.3, then the equity

78/ The IROR for the Cost Performance Ratio of 1.H, l.e,
16.82 X, can be calculated as the weighted av erage 0f
the 17.50 X return allowed for the 1.3 Cost Performance
Ratio and the 8 X MarginalRate earned on the $100,000

Increase in costs.

The weights in the average are the share of the total
investment earning each of the tworates of return.
517.50 Xg QEO.lll.U) X E8.0 Xg
17.50 X) & (0.071) * (8.0 X
0.57 X

Again, however, there is only one overall rate or
return, in this case 16.82 X
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Investor will have avoided Investing $100,000 at the low
Marginal Rate of 8 percent.
b. Impact of the Marginal Rate
The Marginal Rate plays three Important roles Ir. the

IROR mechanism:

(1) Incentive to reduce costs. Because the

Marginal Rate Is the Implicit rate of return allowed on all

equity to finance Increases In costs, this rate primarily

determines the Incentives to reduce costs created by the

IROR. If the cost of capital Is more than the allowed

return, Investors have a strong Incentive to avoid making

that investment. In addition to any other incentives

already In existence, the Marginal Rate will create an

Incentive to reduce costs If the Marginal Rate Is set below

the cost of capital. 7'/

79/ In their Joint Initial "omments, the sponsors argj" *hat
the fundamental Incentive to reduce or control cost: |Is
ohe need to remain within the pool of funds committed to
the project. (Joint Comments at 36.) We a?ree that this
financial restriction will create a powerful and practical
Incentive. Marginal Rate Is designed to discourage the
expenditure of Tundc which exceed the cost estimates upon
which the project was certificated. This is a separate
and distinct Issue from that raised by the sponsors of
whether the funds will be available to finance will be

available to finance cost overruns. The President's
Decision is clear that the IROR must be constructed so

as""~to create "substantial Incentives" to reduce costs
The Commission, to meet this requirement, must consider
the implicit Marginal Rate In the IROR schedule and com-

pare it with the cost of equity capital for this project.
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(2) Slope of IROR schedule. The Marginal Rat*
determ.nes the steepness of the IROR curve. A low margir
Rate will mean that the Incentive Rate will decline more 1
as cost overruns occur. A h>gh Marginal Rate will mean th
the incentive Rate will decline slowly as cost increases oc
From another perspective, a low Marginal Rate creates great*
risk or uncertainty about the final outcome since the range
or variability of rates is large. A high Marginal Rate
creates little or no variability, and provides a rubstantial
likelihood that even if there is substantial cost growth
relative to the projected costs the earned rate will be
close to the Center Rate.

(3) Floor of the IROR schedule. If a constant
Marginal Rate is used, the Marginal Rate then becomes the
floor on the IROR schedule. Since the Marginal Rate is
effectively the rate allowed on all cost increases, the
Incentive Rate can never be reduced below the flevel of the
Marginal Rate no matter how large the Cost Performance

Ratio becomes.
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(c) Alternative Marginal Rates

In the Commission's April e, 1977 Notice, In the
comments received pursuant to this Notjce, and in comments
received In the earlier rulemakings dealing with the [HOR,
a number of different methodologies or approaches have been
advocated for determining the Marginal Rate. The funda-
mental principle in choosing a Margins. Rate is that it
should be less than the cost of equity capi *1. However,
the comments demonstrate considerable controversy about the
appropriate measure of the cost of capital and row much less
the Marginal Rate must be. Here, we will review briefly the
alternative approaches suggested to the Commission and dis-
cuss their merits. The Commission, however, must exercise
Its best Jud”nent and choose a reasonable value from the
various values presented In the comments.

The highest value for the Marginal Rate has been advo-
cated by thj project sponsors, Northern Border and Northwest
Alaska. That rate Is 12 percent. Their argument Is that
the Marginal Rate only needs to be slightly less than the
"rate potential Investors will require to accept the Project's
risks," or, In other words, only slightly less than the
Operation Phase Rate plus the Project Risk Premium. (Initial
Comments, page 30). This order specifies that rate to be

16.05 for the Alaska segr.ent and 1*4.55 for Northern Border.
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The Commission, however, believes that there are three
compelling reasons why the Marginal Rate must be substan-
tially less than the Operation Phase Rate plus the Project
Risk Premium to create a significant Incentive. First, the
risk of an Investment in this project is reduced substan-
tially as the project nears completion. 80/ In fact, an
investment Just prior to completion has avoided all ol the
construction phase risks and is only confronted with the
operation phase risks. Even adopting the sponsors' argument
that the Marginal Rate need only be slightly less than the
rate required to compensate for the risks of the project,
the relevant rate is the Operation Phase Rate. This Order
specifies an Operation Phase Rate of 17.0 percent for Alaska
and 13*0 percent for Northern Porder.

Second, the Commission believes that the incentive to
reduce costs Increases as the difference between the
Marginal Rate and the rate that would otherwise bhe adequate
compensation for the risks of investment increases. A
Marginal Rate only slightly less than the Operation Phase
Rate will only create a slight incentive to avoid overruns.

In order to create a substantial Incentive, the Marginal

go/ See, e.g., Northwest Alaskan, "Determination Project
ETsk Premium" at 39,
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Rate must be substantially less than the Operation Phase
Rate. 81/

Third, the Commission believes that It may be appropriate
in determining the Marginal Rate to examine the cost of the
funds used to make the equity investment in the project.

If the equity investor can borrow a substantial portion of
the funds to make the investment, then th «average cost of
funds could be much less than the Operation Phase Rate,

In the Commission®s September 15, 1978, Revised Notice of
Proposed Rulemaking (at page *45), an example was presented
where equity Investors could borrow 60 percent of the funds
to make an equity investment in the Alaska gas project.
This produced a weighted cost of capital funds of about

8 percent. 82/

The lowest value of the Marginal Rate was advocated 1in
the comments by the Staff. The Staff argued th=t a tero

Marginal Rate was appropriate by analogy to the proposed

81/ See, Initial Comments of the People of the State or

- California and the Public Utilities Commission of the
State of California at 3 (Hay ™, 1979) which, for a
similar reason, advocated a Marginal Rate of 5 >e

0?/ This figure Is derived from:
(ahare of equity) x (equity rate of return)

¢ (ahare of debt) x (after-tax coat of debt)
(0.1») x (13 1)y e (0.6) x (5 X) r 8.2 *
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tariff provisions that would reJuce equity return In the
event of a service Interruption. Since the return on equity
Is reduced proportionately to the reduction In throughput
resulting from a service Interruption, the return on equity
per thousand cubic feet (Mcf) of througiput would be
constant 83/ This provision provides an incentive for
sponsors to minimize or reduce service Interruptions. The
Staff argues that the same incentive should be provided to
sponsors to reduce construction costs. A zero Kargina!
Rate would effectively keep the total dollar equity return
constant for all levels of cost overruns or underruns and
thus all levels of equity investment.

Though this analog:1 with the service Interruption pro-
vision of the tariff Is Interesting, the Commission believes
that the circumstances surrounding the two situations are
quite different. In setting the Marginal Rate, the primary
criterion Is to reduce the equity return on cost Increases
to a level less than what equity can earn In other invest-
ments of similar risk. This same criterion Is not relevant

for the service Interruption tariff provision. The

g3/ The reduction In equity return only occurs IT the
service interruption reduces throughput to less than
90 X of the contracted quantities.
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Commission believes that a zero Kirglnal Rate would be
unnecessarily below the rate of return necessary to create
a substantial incentive to avoid cost overruns.

The project sponsors, In their initial comments, argue
that a low Marginal Rate may well prevent the project from
obtaining both equity and debt financing (Initial Comments,
Tab b.pp, 7-8, and pp. 18-21). The Commission believes
that the IROn schedule will prevent equity financing on.ly
if potential investors perceive such a hig] probability of
large cost overruns that the IROR mechanism would result In
a low average rate of return. The Marginal Rate hat been
set at a relatively high level in part to assure thit the
Incentive Rate — *-he rate that the project will actually
earn — will jecline only gradually as actual costs exceed
projected costs. As will be discussed in the later section
dealing with the overall impacts of the IROR mechanism, the
allowed rate of return for the project is competitive with
other project Investments in the gas industry and the economy
In general. If Investors perceive a higj-i probability of
such large overruns that the realized rate of return will be
low, then It would seem to follow that the projected costs
and estimates of cost overruns have grown to such an extent
since the President's Decision that the construction of this

project may not still be in the public Interest.
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The project sponsors list three reasons why a low equity
return may prevent debt financing even if equity financing
is available. e/ All of these reasons are only relevant If
there is a significant probability that large cost overruns
will reduce the Incentive Rate to a low level. The project
sponsors however, fall to mention what the Commission con-
siders to be the greatest deterrent to the attraction of
debt capital for this project, th* threat of such a large

amount of cost growth that the economic viability of the

6™l Initial Comments, Tab at 7. These reasons are:

(1) The project must offer an equity return hl™. enough
to attract completion capital from Investors who did not
participate in the initial financing. The Commission's
response is that the original Investors may have to
sacrifice some of their return in order to make the
Fro;ect attractive to new investors in the event of
arge overruns or else face the loss of their investment
due to abandonment. A similar .ar%ument war made by the
State of California in its initial comment: (p. 3)«

(2) Debt amortization schedules may require that the
debt principal payments be funded in part from the
equity returns. The Commission notes that the IROR
mechanism does not interfere with the return of equity
through depreciation but only reduces the return on
equity. It w ‘'d seem to be very unlikely that debt
amortization w uld exceed the total depreciation expense
for the project.

(3) Debt Investors will consider debt coverage ratios
in their decision to invest and the IROR may reduce
these ratios. The Commission believes that the cost of
service tariff for this project reduces the importance
of conventional measures of debt coverage.
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project would threaten the security of the debt investor.
The IP.OR mechanism requires the project sponsors and other
equity Investors to suffer a low rate of return only ff
large cost overruns occur. If the equity investor is
willing to go ahead with the project, then he must be con-
fident that the cost estimates for the project are accurate
and large cost overruns will not occur. The existence of
equity investment, then, should assure the debt Investors
that large cost overruns will r.ot occur. Thus the debt
investment should be secure.

The Commission, in choosing a Marginal Rate, must
balance the requirement in the Peelsion that the IROR
mechanism provide "substantial incentives" with the need to
attract equity and debt financing. The Commission has set
a relatively hlgj Marginal Rate. An 8 percent Marginal Rate
will not lower the levels of the Incentive Rates unless
very large cost overruns occur. However, we believe that an

g percent Marginal Rate is sufficiently below the rates of

AG4) 886C81
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return that eouity investors could earn elsewhere so as to

provide a significant incentive for super®or cost control. 857

Bj/ The state 0of New York suggests that the Margi ;al Rate
should be reduced for large values of the Cc-i
Performance Ratio, but does not explain what specific
benefit would result from this proposal. Comments of
the Public Service Commission of the State of New York
on Proposed Values for Incentive Rate of Return, Change
of Scope and Inflation Adjustment and Tariff Issues,
Docket No. RM78-12 at 6 (Kay K, 1979). During this
and the previous rulemakings dealing with the IROR
mechanism, the Commission has examined a number of pro—
posals for a non-constant Marginal Rate. Upon close
re-exemlnatlon of this issue, the Commission falls to
see any significant benefits that would result from a
non-constant Marginal Rate.
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7. Synopsis of Components
The following table presents the determined values for

thne IROR parameters:

Segment
Parameter Alaskan Northern Border
Center Point sel 1.30 1.10
Operation Phase Rate 14 .00 13.00
Pro&ect Risk Premium 2.00 1.50
IROR Risk Premium. 2.00 50
Center Rate 17.50 15.00
Marginal Rate 8.00 8.00
Equity AFUDC Rate 14 .00 13.00
With these values the entire range of the IROR schedule can

be calculated. 87/ The result of the calculation is produced

below in tabular form:

g6/ These values for tne Center Point are used only for
iflustration. The values for this component for each
of the segments will be determined at a later date.
See section I1.B.2.

87/ The formulas by which the calculation would oe made
gives any Cost Performance Ratio (A) would be

(1) For Ala~ka: R m ((17.S)(1.3) 4 s(A - 1.3)]/A

g + 12.35/A
(2) For Northern
Border: R- 1(15.00)(L.1) 4 s(A - 1.1))/A
g 4 T.71A

Where: R ¢ the incentive rate of return
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C. One-Time Adjustment to Rate Base

Order No. 17 specifies a procedure for determining a
one-time adjustment to the rate base of the project, in lieu
of using the Incentive Rate during the operating life of the
project. This section reviews the rationale for this procedure,
and describes how the one-time adjustment will be calculated,
including examples. Also, this section discusses certain
accounting, ratemaking, and tcnff implications of the one-
time aujustment that were not included in Order No. 17.

The preceding analysis ot the IROR mechanism is based
on the premise that the Incentive Rate would be applied to
the actual equity component cf th»project's rate base to
determine the cost of service. However, Order No. 17 requires
an alternative but equivalent procedure. Instead of applying
the Incentive Rate to a normal rate base, the Operation Phase
Rate will be applied to an adjusted rate base. The adjustment
to the capital structure and rate base will be such that the
present worth of the future income or cash flow to equity
investors will be the came as would result from using the
Incentive Rate and an unadjusted rate base. The one-time
adjustment would be amortized with the annual amortization
charge included in the cost of service and the Operation
Phase Rate would be earned on the unamortized portion of the
one-time adjustment,

The Commission has adopted the one*tn. i adjustment

AOO 886086
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approach for two reasons. First, the use of a one-time
adjustment simplifies the determination of just and reason-
able rates of return in the future, because the risks attached
to the ¢ -ruction phase, including the risk of the IROR
mechan . itself, are already recognized in the adjusted cap-
ital structure and rate base. By compensating for these risks
through an adjustment to the project's rate base, future rate
of return determinations need only address project risks end
financial market conditions at the time of determination,

not those risks associated with the construction of the
project which took place in the past.

Vie second reason is to simplify future financing for,
and rate determinations on, expansions or looping of the ANGTS
The risks of participation in this project prior to and during
construction are significantly different from the risks
associated with project investments made in the future when

in an operational phase. The IROR mechanism is a concept

g8/ The project sponsors have already provided some recog-
nition of the changing nature of project risks as the
project progresses with the discount schedule for late
entry which was made part of their Partnership Agree-
ment. The Commission endorsed that concept in approving
the relevant portion of the Partnership Agreement, by
Order of June 30, 1978, in Docket No. CP78-123 (at pp
7-11), and seeks to reinforce *t with the rate base
adjustment methodology.

AGO 886087
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developed to recognize the project sponsors' performance in
the initial construction phase only, and the resulting adjust-
ment should not affect the return on future investment in an
expansion of that project. The one-time adjustment ensures
this result without the need for separate return determinations
for investments made in the ANGTS different times.

The Commission believes that the adjustment should be
the present value of expected future cash flows 89/ reselling
from the application of the difference between the Incentive
r.ate of Return arid the Operation Phase Rate as applied to
the equity-supplied capital of the system. 90/ Table

iIllustrates how to calculate the one-time adjustment that

89/ The expected cash flow includes both the return on and
the return of the one-time adjustment. The one-time
adjustment is, in effect, additional equity provided
to the project as a result of the performance of the
sponsors during construction,

90/ Some of the comments argue that uncertainties about the
future operation of the pipeline will make the present
value of the return of equity and the return to equity
uncertain, and thus make the precise size of the one-time
adjustment uncertain. The Commission agrees that it is
impossible to predict with certainty such things as
throughput, tax rates, operation costs, or ultimate
capacity. However, the type of cost-of-service tariff
that this Comm.sbion is Iikely to approve will provide a
high degree of certainty as to the return of equity and
the return to equity over the [ife oi the project, once
the size of the equity investment and the allowed rate
of return have been finalized.
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s equivalent to an Incentive Rate of 17 percent when the
Operation Phase Rate is 14 percent. Instead of earning a 17.5
percent return on the unadjusted equity investment in the
project, the investor will earn a 14 percent return on a
larger adjusted equity investment. Based on the assumption
that the equity investment in the project will be

reduced on a straight line basis over a 25-year period,

Table 1. shows that the one-time adjustment should equal

18.3 percent of the original investment. o1/

Table 2 shows the one-time adjustment to the equity
investment that results for each possible value of the Incen-
tive Rate for both the Alaska segment and Northern Border.

In the case of the Alaska segment, a Cost Performance Ratio
less than 2.1 will result in an Incentive Rate greater than
the Operation Phase Rate (14 percent), and thus in a positive
one-time adjustment. For Cost Performance Ratios greater
than approximately 2.1, the Incentive Rate will be less than
the Operation Phase Rate, and the one-time adjustment will be

negative.

91/ Using a 14 percent discount rate, the present worth of
the return of and return on equity resulting from a 17.5
percent rate of return on an unadjusted equity invest-
ment of $100.00 is the same as the present worth of
the return of and return on equity resulting from a
14 percent rate of return on an adjusted equity invest-
ment of $118.13.

ago 886089
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TABLE 1

Example of One-Time Adjustment Calculation

Assumptions:
Operation Phase Rate - 14%

Incentive Rate - 17.5
Equity Investment - $100
Depreciation Period - 25 years
Return Return *
fear of equity on equity Total
1 $4.00 $17.50 $21.50
2 4.00 16.80 20.80
3 4.00 16.10 20.10
4 4.00 15.40 19.40
5 4.00 14.70 18.70
6 4.00 14.00 16.00
l 4.00 .30 17.30
8 4.00 12.60 16.60
9 4.00 11.90 15.90
10 4.00 11.20 15.20
11 4.00 10.50 14.50
12 4.00 9.80 13.80
13 4.00 9.10 13.10
14 4.00 8.40 12.40
15 4.00 7.70 11.70
16 4.00 7.00 11.00
17 4.00 6.30 10.30
18 4.00 5.60 9.60
19 4.00 4.90 §.90
20 4.00 4.20 8.20
21 4.00 3.50 7.50
22 4.00 2.80 6.80
23 4.00 2.10 6.10
24 4.00 1.40 5.40
25 4.00 0.70 4.70
Total $100.00 $227.50 $327.50

One-Time Adjustment m$18.13

Computed on remaininy balance c. one
as of January 1 of each year.

o e pQ d‘.o't/ _’6 * W+ e * 7"*

Discounted
Total
(14% discount rate)

$
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$118.13

-time adjustment

AGO d8AG90

4 -V * *



- 107 -

RM78-12

Docket No.

2

TABLE

=g
=
L+ =
— = o
= —E »vo
S -t-It
o D HON T
o < = [a'=
+— O —e
— <
j == on
(<5} — T
= [<5) —
— —
w b
e S
o
—
— = <5
- =
—_—
y ——
— —
" L O
= o
= —
L1l J—
“—
o
— %t
= =
[«B) D= =
o < o
= .meC)
L — s vo
o VD
D H,O T
w = = (o'
© Co=
<+
-~ Al
— —
<5
e
— 3+ [<5)
w o —
= w )
o — < —
=} J— c o
<C <C L=
o
[<5) =
= —
— [<5}
' o
o =
= © o
(&) — —
Smt
o = o
Ol
S
<3
o

LO ON OO M~ O NI TN on 26355550044nm 00 o
—A MW oor—oO M~ r— 05912210&74 g [(e XN

OO~ LONO J((minwr~ oo™ 1 o
NI — o a —
P

NNOOOANCNNOM MO LD O~ O LD oo ©LO Lo
OO~ O <O AOLONO VLo No o> cor—

OOt MM AN A T oo
AAd A A A A A A A AAd g A A~ TS

nFO_OOJ./.n,.‘u.n,.‘.:|._/OrQRU.an.1_n/. Qo NoO>r~oco™m
OO N AOCLODILO<FTLO D w Ocy<t-<r <+t on 4

0002./20041006420023456700
A S e e N aN N Iy I e B | R ' R ' ' ' '

T AILOMOO O N MANOWOODON— 00 ~HA M~ LO <t LOM—
<t rF — M ANICNLO O N IO LA WM 1o ML <+

N A OO T~ OOLOLO<tF<tF<tT oD Mo OOy Ny
NI N cAcdced A A cdcAdcAdAdAs~d A ~dcAd v v~ 1

W O A NIt Or— 0> O o Noo <o Or— ©

O d o Acded e e d— N N Ncvcuay Ny N

AGO U86091



Docket No. RM78-12 - 108 -

For accounting purposes, the one-time adjustment can
be actually recorded as an adjustment to the original cost
of plant in the accounting records of the project. This
one-time adjustment could be entered into just one of the
plant accounts specified by the Commission's Uniform System
of Accounts or spread over a number of the plant accounts
Since the tariff of the project relies on the cost of plant
as recorded according to Uniform System of Accounts, the
one-time adjustment would be incorporated into the rate
base of the project for ratemaking purposes. Thus, appli-
cation of the provisions of the tariff to the project's
rate base as specified by the adjusted account(s) would then
yield the appropriate revenue streams.

The Commission rejects this approach for a number of
reasons. First, it could result in a distorted picture of
the actual earnings of the project. To record the adjustment
as an increase in the original cost of the plant would b*
contrary to generally accepted accounting principles, since
it would not be in accord with the cost concept of asset
accounting. Also, it would violate the original cost concept
of regulatory accounting. Other problems night arise in the
future if there was a significant change in the project plant,
such as an extraordinary retirement or replacement of a
significant component of the project plant. If the original

cost of this component also included some part of the one-

n-'-v o Aco 886092
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time adjustment, special recognition of this fact must be
given in order to ensure continued recognition of the impact
of the IROR on rates of return,

The Commission proposes instead to record the one-time
adjustment as a memorandum entry in the prosect's accounts
to be used for ratemaking purposes only. The purpose of
the one-time adjustment is to reward or penalize the project
sponsors for their performance during the construction
phase of the project, and to compensate the investors for
unusual risks involved in building a project of such magnitude.
Under this proposal, the one-time adjustment would be treated
as a matter of rates and rate of return on a given investment,
not an adjustment of that investment.

The use of the memorandum entry concept will require
modification of the tariffs to include a schedule of the one-
time adjustment and its amortization over the project's life.
Also, the definition of rate base will be changed to include
the average remaining balance of the IROR one-time adjustment,
and the definition of the components of cost of service wil
include the scheduled amortization of the IROR one-time
adjustment for the tariff computation period. Finally, the

equity i\ the project to be used for the rate determination

AlIO Titthty]
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will

include the unamortized one-time adjustment as an adjust

ment to book equity. 92/

92/

The one-time adjustment to rate base is a means of
obtaining a desired result in an u.icomplicated manner,
The Commission realizes that there are many variables

in the ratemaking process which will affect the results
of any method used to implement the IROR. Tne Commission
believes that the one-time adjustment, amortized over

the life of the project, will result in the closest
approximation of the desired results, and any differences
will be minimal when reviewed over time,

AGO 88609~
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[11.  ADJUSTING FOR INFLATION

The Commission believes that it is not reasonable to
penalize project sponsors for cost increases resulting from
general inflation in the nation's economy. As proposed in
our Notice of April 6, the Commission will adjust the Actua
Capital Costs to eliminate the effect of general inflation before
calculating the Cost Performance Ratio and the IROR.

Extensive research has been done on this subject, and
there is substantial information in the record on the appropriate
inflation adjustment procedure. Both the Alaskan Delegate
and the project sponsors have prepared papers on the inflation
adjustment mechanism, and the comments received pursuant to
the Commission's Notice of April e discuss the inflation
adjustment mechanism in considerable detail

Tne Commission has evaluated potential inflation
adjustment mechanisms against four criteria. These are
(1) the accuracy with which the mechanism would adjust the
actual costs of construction for general inflation in the
nation's economy; (2) the extent to which it would provide
incentives to reduce construction costs; (3) the burden on
the Government and the sponsors of administering the infla-
tion adjustment mechanism; and (4) tne attendant r-sx and
uncertainty to investors and lenders. Different proposals
rank differently when judged by these criteria individually.
The Commission must balance the conflicts or differences to

arrive at the best possible solution under all of these criteria.
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The Commission's proposal for an inflation ad

justment

mechanism has been criticized (for different reasons) by both

the sponsors and the Ccmmission's Staff in their com

While
to the
still

the Commission has made some modifications in

ments.

response

technical criticisms of the sponsors, the Commission

believes that the proposal in the Notice achieves the

best balanc nong the four goals.

The Commission's inflation adjustment mechanism has

the following major features:

*%, *
Kl «y. «

0 A hybrid or composite index of construction

costs for this project will be constructed.

0 This index will be used to deflate Actual

Capital Costs back to base year price levels

for comparison with the Projected Capital

Costs, also in base year prices.

0 The composite index will be a weighted average

of 42 indices currently available from

the Government or other recognized sources.

0 Each of the 42 indices will measure the pri
increase for one category of construction
costs (e.g., valves, line pipe, welders,

cement, and so forth).

1%
e\ T » ! - v

ce
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o0 The weights to construct the average will
change from quarter to quarter and will j.v
be based on the proportion of that cost
category 1in the total costs for the
project as taken from the estimates in the

Certification Cost Estimate. (For example/ o *,

if valves amount to 15 percent of total  ———

costs for a particular period, valves
would be giver a weight of 15 percent in

the composite i . for that period.) n

0 Weights to be used for any construction
occurring after the end of the estimated
construction period would be those weights
used for the last year of construction 1in

the estimated schedule.

This inflation adjustment mechanism 1is based in large part on
the proposal made by th. project sponsors in a paper submitted
to the Alaskan Delegate on Karch 7 and later distributed to
all other interested parties. 9.3/ In their comments on the

April 6 Notice, the project sponsors are critical of the

93/ Northwest Alaskan, "Recommended Inflation Adjustment."

— AGO 886097
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Commission's deviation from their proposal. The Commission's
major reason for deviating from the sponsor's proposal is that
the proposal would not adequately realize the goals of creating
incentives to reduce costs and of limiting administrative
burdens. The Commission's procedure results in some attendant
uncertainty about the final outcome of the IROR mechanism or,
in other words, uncertainty about the realized rate of return.
As discussed in Section I1.B.5 on the IROR Risk Premium, this
s one reason why the Commission has increased the IROR Premium.

Tne first difference between the mechanism specified
in this Order and that proposed by the sponsors is the weights
to construct the composite index. The sponsors advocate using
the actual costs incurred in each category during construction
to determine the weights, while the Commission's procedure 1is
to use the estimate of costs in eacf category found in the
Certification Cost Estimate. There are two major advantages
to using estimated costs rather than actual costs to derive
the weights,

First, the wuse of actual costs as weights does not
give any incentive to substitute low-cost items in one cost
category for high-cost items in another category since the
weights would be adjusted to offset this change. Using fixed
weights based on estimated costs gives the sponsors a greater

incentive to substitute low for high-cost items whenever



possible, and thus t> achieve a lower Cost Performance Ratio
(and a higher IROR).

Second, the determination of the weights prior to
the start of construction as pert of the certification pro-
cess means that there will be one less issue or potential
controversy to resolve during construction. In general,
the project sponsors have emphasized the need to resolve
all IROR parameters as soon as possible.

The use of actual costs to determine weights coulu
result in a more accurate measure of inflation for each cost
category than using estimated cost weights. However, we believe
the overall accuracy of the estimates will be good, since any
underestimation of inflation for o” of the 40 or more categories
will probab"/ be offset by an overestimation in another category.
Also, any inaccuracies are just as likely to benefit the project
sponsors by overestimating inflation as to harm the sponsors
by underestimating inflation.

The eecond and more important difference between the
sponsor's proposal and the Commission's mechanism is in the
use of actual prices paid as a measure of inflation. The
sponsors argue that no existing index accurately measures
their likely inflationary experience for steel prices and
wage rates for labor. Though there is merit to this argument,
the Commission cannot reconcile the use of actual prices to

measure inflation with the requirement in the Decision that

§86099
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the IROR mechanism must provide "substantial incentives?*

to reduce costs. Labor costs and steel costs will likely
account for more than 75 percent of the total costs of this
project. By using actual prices paid to measure inflation
for these two cost categories, the Commission would in effect
be eliminating any extra incentive created by the IROR
mechanism o4/ for the sponsors to negotiate for lower

wage rates or lower steel prices

We do not believe that the use of existing indices for
these two cost categories creates an inordinate amount of risk
for the sponsors. Prices for all steel products generally
follow the same price trends, and labor rates in all parts of
the country for all skill categories also generally .ncrease
together. We do not deny that there may be some divergence
in growth rates, but the sponsors are just is likely to
benefit from differences as to be penalized.

As we stated in the April 6 Notice, the Commission
expects that the Certification Cost Estimate will incorporate
a premium for labor rates or eteel prices if it can be shown
that wages or steel prices for this project can bhe expected
to be higher than other wage rates or steel prices incurred
in other majJor construction projects in the lower-48 states.
«4/ There may be other powerful incentives to bargain for

lower wages and prices, but the IROR mechanism would not
add to them in this case.
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Labor prices in Alaska will be bicker than In the lower-48,

.and prices of 48-inch pipe exceed the prices for 3e-Inch

pipe (tne largest dlanater for which price Indexes are
available). £5/ However, there Is no evidence that future
Increases In Alaska labor rates or future changes In prices for
48-Inch steel would be greater than Increases In other wage
rates or other steel prices. In fact, there Is at least some
probability that Increases will be smaller and that the sponsors
will benefit from the Inflation adjustment mechanism required

by this Order. 96/

95/ In estimating the prices for labor or steel to be used In
the Certification Cost Estimate, we believe that a
reasonable procedure would be to estinate the premium (In
percentage terms) that will have to be paid for Alaskan
labor or 48-Inch pipe above lower-48 prices for labor or
36-Inch pipe during actual construction. These premiums
should then be added to the base year prices for lower-48
labor or 3e-Inch steel pipe to determine base-year prices
for Alaskan labor or 48-Inch pipe. The Trans-Alaska Oil
Pipeline experience could provide a starting point for
determining the premium for labor.

96/ The sponsors argue that Incorporating premiums for Alaskan
labor or 48-inch pipe In their cost estimates will put them
at a competitive disadvantage in their negotiations with
labor unions or Flpe manufacturers. Joint Comments at Tab
2, F. 10.  Even If there was no IROR mechanism, and thus no
Inflation adjustment mechanism, the Commission would stil

expect the Certification Estimates to contain the best

estimates possible for labor rates and steel pipe prices,
including any premiums that the sponsors expect to pay

over other more common labor rates or prices. Even

assuming, arguendo, that the sponsors are correct, the

argument would eeem 40 apply with even more force to the
situation where wage and price Increases could be passed
through to ratepayers by means of an Inflation adjustment
mechanism with no adverse Impact on earnings.

m 0...~ R 400 8«moi



The sponsors also obhject to the Commission's require-
ment to use the weights for the last scheduled period of
construction to deflate costs during any period of schedule
overrun. This may introduce some error, but again, the
sponsors are just as likely to benefit as to be harmed. It
is doubtful that any inaccuracies as a result of this arrange-
ment could be substantial. The types and quantities of labor
and material used during any period of schedule overrun
should be similar to the types and quantities estimated to
be uS for the last period of the planned construction
schedule. 97/

97/ The Commission Staff in their initial comments (pp.45-47)
argue for a method of adjusting for inflation that would
impose a much more severe penalty for schedule delay than

would the Commission's mechanism. The Staff would not
only use the same weights ir. the schedule overrun as used
in the last scheduled period, but would also use the same
values for the cost indices. In other words, there would
be no adjustment for any inflation that occurred duri.]j
the schedule overrun period. This proposal would result
in an unneccessarily severe ?en@Hy for schedule delay.
The true crst of schedule delay is measured by the time
value of money, interest charges, or discount rates. The
sponsors will be penalized for this cost since the Finance

Charge will continue to be added to the Actual Capital Costs,

thus increasing the Cost Performance Ratio and lowering

the IROR. However, the increased costs due simply to infla-

tion can not be considered an increase in the real costs
of the project. In money terms, the costs have increased
due to inflation, but then so have all other prices as

well as the incomes of gas consumers. Since incomer, are
likely to increase in step with inflation, consumers are
not really worse off simply because inflation has increased
construction costs.
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In their initial comments, the sponsors raise some
technical issurs concerning a few of the price indices
proposed by the Commission in the Notice of April e. Upon
review, the Commission finds the sponsor's criticisms to be
valid and the table of price indices included in Condition

No. 18 has been modified to correct these errors.
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V. CHANGE IN SCOPE
A. Mechanism
The Change In Scope mechanism Is an essential
part of the overall Incentive Rate of Return mechanism,
Its purpose Is to protect the project sponsors against
reductions In their rate of return caused by major
events that drastically Increase the cost of the project.
In formulating the Change In Scope mechanism
the Commission had four goals in mind. 98/ The first
was to avoid dilution of the incentive to reduce costs.
The second was to limit the administrative burden
of Implementing the Change In Scope mechanism. The
third was to develop clear and unambiguous rules,
In order to minimize controversy and disagreement
over when a Change in Scope event had occurred. Tne
final goal was to avoid Inadvertent, perverse Incen-
tives that might have a capricious effect on the project.
To best achieve and balance these four goals,
the Commission proposed a Change In Scope mechanism

that would only adjus* the target cost for cost increases

£s8/ See April e Notice at U3-iJ5 (mImeo).
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resulting from four events. If any of these four
events occur the Projected Capital Cost wf the project
will be altered prior to determining the Cost Performance
Ratio. The events are (1) wars, (2) any disaster declared
by the President of the Uni.-'d States pursuant to the
Disaster Relief Act of 1974, Pub. L. 93-288, s8s Stat.
143, (3) major design changes compelled by changes in
Federal or State laws or regulations applicable to natural
gas pipelines enacted or adopted subsequent to the Federal
Inspector's approval of the Final Design of the pipeline,
and (4) major changes in pipeline routing or capacity
ordered by Federal or State Governments for the ANGTS
from that approved by the Federal Inspector in the Final
Design of the pipeline. For the reasons stated below,
this Order adds a fifth Change in Scope event: delay
in the issuance of a government permit or certificate
necessary for completion of the pipeline system, when such
delay (a) occurs subsequent to approval of the Final
Design, (b) occurs through no fault of the project sponsors,
and (c) causes significant cost increases.

The Staffre comments seek clarification as to
the nature and consequences of design changes and cost
estimate revisions that occur subsequent to approval of

the Certification Cost Estimate but prior to the approval

A'n



of the Final Design. This concern ie also reflected in
many of the comments of the project sponsors. These comments
raise an important point which must be clarified at the outset.
The Change in Scope mechanism set forth above applies

solely to changes that occur subsequent to the approval of
the Final Design. Changes that occur subsequent to that
date will be governed by the Change in Scope mechanism ect
forth in Condition No. 10, as implemented through the
Change in Scope procedure set forth in Condition No. 11,
Changes that occur priot to approval of the Final Design
are governed by Condition No. 9. Such changes, for instance,
could include design changes generated by new technology or
further study by t*e project sponsors.

Condi*ion No. 9 provides a strong incentive, and wide
latitude, for the project sponsors to consider seriously
and study intensively a'l of the problems and risks that
they will confront, and to evaluate, propose and justify
any design changes that they deem necessary and appropriate,
including all of the cost co.sequences of such propored
changes. If properly justified as desirable changes
in design that cause real changes in cost, those cost
changes will then be reflected in revisions to the Certi-

fication Cost Estimate and the projected Capital Costs
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During the period between approval of the Certi-
fication Cost Estimate and approval of the Final Design,
major permits or approvals from government agencies
may be granted, including terms and conditions attached
thereto. Thus, the sponsors can incorporate the effect
of these terms and conditions in their fir.al design
and cost estimates. If the granting of the major permits
takes longer than anticipated in the Certification
Cost Estimate, thus delaying the final design, the
Commission expects that the final design cost estimate
will incorporate the effect of such delay, both in
direct costs, in schedule, and in the projected allowance
for funds used during construction. (The final construction
schedule should also contain a schedule for the issuance
of government permits during construction.) The Com-
mission's goal is that, at the time of approval of
the Final Design, all possible uncertainties surrounding
the pipeline, whether the result of governmental permitting
processes or inherent technical problems, will have
been resolved to the maximum extent possible. Once
the Final Deri and cost estimate revisions have
been approved, he project sponsors will be expected
to build the pipeline, following that Final Design

and construction plan, without significant deviation.



Docket NO. RM78-12 ““124-

In sum, design changes prior to approval of the

Final Design can be proposed by either the project sponsors
or the Federal Inspector (through the process of the
Inspector's review and approval of the Final Design).
The inspector's determination will be final (subject
only to applicable judicial review), with respect to
both changes in the design itself as well as cost revisions
resulting from such changes. The Federal Inspector will
mrke these determinations pursuant to such procedures
as he may ai'opt. The Inspector will advise the Commission
of his determination!:, but they will not be subject
to administrative review by the Commission.

Once the final design has been approved, however,
the energies of the project sponsors, the Federal Inspector
and the Commission should bhe devoted, to the maximum
extent possible, to the expeditious construction of the
pipeline system. By then, the project sponsors will have
had ample opportunity to fully consider and evaluate all
of the risks and problems inherent in the project, including
the attendant cost implications. Thus, as of that point
in time, all subsequent 1POP cost changes will be governed
by the much more restrictive provisions set forth in

Conditions No. 10 and 11.
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The Upper Tanana Development Corporation, while generally
approving the concept of a limited Bcope change mechanism,
proposes in its comments that "socio-economic expenditures"
should be allowable as a fifth category of Change in Scope
events. For the reasons discussed below, prudent expendi-
tures of that nature should be included in the Certification
Cost Estimate at the outset, and should not be included in
the Change in Scope mechanism.

The project sponsors, in their comments, urge a sub-
stantially expanded range of events that would qualify as
Charges if Scope. In particular, they urge inclusion of;

"(1) Changes caused by government requirements,
delays in government approvals, and
reimbursement for government oversight.

"(2) Standard force majeure conditions such
as acts of God, earthquakes, abnormal
weather, terrorism, sabotage, riots and
civil disturbances, and embargos, strikes,
work stoppages and slowdowns.

"(3) Field conditions not ascertainable at
the time of final design.

"(4) Right-of-way acquisition where rights of

eminent domain may s.ot exist."
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The Change in Scope mechanism must be examined in g
its proper context. First of all (unlike the scope change
concept in the normal government contract context), it applies
solely to determining the rate of return, and not the rate
hase itself. For instance, in the event of a small flood,
fire, or landslide, etc., in which the project sponsors
prudently incur unanticipated costs, those costs will be
fully recoverable through inclusion in therate base.
All that is at issue here is the effect of such an i
occurrence on the allowed rlate of return. m
In this regard, the Commission is faced with a
basic choice of alternatives. One alternative is to
adopt the very broad range of eligible scope changes
proposed by the sponsors, and to take account of that
generous and protective approach by adopting a less
generous Center Pate and Center Point. The other alter-
native is to impose a higher degree of risk on the sponsors,
by restricting the rang.’ of scope changes, and to reflect
that higher risk in determining the Center Pate of Return
and the Center Point. We have chosen the latter course. o99vs
Our reasons for that choice can best be explained through
99/ As discussed previously, this is policy reflected in the
Ipop Risk Premium; see Section [I.P.5.
N .. e AGO 8B6110 kw
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iIllustratives discussion of the project sponsors' proposed
alternative

Ke start with "abnormal weather." Arctic weather
can be brutal. 100/ The project sponsors know that
it is brutal; that is a risk that they can and must
evaluate in planning the cost of the project, and
it is a risk for which they are being compensated
in their rate of return. Scope change applications
and controversies in the context of the Alaska pipeline
project would plunge the sponsors and the Federa
Inspector into potentially endless inquiries into com-
parative temperatures, wind/chill factors, and thaw
conditions (for which historic weather data may or
may not be available), measured in terms of consecutive
days of such weather, at particular geographic locations,
over the past 20, 50 or 100 years, with commensurate
time and motion studies of the effects of abnormally
brutal weather (versus normally brutal weather) on
labor productivity. This is precisely the diversion
of engineering, scientific and legal time, expertise

and expense that the Commission seeks to avoid. The

100/ See, e.g., J. London, To Pulld n Fire; P. Service,
*The Cremation of Sam McGee*,

AGO 6861 11



Docket No. RM78-12 - 128-

project sponsors should evaluate veat.ier problems real-
istically (including a factor for delays caused by
abnormal weather) when preparing their Certification

Cost Estimate (including the Center Point). Then,

when abnormal weather occurs, the efforts of all concerned
can be focused exclusively on coping with it.

Similarly, fires, floods, landslides and other "acts
of God," as well as "terrorism, sabotage, riots and civi
disturbances, and embargos, strikes, work stoppages and
slowdowns" are all risks that the project sponsors can
evaluate in advance, in the sense of considering a
reasonable cost factor for some level of unanticipated
and undesirable events that may occur during the course
of the project. Some of these events can be influenced
to at least some extent by the sponsors; others cannot,
but steps can be taken to cope with their effects.

Kith respect to truly catastrophic events which cannot
reasonably be factored into cost planning, such as

a war, or a severe earthquake or tsunami, etc., the
Change in Scope mechanism affords protection of the
rate of return,

Kith respect to field conditions, there is an

economic tradc-off. Field conditions can be ascertained
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in advance through sampling and other scientific tech-
niqgue". On the other hand, there comes a point at

which the cost of elaborate advance ascertainment

would exceed the cost of coping with whatever unexpected
conditions may eventually be encountered. The project
sponsors are in the best position to strike the proper
balance between incurring the cost of totally comprehensive
ascertainment in advance versus coping later with
unanticipated conditions that had not been fully ascer-
tained. i'he project sponsors should be the on. s to

make that judgment, to estimate their costs accordingly,
and to bear the responsibility for whatever unanticipated
conditions they eventually encounter.

Similarly, right-of-way acquisition is a problem
that the project sponsors can and should evaluate when
preparing their Certification Cost Estimate (including
the Center Point).

Finally, regarding "changes caused by government,"
the Change in Scope mechanism does in fact provide rate of
return protection with respect to major design changes
compelled by changes in government laws or regulations
applicable to gas pipelines, and with respect to government

ordered major changes in the (Alaska segment) pipeline
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routing or capacity. During the course of construction,
it is probably inevitable that the Federal Inspector will
lequire, and the project sponsors will themselves propose,
numerous minor changes in design or routing, or even
capacity. Again, this is an eventuality that the project
sponsors should consider in preparing their Certification
Cost Estimate, and one that the Coi-.mission itself

has considered in setting the Center Fate and Center
Point procedure. When such minor changes are determined
to be either necessary or desirable, the energies

of all concerned ought to be devoted to making those
changes, unencumbered by diversions into the processing

of scope change applications.

B. Frovisiot. for Delay

In their comments, the project sponsors also take the
Commission to task for failing to fulfill an "unconditional
assurance with regard to delays caused by the government." 101/
In response to the valid aspect of that criticism, the

Commission has added a fifth Change in Scope event,
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Most permits and certificates will be issued prior
to approval of the Final Design. To the extent that delays
occur in the issuance of those certificates or permits —
ans regardless ! the cause of those delays — the project
sponsors will have ample opportunity to seek appropriate
adjustments in the Projected Capital Cost up to and at
the time of approval of the Final Design. That procedure
was discussed above.

Some permits, however, will not be applied for or
granted until during the construction period. The Commis-
sion expects that a detailed timetable for application
and issuance of the necessary permits will be established
and agreed to by the project sponsors and government
agencies, including State agencies as necessary and appro-
priate, as part of approval of the Final Design and Cost
Estimates. 102/

Commission representatives have had extensive dis-
cussions with representatives of other government agencies
regarding their permitting processes and the importance

of timely issuance of permits, particularly during the

102/ Such a timetable, and establishing responsibility for
adherence to that timetable, is within the contemplation
of 5 202(b) of Reorganization Plan No. 1 of 197V, trans-
mitted by the President to the Congress on April 2, 1979
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construction period. Those agencies have been uniformly
responsive to requirements for adhering to a permitting
timetable. However, any agency's ability to adhere to the
agreed schedule is directly related to the timely filing of
all relevant applicant information by the project sponsor’'.

It is the Commission'6 expectation that all applications
will be timely filed and all permits timely granted. If
receipt of a permit is delayed because an application was not
timely filed, or if the case for issuing the permit is not
adequately set out, then the resulting increase in costs
(and in Cost Performance Ratio) is a consequence of action
(or inaction) by the project sponsors and should count against
them, if, on the other hand, issuance of a pe.mit during
construction is delayed by the permitting agency, which fails
to process the application to a conclusion, and the cost
consequences of such action (or inaction) are significant,
then some adjustment is appropriate. This Order r vises the
April 6 Notice by providing the Federal Inspector with dis-
cretion to treat as an allowable scope change event, government
failure to take action toward issuing a required government
permit, if such delay has significant ccst consequences.
Under no circumstances, however, 6hall a gove.nment denial of

a permit or certificate be construed as a Change in Scope
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event, unless such denial is subsequently reversed by a
court on review; this provisions Is directed solely to
delay In processing of applications, and not to denial of
the perr.It sought

The IROR mechanism fully protects the project sponsors
from one other form of delay that could otherwise have a
potentially serious impact on the rate of return. The pro-
ject sponsors or investors In any one segment, Ala;, .an or
Northern Border, of the pipeline will not be responsible
for cost Increases resulting from construction delays in
the other segments, or from a delay in the initiation of
gar production at Prudhoe lay. This is accomplished by
defining the Actual Capital cost for a segnent as those
costs incurred up to the point that that segment is capable
of rendering service, even though other segments are not
yet capable of delivery from Prudhoe Bay. In other words
(for IROR purposes only), AFUDC will cease to be added to
the Actual Capital Costs for a segment when that sepnent
is complete and ready to begin transporting gas even if,
for whatever reason, it 1b not actually transporting gas.
(AFUDC will, of course, continue to ac%rue for rate base

purposes.)



C. Procedure

When the project sponsors believe that a Change in
Scope event (as defined above) has occurred, the project
sponsors shall submit to the Federal Inspector hboth an
explanation of the alleged Change in Scope and an estimate
of the increase in Projected Capital Costs for the project.
The Federal Inspector wi.l evaluate theinformation sub-
mitted, and determine whetherthe event qualifies as a
Change in Scope event and, ifso, the appropriate adjust-
ment to the Projected CapitalCost

The Commission intends for the Federal Inspector to
act on each Change in Scope case as expeditiously as
possible after the alleged Change in Scope has occurred,
pursuant to whatever appropriate procedural regulations
the Inspector may promulgate. The Federal Inspector's
decision will constitute final agency action, subject to
applicable judicial review but not subject to review by the
Commission. This procedure is designed to ensure prompt
resolution of all Change in Scope issues.

The Staff's comments seek clarificatior of these pro-
cedures, on several points. First, the Staff suggests the

possibility of the Federal Inspector, or some third party,
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Costs. Such a reduction presumably would be premised on
potential - and sizable - construction cost savings that
might emanate from (a) a war, (b) a natural disaster,

(c) involuntary major design changes after the final design
s approved, or (d) major changes in pipeline routing or
capacity after the final design is approved. While the
hypothetical symmetry of the Staff's suggestion is not
devoid of surface appeal, we do not readily perceive how
any of the above enumerated events could significantly
reduce the total cost of the project. Moreover, even if a
mas3or change in design, routing or capacity could in fact
significantly reduce the total cost, we would not want to
discourage such changes by reducing the rate of return if
6uch a change is implemented. Accordingly, and in order to
preclude hypothetical uncertanties in this aspect of the
IROR formula, we are limiting the Change in Scope procedure
to changes submitted by the project sponsors.

Second, the Staff inquires as to whether interested
parties, including the Staff, will be afforded an oppor-
tunity to participate in the Change in Scope proceedings
before the Federal Inspector, and finally, whether the

Inspector 's decision could be appealed to the Commission,
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The Change in Scope procedure is premised on
Reorganization Plan No. 1 of 1979, as submitted by the
President to the Congress on April 2, 1979, Section 102 of
the Plan transfers to the jurisdiction of the Federa
Inspector "[s]uch enforcement functions of . . . the Federal
Energy Regulatory Commission related to compliance with:
the certificates >f public convenience and necessity,
issued under Section 7 of the Natural Gas Act . . .." By
incorporating the Change in Scope Mechanism and Procedure
into conditions attached to the project sponsors' certifi-
cates, it is the Commission's intent and purpose to transfer
to the Fede al Inspector the jurisdiction to enforce and
implement those conditions, by transferring to the
Inspector's jurisdiction the authority to make the Change
in Scope determinations. The Commission and the Inspector
may, in the future, seek to further clarify the precise
boundaries of their respective jurisdiction, on this or
othe matters, through means of an interagency agreement,
ac authorized by the last sentence of section 202 of the
Reorganization Plan:

Upon agreement between the Federal Inspector
and the head of any agency, that agency may
delegate to the Federal Inspector any statutory

function vested in such agency related to the
inctions of the Federal Inspector.

AGO 887120
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While the Commission would have no objection to —
indeed, would welcome -- the opportunity for its Staff
and other interested parties to participate in the Federa
Inspector's deliberative processes, the Inspector should
have the latitude to determine, in whatever appropriate
proceJural regulations the Inspector may promulgate, the
nature and extent (if any) of such participation.

While it would not be implausible for the Commission
to retain the power to make the Change in Scope determina-
tions itself, the worst possible procedure would be for
both the Inspector and the Commission to participate in
that decisionmaking through serlatum administrative
deliberations. ANGTA and the President's Decision mandate
expedition in decisionmaking, and the project sponsors and
their lenders and investors are entitled to receive the
promptest possible determinations consistent with applicable
requirements of due process. The Federal Inspector and his
staff will be located at the 6cene of the pipeline,
monitoring its construction on a full time, day-to-day
basis. They will be in the best position to render prompt
determinations of Change in Scope events and adjustments.
Those determinations should be final, subject only to

L : X
judicial review. Wi
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Finally, as indicated in the preceding section of this

Order, the above described procedures will also be generally

applicable to the Federal Inspector's approval of design
changes, including resultant revisions in the Certification

Cost E. -imate, pursuant to the Inspector's approval of the

Final Design, *.

- 0

AGO 886122
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V. Ere RESULTS

In responding to the Commission's proposal for an
Incentive Rate of Return mechanism, the project spon-
sors have emphasized that, Individual parameters
aside, It is the end result which Is all important:
"[t]he end result. . . [should be] the final determination
of an equitable, practical, and definitive IROR
mechanism which will not prohibit financing." 103/ The
Commission believes that the IROR mechanism and values
established by this Order will in fact Increase the
prospects of obtaining private project financing. It
remains the responsibility of the project sponsors to
convince potential debt and equity Investors of the! -
ability to complete the project within a range of con-

struction costs at which the average rate of return

103/ Joint Comments of Alaskan Northwest NatJral 0a3 Trans-
portation Co., and Northern Border Pipeline Co. at 7
(Docket No. RM78-12) (May 4, 1979) éherelnafter cited
as Joint Comments]; see also Joint Comments at 6-7,
26-27, 30, Alaska Nort'hwest Natural Gas Transportation
Co., "Petition for Expedited Rulemaking and Issuance
of Final Order Establishing Rate of Return Range"
(Docket No. RK78-12) (Feb. 15. 1979).
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Is comparable to that which could be earned In alter-
native investment opportunities of comparable risk. 104/

As noted In the Introduction section of this Order,
the Decision was written against a backdrop of concern for
the Impact of cost overruns on the economic benefits of
AN3TS. In response to that concern, the President imposed
a framework for project Implementation designed to Insure
that the project would be of economic benefit to the nation.
The IROR mechanism and values established by this Order
play their role In that framework by providing ". . .sub-
stantial incentives to construct the project without
incurring overruns.” 105/

In evaluating the project's economic benefits
to the nation, the President found that ". . .Alcan's
direct costs could Increase almost 124 percent over

the cost overrun case before It would become socially

104/ in this vein, the Commission recognises that not even
Pederal government debt instruments are completely free
of uncertainty, and were the ﬁroject sponsors to be
able to find Investments which were totally free of
uncertainty and ambiguitK, the Commission expects that
the rates of return on those Investments would be a
mere fraction of those contained In this Order.



Docket No. RM78-12 - 1H1 -

uneconomic;. . ." 106/ The project sponsors have insisted
that they not be exposed to the risk of earning less
than 13 percent on equity. 107/ As Table 3 shows, rates
of return less than 13 percent will not be r -ached
until costs overrun the March 1977 estimates In the
Decision by 170 percent in Alaska and 60 percent for
Northern Border. 10p/ Such large overruns approach the
levels at which the analysis in the President's Peelsion
suggests that the economics of the entire project
should be reviewed.

If the project sponsors believe that the probability
of earning less than 13 percent on equity is substantial,
the procedure for setting the Center Point allows the

project sponsors to argue for a different Center Point

106/ Decision at 180. TY»e "Alcan” system referred to here
s the precurser of the system proposed by the spon-
sors and now referred to as the ANGTS. See June 30
order.

107/ Joint Comments et 8.

108/ Note that the measurement of overruns excludes the
effects of inflation, design char»ge6 prior to the
final design, and certain changes in scope for the
project.
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and thus a different IROR schedule. Tne project sponsors
may offer such argume-ts at the time they present their
Certification Cost Estimates. Until such information or
evidence concerning the ultimate costs of the project are
presented, the Commission cannot conclude that the IROR
mechanism required in this Order creates a significant
probability that the Incentive Rate will be less than the

13 percent floor requested by the sponsors.
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The sponsors have requested a floor of 13 percent on

Incentive Rate. They argue that the IROR nurt

he within a "zone of reasonableness.” 109/

In deciding rates of return, the Commission must

balance the need to protect the consumer from unrea-

sonably high rates while maintaining the financial

109/ Alaskan Northwest Natural Gas Co., "Petition for Expe-
dited Rulemaking and Issuance o* Final Order Establish-
ing Rate of Return Range" (Docket No. RM78-12) (Feb. 15,

n

1979). In arguing for a "zone of reasonableness,
Alaskan Northwest directs our attention to the
standards of FPC v. Hope Natural Gas Co., 320 U.S.
591 (197*0. Presumably the sponsors have in mind the
following passage:

The rate-making process under the [Natural
Gas] Act, i.e., the fixing of "Just and rea-
sonable" rates, involves a balancing of the
Investor and the consumer Interests. Thus we
stated in the Natural Gas Pipeline Co. case
that "re%ulation does not Insure that the busi-
ness shall produce net revenues.". . . But such
considerations aside, the investor interest
has a legitimate concern with the financial
integrity of the company whose rates are
be!n? regulated. From the investor or company
point of view it is important that there be
enough revenue not only for operating expenses
but also for the capital costs of the business.
These include service on the'debt and dividends
on the stock. . .. B% that standard the return
to the equity ow.ier should be commensurate with
returns on Investments in other enterprises having
corresponding risks. That return, moreover,
should be sufficient to assure confidence in the
financial Integrity of the enterprise, so as to
maintain its credit and to attract capital
0

i
(320 U.S. at 603)(citations omitted)
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integrity of the project and providing the investors an
adequate return on investment. The Commission believes
that this classic ba.a.'cing test must be applied to the
IROR in a manner consistent with the mandate of the
President's Decision to establish an incentive to control
costs.  While the Commission must consider the financial
integrity of the project, this consideration is tempered
in light of the purpose of the incentive; the result must
be just and reasonable and must not be confiscatory.

The IROR mechanism, with its inflation adjustment
and scope change procedures, strikes the required
balance. As advocated by the sponsors, the mechanism
does have a de facto floor; this is the practical conse-
quence of the Marginal Rate. More importantly, however,
the IROR schedule provides, over the range of reasonable
Cost Performance Ratios, a rate of return equal or greater
to that advocated by the sponsors. This is the practical
result of applying an average incentive rate over
the range of Cost Performance Ratios. Given this
result, the mechanism provided here cannot be considered

either unjust or unreasonable; it certainly cannot

Y%
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VI. Tariff Issues

This section of the Order addresses the proposed
tariffs submitted by the project sponsors for the Alaskan
and Northern Border segments of ANGTS. 110/ The Commission
will accept the tariffs, subject to conditions described
herein. The Commission shares the project spc sors'
assessment of the importance and relevance of the tariffs.
The tariffs are indeed the "economic lifeline" of
the project. There must therefore he a degree of
certainty for project sponsors and potential financers
adequate to ensure that there will be a flow of revenues
sufficient to service debt end pay all other current
expenses once billing has been allowed to commence.

The mechanisms for providing this assurance are described
in the tariffs themselves and the Commission's considera-
tions herein,

The Commission will resolve in this Order four
tariff issues identified by the Alaskan Delegate as
affecting the risk to be borne by project sponsors.

The Commission will also decide in thi6 Order certain

other tariff issues that have been identified in the

110/ The proposed tariffs were filed on March 12, 1979,
pursuant to the Commission's Order set forth in "Notice

of Delegate Report and Order Directing Tariff Filing",
Docket No. RMT7B-12 (February 22, 1979% (hereinafter
Delegate's Report)
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consents of parties and by the Commission's own analysis
of the proposed tariffs. 111/

Not all tariff issues are to be decided in this
rulemaking. The Commission reaffirms the April 6, 1979
Notice that reserved for resolution in a separate
proceeding the issue of the depreciation rate to be
used to calculate the cost of service for "pre-delivery?*
of Canadian gas transported through the Northern Borde
pipeline (Notice at 60-61). Further, the Commission
will defer to the proceedings in Northwest Alaskan Pipeline
Company, Docket Nos. CP78-123, e™ a_l., the question
of whether, and to wh?t extent, there should be any
apportionment of costs of Northern Border's *ire-delivery"”
facilities between deliveries of "Canadian bubble"
gas and ‘'uture deliveries of Alaskan gas. The Commission
views these issues to be more closely related to the
questions to bhe decided in that certificate proceeding;
hence, that proceeding is the more appropriate forum

for their resolution.

111/ The Alaskan Delegate provided notice of these Issues
in letters addressed to the project spor.ors. Those
letters were dated April 20, 1979 and April 27, 1979
Copies of each were sent to all parties of record
in this docket as well as in Northwest Alaskan Pipe-
line Company, Docket Nos. CP78-123, et
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Another issue that will not be resolved here concerns
specific mechanism(s) for shipper tracking. 1_127 A tracking
mechanism involves questions of the timing of any flow-
through of charges, the necessity of being assured that
there will be a matching of costs and revenues, and recogni-
tion that appropriate tracking mechanisms for individual
shippers may vary because rate designs and rate forms will
differ among shippers. Thus, appropriate flow-through
arrangements can only be properly addressed when the in-
dividual “.upper tariffs are filed with the Commission.

Although it would be premature to specify appropriate
methods at this time, the Commission can state, however,
that it is in basic agreement with the concept that any
amounts paid ANGTS under a tariff approved by this

Commission will be allowed to be included in the rates

112/ The Commission has previously addressed this issue.
By motion dated April 18, 1979, Alaskan Northwest
and Northern Border requested reconsideration of
the Notice of Proposed Rulemaking in thi6 docket.
Specifically, petitioners requested that the Commis-
sion "provide for inclusion in (Docket No. RMT78-12)
of issues relating to shipper compary recovery of
ail amounts paid under the Alaskan Northwest and
Northern Border tariffs." (Motion at 2.)

By order dated April 27, 1979, the Commission denied
the motion but indicated that parties would not be
precluded frrm commenting on the flow-through issue

or from the filing of pro forma tariffs by the shipper
Parties filed ccmments on this issue but pro forma
shipper tariffs were not filed.
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of those shippers that are interstate gas pipeline companies,
subject to appropriate reconciliation of all other aspects

of ratemaking to ensure that there is no overcollection

of costs attributable to the tracking arrangements them-
selves. Interstate gas pipeline companies shipping through
the ANGTS system will be expected to pay all charges propqrw
due to ANGTS. Any such amounts paid ANGTS will be allowed '
to be included in the rates of those shippers that are
interstate gas pipeline companies. Allowance of those
amounts will require ‘hat there is a matching of costs and
revenues in order that overcollection or undercollection

of fixed costs of the shipper company does not occur. 113/

113/ The possibility of cvercollection (or undercollec-
tion) of fixed costc arises because the commodity
charges included in interstate pipeline rates
typically recover certain of the fixed costs.

For example, under the United 25/75 cost apportionment
approach 75 percent of the fixed costs of a shipper
would be assigned to the commodity rates of the
shipper. The unit amount of fixed costs to bhe
recovered would be determined in a rate proceeding
on the basis of the projected costs and throuEhput
of the pipeline for the test period. As Alaskan
gas begins to flow through the shipper's pipeline,
It will recover the unit fixed costs included

in the effective rates. Should the Alaska natural
gas volumes not have been included in the billing
determinants underlying the "base" charges, the
result could be an over recovery of fixed costs,
i.e., the fixed costs would be recovered by greater
billing determinants than had heen used to develop
rates.  The Commission will require assurance

that any mechanism used to flow-through ANGTS

costs will not result in this or a comparabhle
situation.
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The Commission also defers to a later date the
resolution of the question of the permissible level
of CO2 that is to be contained in the gas. U_4/ This issue
was addressed in the comments of both the State of Alaska
and Sohio Natural Resources Company. 115/ The permissible
level of CO2is a significant issue that involves an
evaluation of the impact of the different C02 levels
on capital and operating cc~ts. However, because of
the absence of adequate data available on this record
to enable complete evaluation of this issue, the Commission
recently requested the parties to file additional
information on this matter. 116/ The evaluation of
the data filed in response to that request has not
yet been completed. The Commission will, therefore,
issue a separate order on this issue rather than withheld
issuance of its disposition of the other issues raised

in this rulemaking. An order establishing the CO2 quality

114/ Questions concerning other quality standards are
discussed at Section VI.B.5.

115/ Initial Comments of the State of Alaska at 6-7
(Docket No. RM78-12) (May 4, 1979);, Comments
of Sohio Natural Resources Comxany on Notice
of Proposed Rulemaking Issued April 6, 1979, at 2
(Docket No. P.M70-12) (May 7, 1979).

116/ Order Requesting Further Sub mission of Data, Views,
and Comments (Docket Nos. RM78-12 and RM79-19) (issued

May 16, 1979).
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standard(s) wil! be issued as soon as the Commission S
can complete its evaluation of the additional matarial,
Finally, the Commission will decide in Docket No.
RM79-19 the issue of cost responsibility for processing
Prudhoe Bay r2s to pipeline quality standards. The
Notice of Proposed Rulemaking in Docket No. RM79-19 A
specified that the cost responsibility issue would be
decided in that docket. 117/ The record being compiled in
that rulemaking will provide the Commission with the

information necessary to resolve the issue. Accordingly,

the Commission will defer decision on those portions "~
of the tariff that affect this issue. After the issue
Is resolved in Docket No. RM79-19, a supplementary order
in this proceeding will be issued to reflect that reso-
lution in the tariffs of the project sponsors. lg»,
117/ Federal Energy Regulatory Commission, "Treatment of
Certain Production-Related Costs for Natural Gas to
be Sold and Transported through the Alaska Natural .
Gas Transportation System: Notice of Proposed Rulemaking
and Statement of Policy" (Docket No. RM79-19) (issued
Feb. 2, 1979).
Tv.
fee-
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A.  Issues ldentified by the Alaskan Delegate

The four major tariff issues identified by the
Alaskan Delegate are: (L determination of the date
on which the project %ponsors will be permitted to
commence billing their shipper-customers; (2) whether
an interim rate should be imposed during the initial
build-up phase of the project; (3) the extent to which
the effect of a service interruption should be shared
by the project sponsors as well as by shippers and con-
sumers; and (4) the billing procedure to be used to
levy charges for transportation services. H_8/
1. Billing Commencement Date

At issue here is the appropriate interpretation of
the President's Decision and the setting of the Dbilling
commencement date. The Alaskan and Northern Border seg-
ments of the system will be project financed, which means
their debt will primarily be secured by the revenues they
collect. Commencement of the collection of those
revenues is triggered by the commencement of billing,

and is, therefore, important to an assessment of project

118/ Peport of the Alaskan Delegate on Tariff and Operation
Phase Rate Issues 6-7, accompanrin%.Notice of Delegate
Peport and Order Directing Tariff Filing (Docket No.
RK78-12) (issued Feb. 22, 1979).
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risk. The sooner billing can commence, the less risky
the project will appear to potential investors

The third finance condition in the President's
Decision prohibits any payments by the purchaser or
ultimate consumer of Prudhoe Bay gas "prior to completion
and commissioning of operation of the systemr. 119/

Definition of this phrase does not appear in ANGTA,
the President's Decision, the Natural Gas Act, or
tl.j Commission's Regulations. The Report of the Alaskan
Delegate, however, offers four possible interpretations
of when billing might commence:

1. Charges begin when all segments of the pipeline

are complete and gas is being transported.
2. Charges begin when all segments are capable

of rer.de:ing service, even if no gas is flowing.

119/ The third finance condition provides:

3. Neither the successful applicant nor any
purchasec of Alaska gas for transportation through
the system of the successful appllcant shall be
allowed to make use of any taritf by which or any
other agreement by which the purchaser or ultimate
consumer of Prudhoe Bay natural g*s is compelled
to pay a fee, surcharge, or other paymen. in rela-
tion to the Alaska natural gas transportation
system at any time prior to completion and commis-
stoning of operation of the system. Decislon at
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3. Charges begin for each segment when it is
complete and capable of rendering service.
4. Charges begin at a date certain.
The proposed tariff of Alaskan Northwest provides
that "completion and commissioning” 6hall occur when the

"Company's pipeline is capab’'e of rendering service even
if, for whatever reason, gas is not being delivered to, "
or transported through Company's pipeline system."
(Section 1.10 of the General Terms and Conditions.)

The tariff of Northern Border contains an identical pro-
vision (Section 1.10 of the General Terms and Conditions).
Both tariffs would thus prescribe a billing commencement
date that follows the third definition suggested by

the Alaskan Delegate.

The project sponsors assert in their joint comments
that the Dbilling commencement date contemplated in the
respective tariffs is both consistent with the President's
Decision and promotes financing of the system. The
sponsors argue initially that neither the Decision
nor its accompanying Report address the specific question
of the initiation of billing once a segment has been
completed. 120/ Considering that argument, together

with the requirement that the project must be privately

120/ Joint Comments at 4s.
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financed, the sponsors contend that the Commission

must be presumed to have been given broad discretion

in approving or fashioning conditions that would encourage
private financing. Private financing can best be achieved,
according to the sponsors, through Commission assurance
that the billing commencement date for one segment

will not be tied to the billing commencement date

for another segment. 121/

Staff, on the other hand, relies on the President's
Decision and accompanying Report to contest the billing
commencement date set forth in the tariffs. 1227 Staff
argues that in designating different companies to
construct and operate different portions of the system,
the President was fully aware of the distinction between
the "system" and "portions" thereof. According to
Staff, the President maintained that distinction in
the third finance condition, which precludes any fee,

surcharge, or other payment in relation to the ANGTS

121/ 1d. at 49-50, 52-55

122/ Staff, Initial Comments at 6-9. Staff also cites
to the Initial Decision in El Paso Alaska Company
to the effect that until a company Begins to provide
service a "natural gas company" docs not exist
within the meaning of the Natural Gas Act and, conse-
quentlr, no effect can be given to a tariff provi-
sion of a company that has not Ket attained juri
dictional 6tatus. Id. at 6. The Commission fin
it unnecessary to a33ress this question in light
of the determinations made here.
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