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101, The Carriers posit varied arguments claiming that the Stipulation and Form 671 
should be used in the O pinion 154-B presentation.7* It is noted that the C arriers’ 
claim that the Stipulation remains in place as to non-settling parties is baseless. First, 
the terms o f  the TSA  rendered the Stipulation invalid.73 The Stipulation is 
inconsistent with the TSA as it uses straight-line depreciation while the TSA uses 
accelerated depreciation.7-4 Second, Anadarko/Tesoro’s statement that “ there is no 
realistic way for the 1982 Depreciation Stipulation and the Interstate Settlement to 
‘remain in effect s im ultaneously ’” since no shipper is a signatory to the TSA is also a 
persuasive conclusion. A /T RB at 36. The Commission has previously held that the 
books o f  the regulated entities do not control in setting rates. 5 The evidence in this 
case reflects that the Carriers maintain four sets o f  books (Tax, G AA P, FERC 
reporting and FERC ratemaking for TAPS). Ex. A /T-229 at E - 14000186. Moreover, 
the reporting books record depreciation on a straight line basis and the FERC

“book" depreciation. Thus, there is a contradiction between the Carriers rate filings 
and Ihe position they have taken in this proceeding.

71 The record dem onstrates that the Carriers’ Form 6 have not been maintained 
in a manner consistent with the 1982 Stipulation. Anadarko T esoro  witness Sullivan 
testified on the multiple deficiencies in the quality o f  the data being reported to the 
Commission. Tr. at 5402.

"  Internal reports and communications o f  the Carriers dating to 1998 
contradict the Carriers current position. See Ex. A l l 92 (graphs illustrating the front- 
end loading o f  the depreciation as amounts recovered thru tariffs); Ex. A/T-ISO 
(m em orandum  explaining accelerated return on capital which caused a timing 
difference with book accounting); Ex. A T-l S' (m em orandum  responding to “profit" 
the depreciation allow ance em bedded in the revenues is greater than that reflected on 
the financial records). O ther memos confirm that the Carriers m ay be motivated to 
have the highest rate possible to decrease the combined governm ent income (taxes 
and royalties). Ex. A T-l 87. The Carriers front-end loading o f  depreciation saved the 
owners o f  TAPS approxim ately $1.5 billion in windfall profits taxes. E.\. A I--184.

73 See A T-190 at Section 111-5 (p. 26) (“Any stipulation or agreement
prev lously entered into in the TAPS proceeding by the parties to this Agreement shall 
continue to be, to the extent not inconsistent with the A greement, in full force and 
effect between the parties to this Agreement ”). S taff  RB at 29.

74 The accum ulated depreciation exceeds the accumulated “ booked" 
depreciation by approxim ately  SI .7 billion. Ex ATC-266. In com m ents opposing the 
ISA. Sohio illustrated that the I SM depreciation exceeds straight line depreciation 
from 1978-1991. Ex. SOA-57, Attachment B.

5 V irg in ia  State Carp. Co n u n '// i FERC , 468 F. 3d 845. 847 (D.C. Cir 2006); 
WiUiston Basin, 55 FERC al 62.008, 56 FERC al 61.370 .
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ratemaking books record depreciation on an accelerated basis pursuant to TSM .76 
Finally. A nadarko /T esoro’s and S ta f f s  other arguments are similarly persuasive.77 
To apply the balances suggested by the Carriers would result in double recovery and 
an artificially inflated rate base by over $481 million.™ Ex. A/T-143 at 20, Ulus. S. 
Thus, it is the am ount o f  accumulated depreciation contained in the Carriers annual 
rate filings that will be plugged into the Opinion 154-B methodology. Ex. A /T -144, 
WP2 at 5:7; Ex. A /T -146, WP2 at 4:7.

Issue III.B.2.  A re  the  C a r r i e r s  ent i t led to an  a d j u s t m e n t  to ra te  
base  for  d e f e r r e d  r e tu rn s ,  and  if so, w h a t  is the a p p r o p r i a t e  a m o u n t ?

102. The Carriers claim that the deferred return amount used by A nadarko/Tesoro is 
not appropriate because it results in a low deferred return balance. The Carriers claim 
that the TSM  deferred return is not consistent with Opinion 154-B deferred return. 
First, the Carriers state that Anadarko/Tesoro use the incorrect amortization schedule. 
According to the Carriers, Lakehecid P ipeline Company, 71 FERC *[ 61,338 (1995), 
reh 'g denied , 75 FERC 61,181 at 61.591 ( 1996) (Lakehead), requires the deferral to 
be capitalized and recovered through amortization charges (or trended) under Opinion 
154-B for all years after 1983. The Carriers state that TSM uses the stipulated 
depreciation factors in TSA Exhibit F to amortize the deferred balance while the 
appropriate depreciation schedule for Opinion 154-B is set forth in the Stipulation. 
Second, the Carriers claim that under the TSM, both the TSM Depreciation and the 
recovery o f  TSM  Deferred Return are subtracted from the rate base before applying 
the inflation factor thereby reducing the amount o f  TSM  Deferred Return to be 
recovered in later years. In addition, the Carriers contend that the TSM carrier

7,1 The accelerated depreciation was established by the TSA which pro\ ided a 
"small upfront refund obligation.” Ex. A T -229 at 14 0 0 0 185.

77 See A /T RB at 33-42; S taff RB at 30-42. The Carriers arguments concerning 
the Form 73 orders also fails because as witness Sullivan confirmed, those orders only 
required oil pipelines to begin submitting depreciation data in magnetic tape form.
A/T RB at 39; S ta ff  RB at 32 (citing Tr. at 5569-70, 5574-75. 5578 (Sullivan)). The 
Form 73 orders were not about ratemaking. so as S taff  again clarifies, the orders did 
not change or address how ratemaking is affected w hen actual depreciation recoveries 
differ from book accounting depreciation. Id  Moreover, the C arrie rs’ position in 
the case at bar is contrary to their previous position regarding revisions to Sheet 700 
o f  FERC Form 6 reports. They asserted in the cited proceeding that the most relevant 
information is the TSA supporting information provided to the Comm ission each year 
m annual tariff filings. Ex. A T - 191 at 4-5.

7f< A I RB at 36 (citing Ex. A/T-143 at 20, Ulus. 8 showing that to get to the 
Carriers’ O pinion 154-B rate base accelerated depreciation has to be added back in).
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propert) base to which TSM  deferred return is applied, excluded $450 million 
excluded for settlement purposes.

103. Anadarko/Tesoro state that they will accept the deferred returns balances, and 
related amortization am ounts contained in the Carriers’ 2005 and 2006 rate filings 
($175 million for 2006).79 Although Anadarko/Tesoro have accepted these amounts, 
they still believe the am ounts are excessive. S taff also agrees that A nadarko/Tesoro 
have used the correct amounts. S taff  states that the am ount o f  deferred returns 
included in rate base should also reflect the amounts previously am ortized on an 
accelerated basis and collected in the Carriers’ rates from 1977 forward. S taff  also 
contends that the balances the Carriers use their Opinion 154-B presentation are 
grossly overstated. Last, S taff  states that if  any deferred returns are to be included in 
rate base, the am ounts proposed by Anadarko/Tesoro are the appropriate amounts to 
use.

104. 1 lowever, A nadarko/Tesoro assert that they do not agree with the Carriers’ 
restatement o f  their deferred returns balance to more than $1 billion in the Carriers’ 
Opinion 154-B proxy. Anadarko/Tesoro contend that the C arrie rs’ balance for 
deferred returns is inappropriate because the Carriers’ w itness Mr. Van Hoeckc: ( I ) 
calculates deferred earnings based on a portion o f  the $450 million that has already 
been fully recovered; (2) retroactively inflates property balances by restating the 
C arriers’ recovery o f  investment from an accelerated to a straight-line basis; (3) 
retroactively inflates AFL’DC by recalculating the C arriers’ actual balances with 
backcasted equity-rich capital structures and through inflated and uniform equity rates 
o f  return (as high as 22'N>); (4) inflates deferred earnings by including deferred 
earnings on the unamortized balance o f  unauthorized starting rate base; and (5) 
inflates deferred earnings by amortizing the deferred earnings balance on a straight- 
line basis ignoring that the Carriers have already recovered deferred earnings on an 
accelerated basis.

Discussion /F indings

105. S taff  correctly points out that deferred return is a ratem aking concept used in a 
I OC m ethodology in Opinion 154-B. Under TOC the inflation portion o f  the rate o f  

return on equity is extracted, leaving a real rate o f  return. The real rate o f  return is

7'f A nadarko/Tesoro claim that there is evidence in the record that would
support I L R C ’s decision to eliminate the deferred return balance from the rate base.
A ccording to A nadarko/Tesoro, Exhibit A T-261 illustrates that there was no return 
deferred anti that the Carriers have overcollected at least $<$ billion from shippers. 
A/T IB at 59 n.50 (citing Tr. at 6032-6035).

80 A / T  IB at 61-62.
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applied to the p ipe line’s equity share o f  rate base to determine the yearly allowed 
equity return in dollars. The dollars related to the inflation portion o f  the equity 
return, are “deferred” for recovery in future rates. In future rates the deferred amounts 
are added to rate base as an equity rate base “ write-up” (the equity portion o f  rate base 
is “ trended” up), and am ortized as an expense like depreciation over the useful life o f  
tne pipeline.81

106. S ta f f s  reasoning is correct and falls in line with the conclusions reached 
82 •above. The C arriers’ arguments concerning the differences between the TSM 

deferred returns and Opinion 154-B returns has no decisional impact vis a vis the 
amounts collected in the C arriers’ rates over the years. See id. It is irrelevant that the 
TSM  calculations o f  deferred returns is inconsistent with Opinion 154-B calculations 
and the C om m iss ion ’s pronouncem ents implementing Opinion 154-B in Lake head.H) 
Mr. Van H o eck e’s (Carriers witness) approach (adding anew the deferred earnings) 
results in double recovery and is rejected.

107. S taff  and Anadarko/Tesoro are correct that the deferred return amounts have 
already been collected via the TSM through the C arriers’ use o f  a 100% equity

84 85 •structure and APB. The TSM  acted much like TOC, deferring a specified amount 
o f  return dollars from early years to later years. The accelerated depreciation schedule 
and the plant balances are stated in the TSM formula and in the Carriers rate fillings, 
the accelerated recovery o f  deferred return and the specific TSM  deferred return 
balances and annual deferred return expenses were included in the Carriers 2005 and

u/
2006 rate filings. The Carriers have already recovered the deferred return element; 
however, as S ta ff  notes, “ to be true to the approach, we must take the state o f  the 
ratemaking record as we find it.” See S taff  IB at 53, A /T  IB at 60.

108. The Carriers argue that Lakeheadand other Com m ission pronouncements 
require pipelines that existed prior to Opinion 154-B to begin the calculation o f

81 O pinion 154-B , 31 FERC, supra, at 61,834-35; S taff  IB at 51-52.

82 S taff  RB at 36.

83 See A /T  RB at 45.

84 See S ta ff  IB at 53; A TC-14, Sections II-6 (p. 15), II-7 (p. 17), II-8 (p. 18) 
(stating that the am ounts  are to be included in the TRR); Ex. A /T  3 at 39-40 (Brown); 
Ex. A/T-79 at 23 (Sullivan).

85 See S taff  IB at 53; Ex. A/T-3 at 39-41 (Brown); Ex. A /T-79 at 23 (Sullivan).

8(1 A TC-84, Sheet E, line 121 at 34, 40, 46, 52; Toof, Tr. 5101-02; Grasso, Tr. 
5985-86.828, 836, 839-40, 853-56; Brown, Tr. 4679-8.
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deferred return with the p ipe lines’ rate base beginning D ecem ber 31, 1983.87 S ta ff  
agrees that in Lakehead  the Comm ission determined that in transitioning from a 
valuation to a cost-based TOC, the appropriate starting rate base under the TO C 
methodology is the balance as o f  the date Opinion 154-B became effective (D ecem ber 
31, 1983 /. S taff  IB at 55. However, S taff  effectively refutes the C arrie rs’ argument 
that the correct deferred return balance must be calculated in accordance with the 
Carrier ’ O pinion 154-B proxy. Id. 88 As a matter o f  fact, citing SFPP89 Staff 
co r .eeUy argues that the Carriers cannot backcast and recreate rates. The holding in 
SFP" is right on point, when setting a cost based rate for the future there is no need to 
allow an additional adjustment for inflation already recognized and collected in 
rates.90

1 '9. S taff  states that Lakehead’s rates were charged under the valuation 
methodology and did not include a deferred return cost com ponent. Id. Additionally, 
S taff  aptly notes that in this case, the deferred balances and annual deferred costs are 
k .own and reflected in the C arriers’ TSM  filings. Id. S taff 's  argum ents are 
persuasive, and as discussed above, the appropriate am ounts to use are those that 
re.iect what the Carriers’ have actually collected in rates. Those am ounts are

87 C arrie rs ’ IB at 56; Lakehead, 75 FERC at 61,591.
88 • j  • i • • •‘ Evidence in this case indicates that the Carriers have collected approximately 

$6.6 billion in deferred earnings. Ex. A/T-44 & ATC-23, Sum  Ln. 121, Amortization 
o f  D 'ffered Returns, minus Ln. 7, Accumulated A m ount o f  A FU D C; Ex. A /T -145, 
Stmt. E.

89 SFPP supra. 117 FERC at 12-16.

911 Anadarko/Tesoro and S taff  explain that it could be concluded that there 
should be no allow ance for deferred return from prior periods due to the TSM. 
Witnesses Brown and Sullivan (A/T) testified that TSM  calculated deferred returns on 
remaining investment using 100% equity structure. This assum es incorrectly that the 
pipeline was constructed with only equity, overstates the deferred return, and violated 
the principle o f  Opinion 154-B that deferred returns are not allowed on debt-financed 
rate base. Ex. A/T-3 at 39-41. Additionally, after 1989, TSM  allowed a larger 
nominal return know n as A llowance Per Barrel (APB) adjusted for inflation yearly 
back to 1983. A TC-14, §ll-7(b); Ex. A /T 3 at 40; Ex. A /T-79  at 23; Tr. 38 at 5924-26; 
Ex. A /T -180 at 13. (Horst described APB as allowing the Carriers to earn a profit as 
long as ANS w as transported. Id. at 14. The APB charge was originally $0.35 in 
1989 and now is $ 1.19 in 2006. In conclusion, both S ta ff  and Anadarko and Tesoro 
assert that the TSM  overstated deferred return and after 1989 inflation for return 
purposes has been more than recovered in TSM. However, since Anadarko and 
Tesoro accept the am ounts in the Carriers’ rate filings this point is made for 
illustrative purposes only.
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contained in the C arriers’ TSM  filings. The Carriers’ attempt to use the amount o f  
their deferred returns reflected in Form 6 is therefore rejected C arrie rs’ RB at 45.
The Carriers’ claims that the TSM  item labeled "deferred reti ’ cannot be 
considered “actual return” is accordingly rejected.91

110. Thus, the appropriate adjustment and amounts for deferred returns are reflected 
in A nadarko/Tesoro’s Opinon-154-B cost-of-service presentation. The amount o f  
deferred return in 2005 is $198.31 (in millions). Ex. A /T -144, W P2 at 5:18 (Col. 
“2004”). The am ount for 2006 is $175,283 (in millions) A /T 146, WP2 at 4:18 (Col. 
“2005”).

Issue III.B.3.  W h a t  is the  a p p r o p r i a t e  a m o u n t  of  A F U D C ?

111. The Carriers contend that Mr. Van H oecke’s Allowance for Funds Used 
During Construction (A FU D C) balances must be used for Opinion 154-B. According 
to the Carriers, Mr. Van Hoecke calculated the A FU D C  in accordance with the 
C om m ission’s oil pipeline cost o f  service regulations set forth in 18 C.F.R. § 
346.2(c)(6) (2006). The Carriers state that Anadarko/Tesoro have incorrectly 
extracted the am ounts in the Carriers TSM submissions and, in addition, did not 
follow the C om m iss ion’s regulations. However, the Carriers do not recognize that 
this issue is purely derivative o f  other issues.1,2

1 12. A nadarko/Tesoro and S taff  state that the appropriate balance for AFU D C to be 
included in rate base is the am ount reported in the Carriers' annual rate filings. 
Anadarko/Tesoro state that the A FU D C amounts included in the C arriers’ rate base 
for the period 1977 through 1983 arc shown in TSM -6. All subsequent years are 
shown in the Carriers' annual rate filings, Anadarko/Tesoro contend.91 
Anadarko/Tesoro and S taff  also state that these balances reflect the amounts that have

91 The Carriers state that contention is based on the same arguments in Section
III.A. which basically claims that third parties cannot rely on TSM  elements which 
are an inseparable settlement package. In addition, the Carriers’ arguments 
concerning S ta f f s  and A nadarko /T csoro’s statements that the C arriers’ over collected 
deferred return and this com ponent could be eliminated from the Opinion 154-B 
calculation is not addressed (along with the Carriers’ retroactive ratemaking 
arguments) since A nadarko/Tesoro and S taff  have agreed to accept the Carriers’ 
balances which includes deferred return.

92 Carriers RB at 47.

93 A nadarko/Tesoro state that the AFUDC balances are calculated consistently 
with the principles in Opinion 154-B, but arc for a different period because they pre­
date Opinion 154-B. A /T IB at 63.
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already been collected by the Carriers. In addition, A nadarko/Tesoro state that the 
deferred balance has been am ortized from 1977 through 2005.

113. S taff  states that A FU D C  is also included in rate base and recovered in basically 
the same m anner as the property balances discussed in Issue III .B .l.  S taff  IB at 56. 
Thus, S taff  asserts, the am ount used for AFU D C must be consistent with the property 
balance issue. S ta ff  also claims that A FU D C was one o f  the rate elements whose 
recovery was accelerated under the TSA in order to allow the Carriers to avoid 
making any refunds for the 1977 thorough 1981 period and limited refunds for the 
1982 through 1985 period. The Carriers’ balances for A FU D C  are inappropriate, 
Anadarko/Tesoro and S ta ff  assert, because the Carriers ignore the A FU D C  that has 
been included in the C arrie rs’ rates and instead, recalculate it. Thus, using the 
Carriers’ am ounts would result in double recovery, A nadarko/Tesoro and S taff 
contend.

Discussion/F indings

114. As S ta ff  explains, A FU D C  “is a method o f  deferring, in a capital account, costs 
associated with plants under construction for inclusion in a utility’s rate base once the 
plant is put into service.” S taff  IB at 56 (citing Kentucky U tilitie s  Co. v. FERC , 760 
F.2d 1321, 1323 (D.C. Cir. 1985)). The amounts used by A nadarko/Tesoro reflect the 
am ount o f  A FU D C  actually collected by the Carriers. A/T-3 at 31 (Brown); Tr. 
5930.5954-55, 5983 (Grasso); Tr. 5824-25 (Grasso). Thus, the appropriate amounts 
o f  A FU D C to include in rate base are listed in Exhibits A /T  -144 Stmt. F (2005), A/T- 
146, Stmt F (2006).

Issue III.B.4.  W h a t  is the a p p r o p r i a t e  a m o u n t  o f  A D IT ?

1 15. The Carriers state that the only issue with regard to Accum ulated Deferred 
Income Tax (ADIT) is the appropriate input for past depreciation expense. The 
Carriers claim that Mr. Van H oeckc has correctly used the depreciation expense 
balances recorded in the Form 6 annual reports pursuant to the Stipulation. TSM 
derived depreciation should not be used, the Carriers assert.

1 ! 5. Anadarko/Tesoro contend that the appropriate balance for A D IT is reflected in 
the Carriers’ annual rate filings. The C arriers’ Opinion 154-B presentation, 
Anadarko/Tesoro assert, ignores the A D IT that has been included in the rate filings, 
and instead, recalculates the am ount. Anadarko/Tesoro claim that the Carriers have 
added $183.11 million to their O pinion 154-B rate base in 2006 for items including 
ADIT. A /T IB at 65 (citing Ex. A/T-78 at 55; Ex. A/T-143 at 20 Ulus. 8). According 
to A nadarko/Tesoro, this additional amount is the derivative result o f  the impact on 
ADIT, A FU D C, and w orking capital when the C arr; ; r s ’ O pinion 154-B recalculates 
and adds deferred earnings, a starting rate base adjustment, and then ignores the
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accelerated portion o f  the depreciation to the C arriers’ filed rate base. S taff  states that 
ADIT is a mechanically calculated num ber that partially derives from the deferred 
earnings, depreciation, and other rate base assumptions used to calculate the rates. 
S taff  IB at 57 (citing A/T-78 at 55). Thus, S taff asserts, once these issues are resolved 
ADIT can be determined.

Discussion/F indings

117. I he parties seem to agree that the resolution o f  the issue concerning the 
appropriate depreciation expense will determine the outcom e o f  this issue. A D IT 
arises because “certain deductions from income are recognized by the IRS for tax 
purposes before they are recognized for book or rate purposes. The effect o f  the 
earlier recognition o f  deductions for tax purposes is that ratepayers will provide the 
pipeline with revenues to cover taxes which w'ill not actually be paid until some time 
in the future.” S taff  IB at 57. In addition, S taff states that “A D IT  is the cumulative 
amount o f  such revenues which have been supplied by ratepayers but not yet paid out 
in taxes by the pipeline, and Comm ission practice requires this prepaid expense to be 
deducted from rate Luse.” S taff  IB (citing Trans A laska P ipeline Sys., 10 FERC 
63,026 at 65,218 (1980); Opinion 154-B, 31 FERC at 61,837 n.55).

118. Based on the determinations in this decision it is found that the appropriate 
amounts o f  A D IT  are reflected in the Carriers annual rate filings as stated by 
Anadarko/Tesoro and Staff. Thus, the amount o f  A D IT for 2005 is $46.20 (in 
millions). A /T  IB at 64; Ex. A /T -144, Stmt. E, ln. 11. The am ount for 2006 is $43.00 
(in millions). A /T 13 at 64; A/T-146, Stmt. E, ln. 11.

Issue IFI.B.5. Are the Carriers entitled to a starting rate base write-up,
and if so what is the appropriate amount?

119. The Carriers claim that Opinion 154-B presumed that all oil pipelines in 
existence as o f  the date o f  the opinion (June 28, 1985) would be allowed the starting 
rate base (SRB) write-up. Thus, the Carriers contend, the burden is on the 
challenging party to show why the SRB write-up should not be permitted in a 
particular case. Carrie rs ' IB at 61 (citing Lakehead  71 FERC at 62,311). The 
Carriers state that the portion o f  the SRB that exceeds the Carriers’ depreciated 
original cost rate is referred to as the SRB write-up. Mr. Van Hoecke, the Carriers 
assert, correctly calculated the SRB using the Cost o f  Reproduction New (CRN) 
calculated by Mr. Ganz.

120. Flint Hills claims that a total o f  $322.52 million or $.99 per barrel needs to be 
added to the SRB. This consists o f  two com ponents which Flint Hills claims are an 
inclusion o f  an SRB am ount and a corresponding deferred return back to 1983. Flint 
Hills also contends that A nadarko/T esoro’s rejection o f  a SRB write up is meritless.
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Flint Hills posits argum ents similar to the Carriers’ which, for the most part, state that 
without the TSA, the TA PS rate base would have been calculated using valuation and 
that prior to the TSM  the TA PS rates were filed under the ICC valuation 
methodology. Alternatively, Flint Hills suggests a transition cost adjustment for the 
remaining A PB as com pensation for the loss o f  the APB if  the TSA does not run its 
course.

121. The Carriers state that Anadarko/Tesoro’s arguments that the Carriers are not 
entitled to a SRB write-up are incorrect. First, the Carriers assert that contrary to 
A nadarko/T esoro’s assertions, the Carriers relied on the ICC valuation methodology 
for the entire period from start-up through approval o f  the TSA. Second, the Carriers 
claim that they relied on the valuation methodology long after the initial rates were 
filed. The Carriers claim that they worked with the C om m iss ion’s Valuation Branch 
to finalize the valuation reports on TAPS and that they continued to be subject to the 
C om m iss ion ’s valuation regulations even in late 1984. The Carriers claim that it was 
not until seven years after the initial TAPS rates were set that it can be fairly said that 
an oil pipeline should no longer rely on valuation. Third, the Carriers assert that 
A nadarko /T esoro’s contentions that final TAPS rates were not set under valuation and 
that a final valuation report was not issued do not rebut the presumption o f  their 
entitlement to an SRB write-up. Last, the Carriers claim that inclusion o f  the SRB 
write-up does not inflate their Opinion 154-B rate base since, as Mr. Van Hoecke has 
shown, including the SRB write-up results in a lower rate base figure as o f  December 
31, 1983.

122. A nadarko/Tesoro  and S taff  argue that the Carriers are not entitled to a SRB 
write-up because the Carriers are not transitioning from regulation under the valuation 
methodology. According to Anadarko/Tesoro and Staff, the Com m ission only 
intended the SRB to be a transitional rate base for existing pipelines that had assets 
that were valued under the valuation formula. In fact, they state that Opinion 154-B 
only allowed a SRB adjustm ent for assets that were transitioning from valuation to 
TOC. No valuation order was ever issued for TAPS by the ICC or FERC, 
A nadarko/Tesoro and S ta ff  claim. Anadarko/Tesoro also assert that every final rate 
on TAPS for the past 30 years has been based on the TSM  and not the valuation 
methodology. Thus, A nadarko/Tesoro state, they did not include a SRB adjustment in 
their Opinion 154-B presentation. The Carriers inflate their O pinion 154-B proxy 
with a SRB adjustment o f  $421.10 million calculated (backcasted) for 2006, 
A nadarko/Tesoro and S ta ff  contend. S taff further asserts that neither the TSA nor the 
TSM m ention the valuation methodology. This is relevant S taff  states, since from the 
com m encem ent o f  TAPS operations to date, the TSA has established the revenue 
requirements on TAPS.
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Discussion/Findings

123. The Carriers are not entitled to a SRB write-up because the C arrie rs’ assets 
were never valued under the valuation methodology. The Carriers and S taff  aptly 
note that with respect to the SRB write-up, Opinion 154-B left the door open for “a 
participant in a rate case [to] raise this issue and attempt to prove that a particular 
company is not entitled to the instant starting rate base.”94 S taff  and Anadarko/Tesoro 
have shown that the Carriers are not entitled to a SRB write-up and, accordingly the 
Carriers’ and Flint H ills’ arguments are rejected Accordingly, it is found that 
Anadarko and Tesoro have rebutted the Carriers’ alleged presum ption and thus, the 
Carriers are not entitled to an SRB write-up.

124. First, the Carriers never relied on valuation. The C om m iss ion 's  language in 
Opinion 154-B is clear. The SRB write-up was only intended for “existing assets that 
are currently valued under the valuation fo rm ula .. . .” Opinion 154-B, 31 FERC at 
61.833. Importantly, the TAPS rates were never calculated under the valuation 
formula. The Carriers claim  that their interim rates w ere based on valuation.
Carriers’ IB at 62-64. H owever, S taff  and Anadarko/Tesoro have shown that this 
argument fails for several reasons. The Carriers’ interim rates were not final and 
subject to refund and w hen the final rates were set on TAPS, those rates were based 
on the TSM and not v a lu a tio n .45 The Carriers simply never had an approved rate on 
TAPS under the valuation method. /<:/.; S taff RB at 39. It is also telling that the 
Comm ission never issued the Carriers a valuation report. '6 In addition, the C arrie rs’ 
initial filings w ere  based on different methods.97

94 Opinion 154-B, 31 FERC at 61,836 (citation omitted); The Carriers argue 
that Lakehead P ipe L ine Co., L.P., stands for the proposition that all oil pipelines are 
presumptively entitled to a SRB write-up. 71 FERC 61,338. T he  Com m ission 
noted that Lakehead had used the valuation method “ long-term ” and this is why the 
Comm ission stated that Lakehead was presumptively entitled to a SRB. Id. at 62.309 
The record here, as d iscussed below, indicates that the Carriers never used valuation.

95 A/T IB at 68; RB at 47-48; S taff RB at 39; IB at 59-60; Ex. A/T-79 at 19-20 
(Sullivan stated that the Carriers were never regulated under the valuation rate 
method); Ex. A/T-3 at 35 (Brown stated that “ [t]he C arrie rs’ rates from 1977 to date 
have been calculated under the TSM and accepted under the terms o f  the Interstate 
Settlem ent...  the Carriers have never had their rates approved or set by the ICC or by 
the Com m ission under the ICC valuation m ethodology.”).

96 A/1 RB at 47; IB at 65; S taff  IB at 60; RB at 41; Ex. A /T-79 at 20 
(Sullivan); Tr. 2074 (Ganz).

97 A /T RB at 51; IB at 67 n.55; Tr. 5800-01 (Grasso) (The eight Carriers filed 
their initial rate filings at the ICC using different rate theories: som e were original
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125. The C arrie rs’ arguments concerning LakeheaclPipe L ine Co., L.P., 75 FER C  at 
61,591 are flawed. Contrary to the C arriers’ assertions, in Opinion 154-B, the 
Comm ission specifically stated that it dees make a difference which m ethodology the 
p ipelines’ rates w ere based on. Carriers RB at 47-48. The Com m ission stated that the 
SRB adjustment was intended for “existing assets that are curren tly  valued under the 
valuation fo rm u la .. . ."  Opinion 154-B, 31 FERC at 61,836 (emphasis added). This 
language precludes pipelines that were not using the valuation method at the time 
Opinion 154-B was issued from entitlement to a SRB write-up. See id.

Issue III.B.6. What is the appropriate amount of other rate base 
items?

126. The Carriers state that for the reasons listed in section III.B. 1 the other rate 
base items w hich include land, working capital, and miscellaneous plant adjustments 
must be based on the C arrie rs’ Form 6 balances. Anadarko/Tesi ro claim that there 
should be no o ther material rate base items except for the credit to rate base for 
DR&R collections. S ta ff  states that other rate base items such as land and w orking 
capital are derivative o f  other issues and will follow from rulings on those other 
issues.

Discussion/Findings

127. The parties recognize that the resolution o f  this issue is tied to the findings 
concerning Issue III.B. 1. In that section, it was found that the correct inputs are found 
in the Carriers’ annual rate filings. S taff  discusses the $450 million exclusion from 
rate base in this section. It has already been found that the $450 will be excluded 
from rate base as discussed above. Thus, there are no other material rate base items at 
issue with the exception o f  the DR&R rate base credit issue discussed below.

Issue III.B.7. Should asserted DR&R collections and earnings be 
credited against rate base, and if so, what is the appropriate amount?

128. This issue is discussed in section III.D.

cost: and som e were “original cost filings guised as valuation.” Tr. at 5800-5801. The 
common theme being to file “ the highest possible ta riff . .. in order to minimize 
government incom e [taxes and royalties] from the field and the pipeline.” Ex. A/T- 
187 at I . The ICC interim rates were not intended to have permanent effect and were 
not “prescribed” rates. Ex. A /T -157 at 1 ,4 , 7. Therefore, it is found that the Carriers 
interim rates do not support their claims. Consequently, the Carriers SRB calculations 
arc not given any weight.
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Issue 111.C. What is the appropriate level of operating expenses 
excluding depreciation and DR&R?

129. Anadai ko/Tesoro and S taff  state that they accept the Carriers ' operating 
expenses, exclusive o f  depreciation for 2005 and 2006. Ex. A/T-143 at 5-6, and lllus. 
6; Ex. A TC 37-41, Stmt. B (2005); Ex. ATC-90-94, Stmt. B (2006); Carriers IB at 70 
n.63. As a result, there is no issue to resolve.

Issue III.D. What is the appropriate depreciation expense?

130. The Carriers areue that the Stipulation is still in effect, and accordingly, the 
proper amount o f  depreciation expense is reflected in Form 6. M oreover, the Carriers 
assert, since they have not proposed to change the approved depreciable life o f  2 0 1 1, 
that end-life rem ains in effect. The Carriers contend that i f  the Com m ission opts to 
revise the depreciable life, the Carriers have also produced a depreciation study using 
an end-life o f  2034. These recalculated amounts, the Carriers assert, were plugged 
into the O pinion 154-B model and also prove that the C arriers’ rates are just and 
reasonable using the 2034 depreciable life. The Carriers claim that 
A nadarko/T esoro 's  depreciation study, done by Mr. Sullivan, is flawed. According to 
the Carriers, Mr. Sullivan’s study is flawed because: (1) the property and accumulated 
depreciation balances are derived from the TSM and (2) because TSM -derived 
balances are not broken out by property account, Mr. Sullivan had to allocate TSM  
am ounts arbitrarily based on Form 6.

131. A nadarko/Tesoro state that they have calculated the correct depreciation 
expense using the C arriers’ annual rate filings that reflect the Carri s ' previous 
recov ery o f  investment and a remaining life o f  2034. A nadarko/Tesoro claun that all 
the parties agree that the useful life o f  TAPS will extend through at least 2034. 
According to Anadarko/Tesoro, the Carriers’ rate position is inconsistent because 
their Opinion 154-B presentation uses a useful life ending in 2034 while their filed 
rates use an ending date o f  2011. A nadarko/Tesoro contend that the Carriers’ 
depreciation study is flawed because it relics on incorrect plant balances from Form 6 
that do not reflect their previous investment and Mr. Spanos failed to adjust for an 
overaccrual.

132. A nadarko/Tesoro state that contrary to the Carriers arguments, Mr. Sullivan 
only had to allocate the property balances to individual accounts because the Carriers 
failed to propei ly update their depreciation study. Flic Carriers TSM  filings did not 
break out the overall property balances by account, Anadarko/Tesoro claim, and 
consequently, the lack o f  accurate account-by-account balances was caused by the 
Carriers. S ta ff  states that the appropriate property balances are found in the Carriers’
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rate filings. In addition, S ta ff  contends that the Carriers ' 2034 depreciation study 
conducted by Mr. Spanos, should also be used.

Discussion/Findings

133. The parties agree that depreciation expense is calculated using the appropriate 
net property balance and a reasonable estimate o f  the remaining useful life o f  TAPS. 
Carriers RB at 55; A /T IB at 73; S taff  IB at 66; RB at 46. First, the correct plant 
balances are those proposed by Anadarko/Tesoro as discussed in section III.B. 1. The 
Carriers’ depreciation study based on an end-life o f  2034 used the Form 6 balances 
which do not reflect previously recovered amounts.1,8 The Carriers take issue with 
A nadarko/Tesoro’s property allocation. Mr. Sullivan properly allocated the correct 
property balances to individual accounts using the proportions em ployed by Mr. 
Spanos. Tr. 5468-71 (Sullivan). A nadarko/Tesoro’s study used the balances from the 
Carriers’ TSM  filings and the survivor curves used by Mr. S p a n o s ."  In addition, Mr. 
Sullivan corrected for an overaccrual oT$ 147 million which Mr. Spanos admittedly 
had not done in his own study. Tr. 1741-44 (Spanos); Tr. 5470-71 (Sullivan). Again, 
Mr. Sullivan’s testimony is credible and is accorded substantial weight. Thus, 
A nadarko/Tesoro’s depreciation study will be used since it is based on correct and 
more reliable data. Second, the correct end-life o f  TA PS is 2034 as corroborated by 
several w itnesses.100 Accordingly, it is found that the correct depreciation expense 
balances arc those proposed by Anadarko/Tesoro.101

08 Tr. 1707, Ex. A /T -141 at 7. The Stipulation is no longer in effect, therefore 
the Form 6 balances should not be used. See Section II.B. 1, supra.

"  S taff  and the Carriers advocate the use o f  Spanos’s study w hich includes his 
survivor curves, as long as it applies the cor 'ct property balances. S taff  IB at 66; 
Carriers IB at 70-71; Tr. 5471 (Sullivan).

" ,0 Ex. A /T -141 at 4 (Sullivan); A/T-79 at 18-19 (Sullivan); ATC-4 at 46 
(Kalt); A TC-154 at 4 (Spanos); A/T-32 at 4 (TAPS right-of-way-extended to 2034); 
Carriers’ RB at 56.

101 The depreciation expense for 2005 is $14.06 (in millions). Ex. A/T-144, 
Stmt B4, ln. 6. The depreciation factor for 2005 is 3.8095. A /T -142; Tr. at 5745-46 
(Grasso describes the calculation o f  the depreciation factor). The depreciation expense 
for 2006 is $13.48 (in millions). Ex. A /T -146 Stmt. B4, In. 6; Ex. A /T-142. 
Anadarko/Tesoro note that Mr. Grasso agreed that for 2006 it would be appropriate to 
modify the depreciation factor to reflect one year less o f  remaining life (from 3.8%  to 
3.9%). Mr. G rasso verified that the change woul ’ increase depreciation expense 
slightly, but would not impact the overall TAPS rate. A /T IB at 75; Tr. 5988-89.
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134. The Carriers state that the TSA included a negotiated D R& R allowance in the 
TSM ceiling rates ($2.2 million for 2005 and $2.1 million for 2006). Mr. Van Hoecke 
did not include any am ounts for D R& R when calculating the Opinion 154-B rates, the 
Carriers assert. However, the Carriers note that in deciding to exclude these amounts, 
Mr. Van Hoecke did not make a determination as to whether D R & R  expenses w ere 
necessary or appropriate. The Carriers contend that their filed rates are just and 
reasonable w hem er or not they include any amounts for DR&R and, accordingly, they 
should he able to recover the full amount o f  their filed rates for 2005 and 2006.

135. A nadarko/Tesoro and S taff  argue that there should be no expense allowed for 
DR&R. The Carriers have failed to support the allowance for D R& R included in 
their filed rates, A nadarko/Tesoro contend. In addition, Anadarko/Tesoro and S taff  
assert that the C arriers’ Opinion 154-B proxy did not include any D R& R allowance 
and the Carriers did not provide any evidence related to this issue. Thus, 
Anadarko/Tesoro and S taff  conclude, the Carriers’ D R& R allowance should be 
rejected. A nadarko/Tescro  and S taff  contend that the Carriers fail to account for the 
amounts o f  DR&R they have already recovered and associated earnings. The 
C’arrie is’ massive front-loaded recovery o f  DR&R is well docum ented in the record. 
Anadarko/Tesoro claim. Anadarko/Tesoro and S taff  also argue that the Carriers’ 
parents used the funds as unrestricted capital and should be required to account for 
such earnings. Finally, A nadarko/Tesoro claim that the Carriers now have 
approximately $15 billion m ore in DR&R funds than they would need to conduct 
DR&R activities.

136. Anadarko/Tesoro and S taff assert that several key assumptions underlying the 
DR&R collection schedule have changed and will cause the Carriers collections to 
grow faster than originally anticipated when the schedule was established. They state 
that the assumptions changed as follows: (1) the life o f  TAPS was extended from 
2011 to at least 2034; (2) the federal corporate income tax rate changed from 46%  to 
the current 35%; and (3) the IRS allowed the Carriers to deduct an unanticipated $900 
million. The Carriers do not dispute these changes, A nadarko/Tesoro and S taff  
contend. Anadarko/Tesoro and S taff claim that based on applying an average 
earnings rate (attributable to the parents) the total for DR&R collections and earnings 
is more than $17.2 billion. When compared to the undisputed DR&R obligation

Issue II I .E .  W h a t  is the  a p p r o p r i a t e  D R & R  e x p e n s e ? 102

102 This section discusses all DR&R related issues including those addressed in 
Issue III.B.7 (Should asserted DR&R collections and earnings be credited against rate 
base, and if  so, what is the appropriate amount?) and Issue III.M (Are any other 
remedies related to DR&R appropriate in this proceeding?).
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amount o f  $2.63 billion proffered by the Carriers, A nadarko/Tesoro  and S taff  assert, 
there is clearly no need for further D R& R collections.

137. S taff  states that the question here is what earnings assum ption accurately 
reflects the time value o f  the accelerated collection o f  the DR&R funds and the 
unrestricted use o f  these funds by parents. Anadarko/Tesoro advocate , and S taff  
endorses, the use o f  the actual, historic, after-tax earnings rates o f  the parents. S taff  
RB at 49; A /T IB at 109. The Carriers claim that the risk-free rate is the proper rate 
and the rates requested by A nadarko/Tesoro and S ta ff  are unjustified. Carriers’ IB at
124.

D R &R  Rate Base C re d it '03

138. The Carriers argue that DR&R collections and earnings should not be credited 
against rate base. A nadarko /T esoro’s and S ta f f s  reliance on K uparuk Transportation  
Co., 55 FERC H 61,122 at 61,382-83 (1991) [Kuparuk), is misplaced, the Carriers 
contend. According to the Carriers, this is because in Kuparuk  the Comm ission 
adopted an accrual m ethodology for D R& R and, in contrast, an annuity  methodology 
is used for TAPS. The difference, the Carriers contend, is that the D R & R  am ounts in 
this case were com puted on an annuity basis and the earnings on the collections are 
assumed to be necessary to fund the ultimate DR&R obligation. Thus, the Carriers 
assert, the funds will not be sufficient to cover the obligation if  the ' ’arriers do not 
retain the am ounts collected. A llowing a rate base credit would am ount to crediting 
the shippers with presum ed warnings twice -  once in the annuity formula and again 
through the rate base deduction, the Carriers contend. Finally, the Carriers claim that 
their DR&R collections and earnings are insufficient to fund the C arrie rs’ ultimate 
DR&R obligation and crediting the rate base for these am ounts would  only further 
complicate the problem.

139. According to Flint Mills, the principle o f  intergencrational equity attempts to 
treat shippers equally over a period o f  time by ensuring that shippers during one 
period do not pay disproportionately higher costs than later shippers. Virtually all o f  
the DR&R funds were collected during the first half  o f  the TAPS life, so no funds 
need to be collected going forward, Flint Hills asserts. Flint Hills argues that 
intergenerational equity is a requirement for rates to be ju s t  and reasonable and must 
be applied to part o f  the D R & R  funds. Flint Hills claims that intergencrational equity 
should prevent the use o f  D R & R  funds to reduce the rate base and future sh ipper’s 
rates. Therefore, Flint Hills asserts, A nadarko/Tesoro’s request to credit the rate base 
should be rejected. In addition, Flint Hills argues that the solution is for D R& R funds 
to be collected from future shippers and paid to past shippers that paid the majority o f

IW This is issue III.7.
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the DR&R expense such as Williams. Since 2006 is approxim ately  the midpoint in 
the life o f  TAPS, Flint Hills states that half  o f  the funds can refunded to shippers w ho 
paid the DR&R funds from 1978-2006, without interest, and those funds can hen be 
collected from shippers from 2005 forward. Finally, Flint Hills claim s this solution 
would also avoid the controversy as to which rate o f  return should apply to the 
earnings on these funds.

140. Anadarko/Tesoro and S taff  state that D R& R should be credited to rate base. 
The Carriers’ understate the D R& R balance and do not reflect the use o f  funds as 
unrestricted capital, they claim. Moreover, S ta ff  states that the prepaym ents  represent 
interest free loans from ratepayers, that if  not properly recognized, would allow a 
pipeline to benefit from the time value o f  the funds without com pensating  the 
ratepayers. A ccording to Anadarko/Tesoro and Staff, K uparuk  requires pipelines to 
credit rate base w it’' D R & R  collections. 55 FERC . 1 61,382-83. A nadarko/Tesoro 
state that this is to: < 1) com pensate ratepayers for advancing those funds before they 
are needed for D R & R  activities and (2) eliminate the issue o f  the interest rate at 
which DR&R funds will grow  in the future.

141. A nadarko/Tesoro state that the Carriers’ witness, Mr. Van Hoecke, has 
recognized that in a sim ilar situation, pre-collected funds for future expenses should 
be deducted from rate base. The amount o f  the rate base credit in this case, 
Anadarko/Tesoro assert, will be limited to the am ount o f  the C arrie rs ’ current rate 
base because the am ount o f  D R& R collections and earnings exceed the rate base o f  
$576.86 million. A nadarko/Tesoro state that the amount o f  collections and earnings 
through 2005 totals $17.265 billion. S taff  asserts that the am ount through 2004 is 
more than $1.5 billion. A nadarko/Tesoro and S ta ff  state that they are not proposing a 
negative rate base or autom atic zeroing out o f  future Carrier investment.
Anadarko T eso ro  claim that even with such a rate base credit, the Carriers would still 
recover all their operating expenses, a depreciation allowance, an am ortization o f  
deferred return from prior periods, and a tax allowance on those deferred returns.

142. S taff  states that the problem in this case is that the Carriers began collecting 
DR&R early and in huge front-loaded amounts and, as a result, the actual collections 
plus the associated earnings have produced an enorm ous D R& R fund. The total 
amount. S taff  contends, is both greater than the C arrie rs’ rate base and the amount 
that will eventually be required to complete the DR&R task. The Commission, S taff  
states has allow ed pipelines with a zero rate base a m anagem ent fee i f  needed as an 
incentive to continue operating the line.

Other DR &R  Remedies

143. The Carriers argue that the remedies requested by A nadarko/Tesoro are not 
necessary or appropriate. The Carriers claim that there has been no overcollection o f
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D R& R funds. First, the Cairiers assert that this is because their liability for D R & R  is 
unlimited and the ultimate scope and costs o f  DR&R is uncertain. Thus, the Carriers 
conclude, the re lie f  sought is speculative and premature. Second, the Carriers argue 
that A nadarko/T esoro’s assumption that specific D R& R collection am ounts are 
identifiable is inconsistent with the TSA. The Carriers w ere not required to account 
separately for such am ounts and neither the TSA or the C om m iss ion’s orders 
accepting it suggested that the amounts collected in rates were traceable to the 
amounts in the D R & R  allowance exhibit. The Carriers assert that the overcollection 
analysis presented by Anadarko/Tesoro was flawed and when corrected, showed that 
the 2005 earnings and collections o f  DR&R would be $2,365 (invested at the 
M oody’s D ouble A bond rate) or $2.06 billion (invested at the risk-free earnings rate). 
Use o f  the C arrie rs’ paren ts’ rate o f  return on the book value o f  equity to determir 
DR&R earnings is contrary to Kuparuk  that allowed an earnings rate base on the 
p ipeline’s weighted average after-tax cost o f  capital. K uparuk , 55 FERC at 61,382. 
Next, the Carriers argue that the risk-free rate is the proper rate because that is the 
only prudent investment strategy. The Carriers also assert that this is the proper rate 
because they bear the r r k  with regard to such investments.

144. Third, the Carriers claim that granting a refund, rate base credit or requiring a 
separate D R& R fund as proposed by Anadarko/Tesoro w ould  violate the rule against 
retroactive ratem aking and constitute an unlawful taking. The Cairiers also argue that 
the rule against retroactive ratemaking bars the requirement o f  an accounting, and in 
addition, argue that it is not required by the TSA. The Carriers state that any revenues 
that the TAPS Carriers collected for DR&R prior to 2005 have becom e final, are no 
longer subject to refund, and were collected without any restrictions or conditions.
The Carriers argue that Flint H ills’ proposed relief should also be rejected because 
Flint Hills’ proposed reallocation also violates the filed rate doctrine and is not 
supported by precedent.

145. Anadarko/Tesoro  request three additional remedies related to DR&R. First, 
A nadarko/Tesoro request a full accounting for all DR&R collections and earnings to 
date. According to A nadarko/Tesoro, the Carriers have never accounted for their 
DR&R collections and earnings. Anadarko/Tesoro argue that their DR&R 
calculations, w hich use the actual, historic, after-tax earnings rates o f  the Carriers’ 
parents, should be accepted. The Carriers’ admittedly did not invest the DR&R funds 
in treasuries, but instead used the amounts as unrestricted funds, and for that reason 
the Carriers’ proposal to use the “risk free” rate should be rejected. S taff  states that 
this request is reasonable and necessary before the Com m ission can consider what to 
do with the fund. The Comm ission has required an accounting for these types o f  
funds previously and should do so here, S taff  contends. S ta ff  states that the 
accounting must allow the Carriers’ to maintain an adequate reserve to meet the 
estimated costs o f  DR&R plus inflation for another 25 years until work is completed. 
Staff states that in addition to the $576 million that the Carriers may retain, the
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Carriers should also be allowed to retain the remaining obligation o f  $2,054 billion. 
This remaining balance m ay still be com mingled with the paren ts’ general corporate 
funds, but should also be presum ed to continue to earn a return at the parents’ book 
equity rate. S ta ff  also states that i f  the earnings on the $2,054 billion docs not keep up 
with the cost o f  inflation, or other changes in the cost o f  D R & R  then the Carriers 
should be allowed to com e to the Commission to request an adjustment to their rates. 
S taff  RB at 78-79.

146. Second, A nadarko/Tesoro and S taff  request that the am ount o f  the 
overcollection be refunded to the ratepayers. S taff  and A nadarko/State that the 
amount o f  funds collected far exceeds the final cost o f  D R& R and that am ount will 
only grow for another 25 years. The Carriers should not be allowed to reap a windfall 
on the excess D R& R collections and Commission precedent does not allow pipelines 
a return on expense, A nadarko/Tesoro and S taff  claim.

147. Third, Anadarko/Tesoro and S taff  request that the Carriers be required to 
account for the collections and earnings and report such am ounts  to the Com m ission 
annually. Anadarko/Tesoro also request the establishment o f  either a segregated fund 
i f  an accounting is not required. In Kuparuk, Anadarko/Tesoro  claim, the 
Comm ission declined to establish a segregated DR&R fund, on the condition that the 
pipeline establish internal accounting for DR&R. A nadarko/Tesoro  assert that the 
Carriers’ claim that D R& R recovery has no meaning outside the TSM  is meritless. 
Anadarko/Tesoro claim that the remedies they are proposing will put the C arriers’ 
DR&R recoveries and projected expenses in sync and ensure that D R& R revenues 
retained by the Carriers are accounted for in accord,..ice with FERC guidelines.

148. Finally, A nadarko/Tesoro and S ta ff  state that contrary to the C arrie rs’ 
assertion, im plem enting a rate base credit on a prospective basis, term inating D R& R 
collections in the current rates which are subject to refund do not constitute 
retroactive ratemaking or an unlawful taking. S taff  states that the uncertainty o f  the 
final cost o f  D R& R is not a reason for the Commission to abdicate  its responsibility to 
monitor the am ount o f  D R& R collected, recognize and account for the earnings the 
Carriers (or their parents) have made, to periodically adjust the size o f  the fund, and 
insure that in the end, the Carriers will have enough to perform the D R& R without 
retaining excess amounts. In addition, S taff  states that D R & R  costs by their nature 
are unlimited and unknown. However, S taff  argues, this is why regulated utilities 
periodically adjust their rates to keep them in line with the m ost current cost estimate.

Discussion /Findings

149. A nadarko/Tesoro and S taff  are requesting several remedies in this proceeding 
related to DR&R: (1) a credit to rate base (discussed by the parties in section III.B.7); 
(2) termination o f  further D R & R  collections in rates (discussed by the parties in
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section III.E); (3) a full accounting o f  DR&R collections and earnings to date; (4) 
refunds to ratepayers o f  D R& R over-collections to date; and (5) establishm ent o f  
cither a segregated fund or specific accounting procedures for the D R & R  am ounts the 
Carriers are permitted to retain.

DR &R  expense

150. The Carriers arguments concerning specific elements o f  the TSA  not being 
applicable to non-signatories was rejected above. The TSA states: “ The DR&R 
Allowance to be included in the Total Revenue Requirement for each year to provide 
for the eventual dismantlement, removal and restoration o f  TA PS is given in Exhibit 
E. Ex. T/A 33 at 14 §11-4.10-1 Exhibit E actually sets forth the D R & R  allowance 
starting from 1984-2011. hi. at E l .  Therefore, it is clear that the TSA  included the 
recovery o f  DR&R. It is further found that the TSA D R& R am ounts  were collected 
in ra te s .105 As S taff  correctly points out, the amount collected can be pulled from the 
TSM . Ex. A/T-33 Lx. E; A/T-44 at 15-20. Addition o f  “Actual D R & R  Collections” 
from Ex. 149 totals over $ 1.5 billion. So the issue remaining is what earnings these 
funds have accrued and what the ultim, e dismantlement costs will be at the end o f  
the useful life o f  the p ipeline.106 Until .hat determination is made, there can be no 
asserted overcollection as claimed by Anadarko/Tesoro and Staff. The parties have 
presented various studies and estimates o f  what they believe the am ount o f  collections 
and earnings total to date.

151. The evidence in the record supports A nadarko/Tesoro’s and S ta f f  s contention 
that the assumptions underlying the DR&R payment calculations changed over time 
which potentially caused the Carriers to earn more interest on the collected am ounts 
than originally anticipated. Ex. A/T-140 at 92-93. As pointed out by Mr. Brown, who 
provided credible testimony on this issue, these changes result in a larger amount o f  
after tax DR&R earnings than originally anticipated when the D R & R  collection 
schedule was established, hi. For instance, the useful life o f  TA PS is now longer

104 Ex. ATC-14 at 14 (§11-4), ATC-14 at 54 (Ex. E).

105 Ex. A /T-140 at 17; Ex. A/T-75 at 38-41; Ex. A/T-3 at 51; A /T-33 at Sec. II- 
4, Ex. E; A /T-35 at 33-34; E x .A T -4 4  at 20 ln. 117 (“ D R& R A llow ance” ); Trans. 
Alaska Pipeline Sys., 33 FERC at 61,139 (the Com m ission stated that the DR&R was 
based on an accelerated schedule and therefore, the expense is front-end loaded).

106 Ex. A TC-157 at 11 (Browning stated since TAPS is expected  to operate 
through 2034, “ it is practically impossible to estimate, today what the ultimate costs 
o f  DR&R will be.” ). Browning estimated actual cost o f  performing D R & R  at $2.63 
billion (in 2005 dollars). However, he also asserts that it could require an additional 
$2.44 billion presum ing removal o f  the entire pipeline. Exs. A T C -1 15 at 31, 53; 
ATC-157 at 3-4, 8-10.
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than originally anticipated. The record evidence in this case establishes the useful life 
needs to be corrected to 2034. Federal corporate tax rates declined from 46%  to 
35%; the Carriers reached an agreement with the IRS which allow ed a $900 million 
tax deduction for D R& R. Ex. A/T-3 at 77, A/T-78 at 57; A /T-140 at 92-93. The 
record in this case also shows that the Carriers had unrestricted use o f  the DR&R 
collections. Exs. A /T -160 at 42-43; Tr. 6529-31; 6505-06 (Hanley); Tr. 5513 
(Sullivan); Tr. 6040-41 (Grasso); Tr. 4030-31 (Olson).

152. While A nadarko /T esoro’s and the Carriers’ yearly D R & R  allowance amounts 
are mostly sim ilar (with the exceptions noted below), see Ex. A /T-30; Ex. ATC-130, 
it is the earnings rate that is causing the large disparity in the parties’ calculations. 
Anadarko/Tesoro and S taff  argue that the Carriers’ earnings on D R & R  should 
account for the fact that the funds were used as unrestricted capital by the Carriers’ 
corporate parents. A /T  IB at76: S taff  IB at 68. These parties and S ta ff  propose the 
use o f  the actual historic earnings rate o f  the C arriers’ parents (after-tax composite 
returns on equity) w hich is as high as 28.29 percent and 27.98 percent. See A /T -149 
at I; A/T-143 at 46. A nadarko/Tesoro witnesses Brown and G rasso claim that the 
D R& R collections grow ing at the paren ts’ actual historic rates will equal $17,265 
billion through 2005. Ex. A T-140 at 99-100; Ex. A /T -I4 9 ." 17 T he Carriers claim this 
study is riddled with errors and have offered their own “corrected” calculations which 
state that the D R& R collections and earnings total for 2005 would be $2,364.
Carriers IB at 119; Ex. A T C -1 15 at 40-43.

153. The C arrie rs’ flatly reject the use o f  their paren ts’ rate o f  return on equity as 
being too high and, similarly, that is the finding here. As the C arr ie rs’ point out, this 
earning rate assum es that that Carriers are engaging in risky investments. A T C -1 13 at 
42; C arriers’ IB at 124. It is not surprising that using this extraordinarily high rate 
results in a D R & R  calculation o f  over S 17 billion. See C arriers’ IB at 121; A/T IB at 
77; C arriers’ IB at 121. N either Mr. Brown nor Mr. Hanley (who calculated the 
return on equity  for the parents from 1977-2005) knew o f  any precedent that supports 
the use o f  the paren t’s return on equity. Tr. o667, 4989; S taff  IB at 68. In addition, 
A nadarko/Tesoro and S taff  fail to cite any precedent for such a rate o f  return. Thus, 
A nadarko /T esoro’s proposed earnings rate is rejected and, accordingly, 
A nadarko /T esoro’s D R & R  calculation using the C arriers’ parents return on equity is 
rejected. See A /T -149. This is consistent with the conclusions below  concerning 
capital structure w here use o f  the Parent’s capital structure is rejected.

107 State w itness Ives using a weighted cost o f  capital for the Carriers 
calculated collections and earnings as o f  2005 to be $5.64 billion Exs. SOA-8 at 43- 
44; SOA-13.
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154. Conversely, the C arriers’ proposed rate com es in at the low er end o f  the 
spectrum with a proposed risk-free earnings rate o f  United States Treasury securities. 
Carriers’ IB at 120-21; Ex. A T C -113 at 44. This rate is simply too low and fails to 
take into account that the Carriers basically have failed to create a separate DR&R 
account and, thus, have had free : in to use the funds as they please. See Ex. A TC- 
113 at 38-39; S ta ff  IB at 68-71; A /T IB at 76-77. A dditionally, the Carriers did not 
invest these funds in these securities. The Carriers also fail to cite any precedent to 
support their rate and Dr. K alt’s testimony on this issue is not credible. Ex. A T C -1 13 
at 42-44. In refuting Mr. B row n’s and Mr. G rasso’s “grossly exaggerated rates o f  
return,” Dr. Kalt takes issue with such a rate because it essentially requires the 
Carriers to participate in risky investments. Id. H owever, in light o f  the fact that there 
is no DR&R fund at all, it is disingenuous for Dr. Kalt to argue that the appropriate 
rate is that which “ the paident and rational” investor would take. Id. at 44; A T C -1 13 
at 38-39. While the Carriers used the DR&R monies collected as they pleased, they 
should be required to recognize a reasonable return on such funds. The Carriers’ 
overly conservative “risk-free” rate is also re je c ted .108 Thus, the quandary here is to 
find a balance between the earnings rate o f  a risky investor and the conservative “risk ­
free” investor, and more importantly, one that is supported by Com m ission precedent.

155. Dr. T o o f s  D R& R calculation in Exhibit A T C -130 (as directed to be corrected 
below) is the m ost credible D R& R earnings calculation. First, A nadarko/T esoro’s 
calculation in Exhibit A/T-30 incorrectly uses the 12 percent M o o d y ’s Aa bond rating 
for the period 1985 through 2005 without adjusting the percentage for changes in 
subsequent years. C arrie rs’ IB at 120; Ex. ATC 115 at 41. This failure to use actual 
amounts (the same criticism Anadarko/Tesoro had o f  the C arr ie rs’ DR&R Actual 
Collected am ounts  for the period 1977-1981 in their D R& R study) renders this study 
flawed.109 Dr. T o o f s  Exhibit A T C -130 DR&R calculation uses the actual M oody’s 
Aa bond rating for each year. Ex. A T C -1 15 at 45. Dr. T o o f  explained that Exhibit 
A T C -130 presents the results o f  substituting M oody’s Aa rate for the risk-free rate.
The record shows that Dr. Horst created the underlying TSM  D R & R  allowance 
schedule in the TSA assuming that the revenue stream would earn  M o o d y ’s Aa bond 
yield to achieve the desired DR&R expense am ount o f  $872.1 million (in 1977 
dollars).110 Exhibit A TC-130 is L ,.  T o o f s  DR&R calculation using the actual

11,8 Exhibit A T C -129 is based on the “ risk-free” rate and is therefore rejected.

109 A /T  IB at 72 n 61.

110 A T C -1 15 at 32-33. Dr. H orst’s analysis adheres to the depreciation factors 
included in Exhibit F to the 1985 Settlement Agreement. Mr. Horst also assumed that 
the cost o f  D R & R  would increase by the Gross National Product (GNP) deflator. 
Additionally, Dr. Horst (back in 1985) for the period 1985 to 2015 fixed the inflation 
rate at 6 percent and estimated a M oody’s Aa bond yield at 12 percent. Ex. ATC-1 15 
at 33.



Docket No. IS05-82-002, et al. 6 8

M oody’s A a bond ra te .1,1 In making this calculation, Dr. T o o f  started with the data 
from Dr. Horst and corrected Mr. G rasso ’s methodological and data errors.112 It is 
found that use o f  the actual M oody’s Aa bond rate for the years 1977-2005 is the most 
reasonable approach here. This is consistent with what Dr. Horst did in 1985 to 
reflect D P& R  allowances in the TSA. However, since he was forecasting he 
presumed a 12% rate for future years. Now that the rates have actually been collected 
(including the D R & R  allowances) consistent with his approach, the actual M oody Aa 
bond rates can be used to establish earnings on the D R & R  funds. This is consistent 
with the approach utilized in the TSA and it is found that it is equitable to continue 
such an approach.

156. A nadarko/Tesoro claim that Dr. T o o f s  calculations do not reflect actual 
collections for the period 1977-1981.113 Anadarko/Tesoro are correct in that Dr. T o o f  
replaces the TSM  numbers with what he claims arc the actual collections lor this 
period. There is no evidence in this record to justify  Dr. T o o f  s replacement numbers 
for this period. The Carriers claim that Mr. G rasso’s calculation incorrectly includes 
the TSM -6 am ounts  that are not based on the amounts included in the TAPS C arriers’ 
tariffs for the period 1977 through 1981. Carriers’ IB at 119. This argument is 
rejected and it is found that the correct amounts are indeed found in the TSM-6. As 
discussed above, the evidence in the record clearly shows that TSM -6 was used to 
calculate the C arr ie rs ’ revenue requirements and refund liabilities from the period 
from 1977- 1985 under the TSA. A/T-140 at 96; A/T-35 at 25, 107; A/T-44 at ln. 117 
(TSM -6 data from 1968-2011); A /T -196 at 2 2 9 -3 1, 236-37; S taff  IB at 68; A /T -195 at 
In. 117. The evidence shows that the am ounts shown in Dr. H orst’s schedule and 
used by Mr. G rasso  reflect the amounts that were used to calculate the TSM revenue 
requirements and refunds for those years. A/T-140 at 100. Accordingly, the C arrie rs’

111 A T C -130 is A T C -129 substituting the “risk free” rate for the M oody’s Aa 
bond rate. A T C - 115 at 45.

112 Dr. T o o f  states that Mr. G rasso ’s errors are that he: (1) incorrectly used the 
DR&R am ounts  for the period 1977 to 1981 included in the Dr. Horst schedule which 
are not the actual am ounts collected by the Carriers; (2) incorrectly computes the 
C arrie rs’ tax saving over the period 1977 to 2003 ( Dr. T o o f  states that it should only 
be from 1988 to 2003); (3) ignores that the Carriers have waived collection o f  the 
TSM  DR&R allow ance on intrastate throughput and did not include the short fall in 
the interstate revenue requirement and; (4) he incorrectly uses the 12 percent rate 
assumed by Dr. Horst in 1985 instead o f  the M oody’s Aa bond yield for the period 
1985 through 2005. hi. at 40-41.

113 Dr. T o o f  claims that lie used the numbers used in the ICC filings.
However, as d iscussed above, these numbers were not collected through the Carriers 
rates for TAPS for the years in question.
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attempt to use the numbers they claim w ere in their initial ICC filings is rejected. 
Carriers’ IB at 119-20; A T C -1 15 at 41.

157. Consequently, it is found that the record reflects that the TSM  model numbers 
for these years should be used since this is what was actuai’v collected in rates. 
Support for this is found in Dr. T o o f s  testimony at Ex. A TC -126 colum n titled “ 1985 
TSM  M odel.” These are the num bers used by Grasso for the same years. See Ex. 
A /T -149. These numbers are also corroborated by Ex. A /T-195. As a result, Dr. 
T o o f s  study will be corrected by replacing the TSM  numbers in h s “Adjusted D R& R 
A llow ance” column, starting with 1977 through 1981 in Exhibit A T C -130.1,4 Thus 
for 1977- 1981 the num bers found in G rasso ’s Ex. A /T -149 for D R & R  allowances 
collected will be used. The results o f  this am ended exhibit will be reported to the 
Com m ission in a com pliance filing.

158. The evidence in the record supports a finding that the C arrie rs’ weighted 
average nominal after tax cost o f  capital is the most reasonable rate for reflecting 
future earnings on D R& R monies already collected. Since a Carrier is presumed to 
eventually earn the weighted average nominal after tax cost o f  capital on rate base 
items a similar assumption can reasonably be applied here. Thus, it is found that from 
2006 forward, the Carriers will calculate the earnings o f  the D R& R account using 
their weighted average nominal after tax cost o f  capita l115 (with the adjustments from 
above as their starting point). A nadarko/T esoro’s argument is no- • moot since their 
argument has been addressed by the mandated adjustment above w hich modifies the 
1977-1981 data to reflect the TSM am ounts o f  D R& R for this period (found in Dr. 
H orst’s T SM -6 schedule). A/T-44 at In. 117.

159. Accordingly, pursuant to the findings above, it is concluded that the amount o f  
D R& R collections and earnings to date will be calculated using the methodology in 
A T C -130 (page 1 o f  2) with the following modifications: (1) Exhibit A T C -130 shall 
be modified to replace the “Adjusted D R& R A llow ance” for years 1977 through 1981 
with the am ounts  from the “A ctual” column in Exhibit A T C -126 (see also A/T 149 
column “A ctual D R & R  Collections” ) for years 1977 through 1981 and  (2) Exhibit 
A T C -130 “ M o o d y ’s A a” column shall be utilized to calculate the C arrie rs’ after tax 
accumulated balance for the every year starting with 1977 thru 2005 and starting in

1,4 Exhibit A T C -130 shall be modified to replace the “Adjusted DR&R 
A llow ance” for years 1977 through 1981 with the am ounts from the 1985TSM Model 
column in Exhibit A TC-126 (see also A/T 149 column “ Actual D R& R Collections”). 
In other words, the D R& R num bers for 1977-1981 will be the num bers reflected in 
the TSM.

115 For clarity, this equals the addition o f  nominal weighted rate o f  return on 
equity and the weighted cost o f  debt.
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2006 and forward, the earning on D R& R shall be calculated using the Carriers 
weighted average nominal after tax cost o f  capital. Thus, the funds collected will 
continue to earn at a reasonable rate consistent with this decision.

160. A nadarko/Tesoro and S taff  argue that there should be no further collections for 
DR&R expense because: (1) the Carriers failed to support any D R & R  allowance; (2) 
the Carriers have failed to account for amounts collected and associated earnings thus 
far; (3) the Carriers have already overcollected DR&R; and (4) basic assumptions 
underlying the original D R& R schedule have changed. Anadarko Tesoro and S taff  
are correct that the Carriers have failed to make a showing, p rim a  fa c ia  or otherwise, 
that further D R& R collections are required. See S taff  IB at 66-70; A /T  IB at 75-77. 
Further corroboration o f  this is that the Carriers failed to include D R & R  in their 
Opinion 154-B presentation and Dr. T oo f  and Mr. Van Hoecke only offer terse 
DR&R discussions that also fail to support any further DR&R collections.116 In 
addition, although Mr. Browning provides extensive testimony regarding his D R& R 
cost estimates, the Carriers fail to show that they still have not collected sufficient 
DR&R to cover the estimated amount. See A T C -157 (Browning). Thus, it is found 
that the Carriers have not cost justified additional collections o f  D R& R expense 
through future rates and, accordingly, the expense is not permitted to be collected in 
the cost based 2005 and 2006 C arriers’ rates. This is consistent with Comm ission 
policy.117

Rate Base C redit

161. Anadarko/Tesoro and S taff  contend that a portion o f  the am ount collected 
should be credited to rate base or refunded because the Carriers have amassed “a 
DR&R fund that is enorm ous” and "far outstrips anyone’s estimate o f  what the 
eventual DR&R task will require.” S taff IB 64, 90-94; A/T IB at 106-10. 
Anadarko/Tesoro and S ta ff  advocate a rate base credit for DR&R while Flint Hills 
and the Carriers vehem ently  oppose such a credit. A nadarko/Tesoro and S taff  cite

116 S taff  IB at 70; A /T IB at 75; A TC -12 at 27, 29 (Dr. T o o f s  mention o f  
DR& R expense only includes a reference to the stipulated D R& R allow ance in the 
TSM); ATC-35 at 33 (Van Hoecke simply states that that he did not include any 
DR&R in his Opinion 154-B analysis). An inference is made that the Carriers 
deemed they did not need to collect any additional DR&R in costs based rates. This 
is distinguishable from their rate filings for 2005 and 2006 which included an 
allowance for DR&R. Ex. A T C -12 at 27, §II.D.10. Dr. T o o f  acknowledge that the 
TAPS TSA revenue requirement included an allowance for D R& R but the Carriers 
did not support such under their 154-B proxy.

U1 See Sabine R iver A u tho rity . 10 FERC 61,241 at 6 1,4 5 1 (1980); FPC  v. 
N atura l Gas P ipeline Co, 3 15 U. S. 593-96.
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Kuparuk in support o f  the proposition that the Carriers must credit rate base so that 
the Carriers do not “reap the time value o f  these funds without com pensating rate 
payers” and to “eliminate the contentious issue o f  the interest rate at which D R& R 
funds will grow  in the future.” 118 The rate base in this case is $576.86 million. The 
remaining rate base in TA PS will be fully depreciated by 2011. Tr. 2685 (Van 
Hoecke). However, Strategic Reconfiguration will add some rate base as it is built. 
A nadarko/Tesoro argue that only a portion o f  the D R & R  be credited against rate base. 
Essentially, crediting rate base would zero it out. The Carriers have effectively 
distinguished Kuparuk  from this case by pointing out that in Kuparuk, the 
Comm ission adopted an accrual methodology for D R& R amounts, while the D R& R 
here was collected based on the annuity method. Kuparuk, 55 FERC at 61,382; Ex. 
A T C -1 15 at 3 3 .119

162. Noting the impact o f  this difference is critical. The accrual method takes the 
total amount o f  the estimated DR&R expense and divides it into equal payments to be 
made by the shippers. Tr. 4959. W hereas, under the annuity method, the shippers do 
not pay the full amount, but some lesser amount which is expected to grow over time 
to cover the total expense. Tr. 4959-60; Carriers IB at 69; RB at 53-54; Tr.6669. 
Crediting the rate base for the amounts o f  collected D R& R under the annuity method 
would prevent the Carriers from earning the interest on those funds that is to be added 
to the DR&R “ fund” to cover the final D R& R c o s ts .120 Unlike the instant case in 
Kuparuk the D R& R did not exceed the rate base. Moreover, the earnings in the 
instant case have been earning interest for years. W hereas, in Kuparuk the issue was 
w hether the accruing funds should be deducted from rate base rather than from the 
rate o f  return.

163. In addition, the other cases cited by Anadarko/Tesoro and S taff for the 
proposition o f  crediting rate base are distinguishable.1*1 S taff  points out correctly

118 S ta f f  IB at 63; A /T  IB at 71.

119 Carriers IB at 69-70; RB at 53-54.

12u It is noted that in Kuparuk  the Com m ission was setting rates close to the
beginning o f  service on the pipeline. This is not the case here were we are looking
backwards to establish the remaining rate base and looking forward to establish cost 
based rates under Opinion 154-B which has never been followed to set rates on 
TAPS.

121 S ta ff  IB at 63 n. 90 (Kansas P ipeline Co., 96 FERC «| 63,014 at 65,100-01 
(2001); ARCO Pipe L ine Co., 52 FERC «| 61,055 at 61,238 (1990)).; A/T IB at 71 
n.60 (citing E nbridge Pipelines (KPC), 100 FERC 1| 61,260 at P 289-95 (2002); Koch  
Gateway P ipeline Co., 79 FERC H 61,388 at 62,648 (1997); WiUiston Basin, 72 FERC 
at 61,365; E nd ico ll P ipeline Co., 55 FERC *| 63,028 at 62,648 (1991); Tennessee Gas 
Pipeline Co., 25 FERC «| 63,052 at 65,153 (1983), a ff'd  in part, 32 FERC 61,086 at
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that the instant case is different from any cited case. This is because the DR&R 
collections began eany  in the TAPS line, in front-loaded am ounts contrary to any 
Commission precedent. The fund outstrips the TAPS current rate base and probably 
what the eventual DR&R task will require .122 It is the Carriers who, admittedly, will 
bear the obligation o f  paying for the DR&R o f  TAPS, regardless o f  the final cost.123 
As discussed above, the final amount o f  DR&R costs is speculative at this point.
Thus, it is concluded that at this time the Carriers will not be required to credit rate 
base or refund any amounts.

164. The C arriers’ argum ents that refunds or a rate base credit am ount to retroactive 
rate making or a taking are rendered moot by this finding. Flint H ills ’ arguments 
concerning the rate base credit are also moot. Finally, Flint H ills ’ request that a 
refund for one-half  o f  the D R& R collected be given to past shippers in the interest o f  
intergenerational equity is also denied due to the unsettled nature o f  the final D R& R 
cost issue. The conclusions here synchronize the D R & R  balances retained by the 
Carriers with the expected expense level. This is a reasonable approach which 
protects rate payers under the circumstances o f  this case.

Other Remedies

165. S ta ffand  Anadarko/Tesoro correctly classify the D R & R  collections and 
earnings as a prepayment. S taff  IB at 93; A/T IB at 71; Tr.5507-08. The sh ippers’ 
payment o f  D R& R is indeed a prepayment o f  an expense that may be refundable in 
the event that there is a surplus once the DR&R is completed. See K uparuk , 55 FERC 
at 61,382.

61,220 (1985)). The various cases do stand for the proposition that D R& R should be 
credited to rate base because the pipeline is assum i  to recover the full amount o f  its 
costs from the ratepayers and any in teus t  is considered an excess (or compensation). 
However, in the case at bar the amounts collected and the interest earned become part 
o f  the DR&R expense “ f i r d ” which are necessary to meet the future total costs. The 
collections plus the interest earned are needed to meet the total D R& R expense. This 
is the reality o f  what the TSA parties agreed to early in the life o f  TAPS. M oreover in 
this regard, the shippers have been paying less as a result o f  this methodology.

122 S taff  IB at 64.

123 Dr. T o o f  stated that “ [ijt is certainly my testimony that TA PS carriers and 
their parents have unlimited liability to do the DR&R rem edia tion .. .  if  the TSM ran 
through 2 0 1 1 to its conclusion, absent extraordinary events that the TA PS Carriers 
would have the total liability and collected all ihe D R& R they could collect.” Tr. 655. 
A T C -1 13 at 38 (“ W hat stands behind the ultimate D R& R expenditures are the TAPS 
Carriers, themselves, and the parent com pany guarantees that the Secretary o f  the 
Interior has required under the Federal Right-of-Way grant”).
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166. The Carriers argum ent that they should not be required to account for D R & R  is 
rejected. The record in this case shows that in fact they have collected DR&R in rates 
for almost three decades. Importantly, the Carriers adm it that there is no “stand­
alone” D R& R fund maintained by the TAPS Carriers.” Ex. A T C -1 15 at 33:1-2. Thus, 
although these arguments were presented to support denying further D R& R 
collections, they provide additional support for the requirement that the Carriers 
account for the funds collected.

167. Accordingly, the Carriers will be required to account for the D R & R  funds 
collected and the earnings on such funds. Thus, it is concluded that the Carriers will 
be required to maintain an accounting o f  the DR&R and earnings to date using the 
methodology prescribed above and report such amounts on Form 6 on a yearly 
basis .124 These reports will utilize the amounts from the corrected Ex. A T C -130 up to
2005. Starting in 2006 the annual reports shall show the sums credited yearly to 
DR&R earnings based on the Carriers weighted average nominal after tax cost o f  
capital.

168. The C arrie rs’ argum ent that requiring them to maintain an accounting o f  their 
DR&R collections and earnings constitutes retroactive ratemaking is meritless. S ta ff  
and Anadarko/Tesoro are correct. The case cited by the Carriers is distinguished and 
there is no retroactive ratemaking issue here where the m oney was collected in 
jurisdictional rates and related to a jurisdictional service such as the TAPS pipe line .125 
In addition, there are no retroactive ratemaking implications where the remedy is only 
forward looking, such as the accounting requirement imposed here .126 Requiring an

124 In Kuparuk, supra the Commission required an internal accounting for 
DR&R and details in annual reports o f  the sums credited to the D R& R fund. 
Kuparuk, 55 FERC at 61,382.

125 The case cited by the Carriers is distinguishable. The Carriers cite, P ub lic  
U ti't ic s  Commission o f  C a lifo rn ia  v. FERC , 894 F.2d 1372 (D.C. Cir. 1990)
( C a lifo rn ia ), for the proposition that requiring refunds, a rate base credit, or an 
accounting related to D R& R refunds constitute retroactive ratemaking. S taff  and 
Anadarko/Tesoro coriectly  point out that in C alifo rn ia  the deferred tax reserve had 
been collected in jurisdictional rates and the rate base credit would have been to non- 
jurisdictional assets. 894 F.2d at 1380. The court’s concern there was that the 
C om m ission’s credit for the funds collected was “ not attached to, derived from, or 
related to” the service. Id. at 1379. In contrast, here there is no matching issue since 
“ the DR&R funds were collected in jurisdictional rates and relate to the jurisdictional 
TAPS pipeline.” A/T RB at 89.

126 The Carriers cite Tarpon Transmission Co., 57 FERC P 61,371 (1991), to 
support their argument that the Commission lacks authority to return ovcrrecovcries
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accounting o f  D R & R  collections and earnings is w holly  consistent with Comm ission 
precedent.127 D R & R  collections are for an anticipated expense that m ay need to be 
refunded to the shippers in the event there is a surplus. Flint H ills’ requested remedy 
is also denied due to the speculative nature o f  the actual D R& R expenses at this time 
and up to the time the Carriers have to undertake the dismantlement. In addition, as 
S taff points out, granting the refund contemplated by Flint Hills will be a m onum ental 
task that, ' ' 'undertaken  at all, should be when all final costs are known. See S ta ff  RB 
at 87 n.285.

169. In conclusion, it is found that while the question o f  the ultimate cost o f  D R& R 
lingers, the question o f  w hether refunds arc necessary is premature. The Carriers will 
not be required to credit rate base or refund any D R& R at this point. H owever, the 
Carriers will be required to maintain an accounting o f  the D R& R am ounts  collected 
and returns on such am ounts  in their Form 6 report as described above.

Issue III .  F. W h a t  is the a p p r o p r i a t e  r e t u r n  on in v e s tm en t?

1. The Carriers claim that the cost o f  capital should be based on the capital
structure o f  the C arrie rs’ parent companies, the paren ts’ com panies cost o f  debt, and 
a cost o f  equity established using the DCF methodology with oil pipeline proxy 
companies or using a risk prem ium  methodology if  appropriate oil pipeline proxy 
companies are unavailable. Additionally, the Carriers argue that they should get a 
two percentage point equity risk prem ium  to reflect the extraordinary risks associated 
with TAPS.

Issue III.  F. I. W h a t  is the a p p r o p r i a t e  cap i ta l  s t r u c t u r e ?

170. The Carriers and Flint Hill claim, the appropriate capital structure to be used 
by each TA PS Carrier is the actual capital structure o f  its parent com pany. The 
Carriers assert that in Opinion 154-B, the Com m ission required oil pipelines to use 
actual rather than hypothetical capital structures o f  either the pipeline or its parent. 
Carriers’ IB at 74 (citing Opinion 154-B, 31 FERC at 61,836). In addition, the 
Carriers claim  that the C om m ission also held that a pipeline should use its parent’s

to ratepayers. This case is inapplicable since the accounting requirement only 
concerns the 2005 rates forward. In addition, A nadarko/Tesoro cite Tarpon to argue 
that a surplus must be refunded to ratepayers. As discussed above this request has 
been denk  ’ is premature.

127 See K uparuk , 55 FERC at 61,382; see Sepulveda, 117 FERC at P 74-75 
(The C om m ission required SFPP to provide an accounting o f  “regulatory costs 
outstanding at the beginning and end o f  each year and the am ount o f  those costs 
recovered during each year.” ).
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actual capital structure if  the pipeline has issued no long-term debt, has issued long­
term debt to its parent, or has issued long-tenn debt to outside investors guaranteed by 
its parent. That is the case here, the Carriers claim. The Carriers also assert that the 
Comm ission has approved the use o f  p ipeline’s parent com pany’s capital structure in 
each oil pipeline filing it has considered and never imposed a hypothetical capital 
structure on an oil p ipeline.128 Moreover, the Carriers add that the 71.42% equity 
ratio that represents the ownership weighted average equity ratio for the TAPS 
Carriers’ parents from 1968 through 2005 is similar to the 71%  equity ratio allowed in 
Colonial.

171. The Carriers state that the ICC and the Comm ission have recognized that the 
TAPS project produces a higher risk factor than is normal in crude oil operations and 
that at one point there was a risk that TAPS would not be com pleted due to cost 
overruns.129 The Carriers claim that these risks had a substantial impact on the 
financing o f  TA PS that was so significant that TAPS could not have been financed 
without the full backing o f  the TAPS Carriers' parent companies. Therefore, the 
Carriers contend, it is appropriate that the TAPS C arriers’ rates be based on the parent 
com panies’ capital structures. This will reflect the capital structure underlying the 
investment, the Carriers assert.

172. Further, the Carriers claim that the parent companies are vertically integrated, 
highly diversified oil com panies that engage in numerous businesses that have 
offsetting risks. This is also confirmed by the parent com pan ies ’ Form 10-K Annual 
Reports to the SEC, the Carriers claim. In contrast, the Carriers state that they are 
much less diversified and they have a single asset, in a single location, dependent 
upon production from one area— the TAPS pipeline. These differences make the 
business o f  the TAPS Carriers riskier than the businesses o f  their parent companies, 
the Carriers contend. Thus, the Carriers conclude both Com m ission precedent and the

I
‘ The Carriers cite Kuparuk, supra  and C olon ia l P ipeline Co., 116 FERC 

61,078 at P 62 (2006) (C o lon ia /)(constitutes provisional acceptance o f  an equity ratio 
as high as 71%).

129 The Carriers state that these risks include the concentration o f  TAPS assets 
in Alaska, the hostility o f  the Alaskan terrain and weather, the environm ental and 
technical challenges faced by the Carriers in designing, constructing, etc. TAPS, the 
continuing sensitivity o f  various state and federal governm ent authorities, the 
stringent legal requirements imposed on TAPS, the number o f  time consum ing delays 
caused by the need to obtain multiple approvals from state and federal authorities, the 
enormous capital investment ultimately required to construct TAPS, the need for 
investors to fund the entire $9.1 billion project before TA PS could generate any 
revenue to return to investors, and sabotage.
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facts o f  this case w hich show that the Carriers’ business is more risky than that o f  the 
parent com panies supports  the use o f  the parent com panies ' capital structures.

173. The Carriers c laim  that the capital structure used by the S ta te ’s and 
A nadarko/Tesoro’s proxy group is inappropriate. First, the Carriers argue that the 
use o f  a proxy group to determine the capital structure o f  an oil pipeline com pany is 
unprecedented. The Carriers state that the Comm ission uses a proxy when applying 
the DCF m ethodology to determine the cost o f  equity. However, Anadarko/Tesoro 
and the State take the unprecedented approach o f  using their proxy group as a 
measure o f  capital structure in an oil pipeline case. Second, the Carriers assert that 
the proxy group com panies face lower risks than the Carriers because those 
businesses acquired a ’ ady built pipelines and have diversified businesses. Third, the 
Carriers contend that the proxy group com panies’ capital structures are not all 
comparable to the capital structures o f  oil pipeline companies. Fourth, the proxy 
companies do not have oil pipeline operations in Alaska, and therefore these 
companies are not subject to the risks associated with the extreme climate and harsh 
terrain as is TAPS. Fifth, the Carriers argue that determination o f  a capital structure is 
not an exact science and involves other factors such as the need for funds and the 
ability to raise debt. Sixth, the Carriers claim that the capital structure proposed by 
Anadarko/Tesoro and the State would eliminate the Carriers’ ability to raise any debt 
because the cash flow generated from rates w’ould be insufficient. Finally, the 
Carriers contend that the bond rating o f  the DCF proxy group members is just above 
juiiK bond status and the suggested proxy structures would cause the Carriers to be on 
the verge o f  junk bond status.

174. Next, Flint Hills argues that the oil pipelines cannot be used to establish capital 
structures in this proceeding. Flint Hills claims that in Sepulveda, 117 FERC at 
62,376, the Com m ission rejected the use o f  the sixth m em ber o f  the oil pipeline proxy 
group (Enron Liquids) because its distributions per unit exceeded per unit income in 
each o f  the years. In Sepulveda, the Commission held that MLPs cannot be used as 
proxy com panies for return on equity i f  distributions exceed earnings, Flint Hills 
claims. Flint Hills asserts that during the cross-examination o f  Mr. Henley it was 
established that all four o f  the rem aining oil pipeline MLP proxies now have 
distributions per unit that exceed income per unit for the relevant time periods. In 
addition, Flint Hills states that Mr. Hanley agreed that based on Sepulveda, there was 
the potential that each o f  the M LPs might be disqualified for use in an oil proxy to 
establish capital structures for oil pipelines. Flint Hills claims that Anadarko/Tesoro 
ignored this decision.

175. Flint Hills also argues that there is no basis for using gas pipeline proxies 
because in Opinion No. 435, the Comm ission found that the use o f  gas com panies in 
proxy groups for oil pipelines was no longer necessary and that using gas pipelines as 
a proxy for data that was not readily available no longer has to control. Since the
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proxy group cannot be used, Flint Hills claims, the only other o p ’ n ia *o use the 
TAPS C arriers’ paren t’s weighted average capital structure. Flint i ,  claims that 
S ta f f s  assertion that all o f  the parties have constructively agreed to use the same M LP 
proxy group and that the Commission could accept that agreem ent as a trial 
stipulation is preposterous. Flint Hills states that the proposition is flawed because it 
is likely that not all o f  the parties (or none o f  the parties) would have used an oil 
pipeline proxy group if SPFF Sepulveda would have been issued before testimony 
was filed and Flint Hills has never agreed to use the oil pipeline M LP proxy group. In 
addition, Flint Hills states that Anadarko/Tesoro also claim that earnings-capped 
distributions could be used in the DCF calculation. This approach was rejected in 
Kern River, Flint Hills contends. Thus Flint Hills concludes, tne parent com pany 
capital structures should be used for return and deferred earnings purposes. 
Alternatively, Flint Hills argues that the record must be supplem ented for cost o f  
equity purposes.

176. Flint Hills claims that no Comm ission authority exists to use gas pipeline 
proxies in this proceeding. S taff suggests the use o f  a gas pipeline proxy >roup as an 
alternative, Flint Hills claims. Flint Hills states that Staff supports this proposition by 
citing SFPP L.P. w hich stated that the Commission used to rely on gas pipelines as a 
proxy. Flint Hills asserts that since this evidence is no longer available, it is 
inappropriate to go back to using gas pipelines as a proxy. In addition, Flint Hills 
claims that A nadarko/Tesoro witness Mr. Hanley did include an analysis using gas 
pipelines. H owever, Flint Hills claims, Mr. Hanley made it clear that he had not 
included the gas pipeline proxy as a recom mended basis for determ ining the capital 
structure o f  TAPS or as a substitute for the four oil pipeline M LPs. Finally, Flint 
Hills states that no par ty ’s rate o f  return witness was on notice with respect to the 
possible problem with the use o f  oil pipeline M LP proxies prior to filing written 
testimony and therefore none o f  the witnesses addressed the problem or other avenues 
to address the issue. If  any o f  these issues, including using the proposed oil pipeline 
MLP proxies are to be considered in the Initial Decision, in light o f  the Sepulveda 
decision, the hearing in this proceeding would have to be reopened so that additional 
pre-filed t *st..nony could be submitted and witnesses cross-examined, Flint Hills 
claims. Flint Hills states that this can be avoided if the paren ts’ w eighted average 
capital structure is used.

177. A nadarko/Tesoro state that the appropriate capital structure for TA PS for 2005 
is 55% debt/45%  equity and for 2006, 58% dcbt/42%  equity per the evidence 
sponsored by Mr. Hanley. Anadarko/Tesoro claim that the C arrie rs’ capital structures 
are inappropriate because i. e parents have unusually high equity ratios.130

130 A nadarko/Tesoro state that the Carriers propose capital structures for each 
o f  the Carriers while Anadarko/Tesoro propose only one overall capital structure.
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Anadarko/Tesoro state that their study focuses on the cost o f  capital for 2005 and 
2006 while the Carriers have attempted to reconstruct capital structures, equity costs 
and debt costs back to 1984. First, Commission precedent requires the rejection o f  
“anomalous” capital structures, Anadarko/Tesoro contend. Specifically, 
Anadarko/Tesoro argue that where the regulated entity does not provide its own 
financing, the Com m ission uses either the capital structure o f  the regulated en tity’s 
parent or a hypothetical capital structure. Anadarko/Tesoro assert that the 
Commission has recognized that typical equity ratios are in the range o f  45% -55% .

178. Second, A nadarko/Tesoro argue that the Carrier’s equity-rich capital structure 
with an equity ratio as high as 87 percent or 85 percent is unprecedented and 
unsupported by case law. Anadarko/Tesoro claim that the Carriers structures are 
anomalous as com pared to both Commission precedent and the D CF calculations. In 
fact, Anadarko/Tesoro claim, the Carriers’ witness Prof. W illiams confirmed that 
equity ratios as high as those proposed by the Carriers for 2005, 87% for 2006) 
have never been approved by the Commission. In addition, Anadarko/Tesoro state 
that nothing cited by Flint Hills supports the Carriers’ unreasonable capital structures. 
Anadarko/Tesoro also assert that the equity structures proposed by the Carriers are 
also anomalous when compared to the proxy group used by all the parties for the DCF 
calculation (including the Carriers). The Carriers’ use o f  an equity rich structure is 
not justified by the risk associated with TAPS, Anadarko/Tesoro assert. 
Anadarko/Tesoro claim that the original risks associated with TA PS are irrelevant for 
setting current rates. According to Anadarko,Tesoro, the Carriers do not have greater 
risks than their parent companies that participate in the risky world-wide business o f  
oil and gas exploration and production (E&P).

179. Anadarko/Tesoro claim that the cases cited by the Carriers are inapposite. The 
first case, C olon ia l, is s imply a declaratory order and does reach any just a. d 
reasonable findings or approve any specific rate o f  recovery and w as conditional 
subject to reexamination in the p ipeline’s next rate proceeding, A nadarko/Tesoro 
claim. Anadarko/Tesoro assert that the 71% equity ratio in Colonial was described as 
the extreme o f  what the com mission has approved and provides no basis for the 
Carriers proposed 87%. The second case Anadarko/Tesoro assert, does not support 
the Carriers 87%  equity ratio because in Kuparuk, the Com m ission rejected the use o f  
the parent’s 70% equity ratio. Anadarko/Tesoro also argue that the cases cited by 
Flint Hills were subsequently distinguished by the Comm ission and do not support the 
use o f  their proposed 71.46%  equity ratio.131 Thus, A nadarko/Tesoro conclude, the 
Carriers proposed parent-based capital structures arc unjust and unreasonable and a 
proxy-based capital structure should be used.

131 See FHR IB at 34 (citing Midwestern Gas Transmission Company, 31 
FERC *i 61,317; Alabama-Tennessee N atura l Gas Co., 13 FERC ][ 6 1,224; A/T RB at 
65 (citing Alabama-Tennessee N a tu ra l Gas Co., 40 FERC 61,244 at 6 1,814).
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180. A nadarko/Tesoro  claim that their proxy-based capital structure, sponsored by 
Mr. Hanley, is supported by substantial record evidence and Com m ission precedent. 
A nadarko/Tesoro state that this is the only hypothetical that is supported by 
substantial evidence in the record. Mr. H anley’s capital structure was supported by 
the State, A nadarko/Tesoro contend. Moreover, A nadarko/Tesoro assert, the 
Carriers’ w itness Mr. W illiamson used the same proxy group for his test period DCF 
analysis. A ccording to Anadarko/Tesoro, the Carriers claim that Mr. H anley’s proxy 
group is appropriate for determining the DCF-based cost o f  equity for TAPS, but not 
for determining capital structures. Anadarko/Tesoro state that the C arrie rs’ arguments 
that the use o f  a proxy group capital structure is unprecedented for an oil pipeline, is 
not reflective o f  the operation and business risks o f  TA PS, is not representative o f  the 
capital structures o f  other Alaskan oil pipelines, and would impair the Carriers’ ability 
to raise capital. These claims have been addressed by the showing that the parent- 
based capital structures are unjust and unreasonable and that the C om m iss ion’s policy 
is to reject parent-based capital structures that are anom alous or unrepresentative o f  
the p ipe line’s risks, A nadarko/Tesoro claim. Furthermore, A nadarko/Tesoro state that 
the Com m ission has adopted hypothetical capital structures for regulated pipelines in 
order to m itigate the effects on ratepayers o f  paying abnormally  high equity ratios.

181. A nadarko/Tesoro  also assert that the Comm ission has never approved a capital 
structure anyw here  close to the 100% equity ratio suggested by Professor Williams. 
The Carriers claim that the equity ratio in Kuparuk is instructive here, 
Anadarko/Tesoro contend. Anadarko/Tesoro state that contrary to the Carriers’ 
position, A nadarko /T esoro ’s equity ratio o f  45%  for 2005 and 42%  for 2006 are 
closer to K u p an ik ’s 57% equity ratio than the Carriers’ 85%  for 2005 and 87%  for
2006. A nadarko/Tesoro  also state that unlike TAPS the K uparuk system is anchored 
by a single small supply source and has historically faced throughput risks; however, 
the Carriers still argue that Kuparuk was less risky than the proxy com panies used in 
the DCF calculation.

182. A nadarko/Tesoro also state that Flint Hills’ argue that M aster Limited 
Partnerships (M LPs) should not be used as proxy com panies to determ ine the "APS 
capital structure, to the extent that M LP distributions exceed earnings. However, 
A nadarko/Tesoro claim, that the distribution vs. dividend distinction only arises in the 
context o f  calculating equity returns under the DCF analysis and has never been cited 
by the C om m ission as a relevant consideration in the determination o f  an entity’s 
capital structure. A nadarko/Tesoro also state that the C arrie rs’ concerns about the 
ability to raise capital under Mr. Hanley’s capital structure are without merit since the 
evidence cited by the Carriers to support these claims was discredited at the hearing.

183. S taff  states that since TA PS does not provide its ow n debt financing all the 
parties have proposed an alternative. The Carriers’ proposal to use the capital
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structure o f  each parent presents tne kind o f  “anom alous” situation the Com m ission 
wants to avoid, S taff  asserts. The C arriers’ proposal averages about 85%  equity and 
15% debt and does not reflect the risk o f  the Carriers and it is not sim ilar to the capital 
structures allowed for other oil pipelines. The proxy group used by Anadarko/Tesoro 
and the State are based on a hypothetical proxy group that is identical to a typical oil 
pipeline. S taff  states that this is the same hypothetical proxy group used in SFPP,
L.P., 69 FERC P 61,279. The applicability o f  the proxy group used by 
Anadarko/Tesoro and the State was shown through an empirical study which showed 
the risk profile o f  TAPS w as com parable to that o f  the oil pipeline proxy group and 
Mr. H anley’s alternative gas pipeline proxy group.

184. S taff  states that the only potential problem is that all o f  the m em bers  o f  
A nadarko/T esoro’s and the S ta te’s proxy group are MLPs. In H igh  Is land  Offshore 
System, L.L.C ., 110 FERC 1| 61,043 (2005), order on reh  g, 112 FER C  1161,050 (200), 
order on reh  g, 113 FERC U 61,280 (2005) (H IO S ), the Com m ission  excluded M LPs 
from the proxy group used to determine a jurisdictional partnersh ip’s equity cost 
unless the distributions by the MLPs have the same characteristics as a corporate 
dividend. Additionally, S taff  states that Sepulveda), 117 FERC If 61,285, addressed 
the use o f  M LPs in the same equity proxy group and determ ined it w as flawed.132 
S taff  states that the Carriers’ parents are highly-diversified and different com panies 
than their regulated pipeline subsidiaries (the Carriers). The parents do not represent 
the same risk profile as the Carriers and are therefore anom alous for capital structure 
purposes, S taff  argues. In addition, S taff  states that w hatever proxy group is adopted 
for equity purposes should also be used for capital structure purposes.

185. S ta f f s  reply b rie f  also states that Anadarko/Tesoro and the State rely on the 
average capital structure derived from the same proxy group fhcy used to determine 
ROE. This “m atching” o f  proxy groups for purposes o f  return on equity and  capital 
structure is both rational133 and consistent with Com m ission precedent. A ccording to 
Staff, the C arrie rs’ request to use the capital structures o f  their parent companies, but 
never actually state what those cquity/d^bt rations are in their initial brief. S taff 
suggests that this is because the result ii> an 85% equity ratio for base year 2004 and 
87% equity ratio for base year 2005 which is higher than any ratio ever approved by 
the Commission. S taff  states that in light o f  the C om m iss ion’s requirements, the 
Carriers' proposed equity structure cannot be accepted. S taff  claims that all the parties 
that presented ROE evidence used the identical proxy group in their DCF

132 S taff  also cites Kern R iver Gas Transmission Company , 117 FERC 1| 61,077 
(2006) (Opinion No. 486).

133 S taff  states that this “ matching” is rational because since the ROE and 
capital structure are supposed to reflect the level o f  financial risk, it m akes sense that 
they both reflect a similar financial risk. S taff  RB at 52.
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calculations, but the Carriers refuse to use A nadarko/T esoro’s and S ta f f s  proxy group 
for the capital structure. S ta f f  states that the Carriers’ refusal to m atch the proxies, 
and thus, the risks used to determine both ROE and capital structure, makes the 
C arriers’ proposal anom alous and it should be rejected by the Commission.

186. S taff  also states that the Carriers’ attempt to cite C olon ia l to support their high 
equity ratio fails for a num ber o f  reasons. S taff asserts that the State claims that 
Colonial does not apply to this case because: ( I )  the C om m ission never in fact 
approved the proposed 71%  equity ratio as just and reasonable, (2) the order only 
mentioned the proposal to note that it was “at the extrem e” o f  anything approved in 
the past, (3) the order pledged to review the proposal upon com pletion o f  the project 
based upon C olon ia l’s circumstances and Commission precedent at the time, (4) the 
proposal concerned financing for an expansion project yet to be built, not a thirty-year 
old pipeline with a successful operating and earnings history, and (5) the order was 
not premised on any evidence in a litigated record. S ta ff  RB at 55, State IB at 51-52. 
S taff  claims that Kuparuk  is also distinguishable because the 58% equity ratio 
approved in Kuparuk  is now here near the 85-87% proposed by the Carriers. S taff  
claims that the 58%  approved for Kuparuk is still too high for TA PS because Kuparuk 
faces additional risks that TA PS does not encounter today. S taff  RB at 55, Kuparuk , 
at 55 FI RC at 61,378. Finally S taff  states that the C arrie rs’ criticisms o f  
A nadarko/T esoro’s proxy capital structure are unfounded.

187. The C arrie rs’ argum ents  concerning the operating, econom ic, and regulatory 
risks o f  TAPS is unconvincing, S taff  claims. Contrary to the C arr ie rs ’ contentions, 
S taff  states that the fact that all o f  the TAPS assets are in Alaska is no different from 
any other pipeline that is tied to a specific field and location. S ta ff  further notes that 
the proven reserves are enormous, most o f  the volumes are shipped by the C arriers’ 
affiliated producers that help assure consistent throughput and revenues, the hostile 
Alaskan terrain is not unusual as many oil pipelines operate in hostile environments.
In addition, S ta f f  states that the scrutiny o f  the State and Federal authorities over 
TAPS operations suggests that TAPS is a safer operation. S taff  also asserts that 
diversification may reduce risk; however, there is no evidence showing that 
diversification am ong risky projects results in overall low risk as suggested by the 
Carriers.

Discussion/Findings

188. The appropriate capital structure is an integral part o f  any return calculation.
S taff  IB at 70. In calculating the rate o f  return, the first step in the process is to 
determine the appropriate capital structure which consists o f  the appropriate debt and 
equity percentages. A/T-4 at 2. The capital structure o f  an entity should also be 
com mensurate with the business risks o f  the enterprise. h l.\ SFPP L.P., 96 FERC at 
62,066. In addition, the capital structure should not be based on the parent com pany’s
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capital structure unless the parent com pany’s business risks are equivalent to those o f  
an operating oil pipeline. Id. The Commission will usually use the capital structure 
o f  the regulated entity unless it does not provide its own financing, in which case, the 
Commission will look to the parent company. S taff  IB at 71; Entrega, 113 FERC at P 
32. The Com m ission, in Opinion 435-B 96 FERC at 62,066, stated that there is a 
strong presum ption in favor o f  using the parent co m p an y ’s capital structure S taff  IB 
at 71/ see ARCO  P ipe line  Company, 52 FERC 1J61,055 (1990) at 61,233 (ARCO ). 
However, if  the C om m ission  finds that the parent com pany’s capital structure is 
“ anomalous relative to the capital structures o f  the publicly-traded proxy com panies 
used in the D CF analysis and capital structures approved for other regulated 
pipelines,” the C om m ission  will use a hypothetical capital structure .1 4 In addition, 
Opinion 154-B states that “ the Commission shall use a p ipe line’s or its paren t’s actual 
capital structure, but will allow  participants on a case-specific basis to urge the use o f  
some other capital structure .” 31 FERC at 61,833.

189. None o f  the TA PS Carriers issues debt without guarantees by the parent.” 5 Ex. 
ATC-45 at 5; A TC -56  at 42-43. Thus, in cases such as this w here the regulated entity 
has no debt o f  its ow n, the next step is to look to the capital structure o f  the C arrie rs’ 
parents. See SFPP,L.P., 96 FERC at 62,067. The C arrie rs’ paren ts’ capital structure 
is inappropriate because: (1) it falls well outside the range o f  capital structures 
normally approved by the Comm ission and (2) docs not reflect the risks faced by the 
Carriers. First, the C arrie rs’ proposal to use the weighted aver&je equity ratio o f  the 
parent com panies for the period 1968-2005 (71.42%) is rejected since no support can 
be found in C om m ission  precedent or the record to support the use o f  such a high 
ra t io .116 The Carriers cite C olon ia l and Kuparuk  in support o f  their 71.42%  equity 
ratio; however, those cases simply do not support the C arriers’ claim.

190. The Carriers argue that the Comm ission accepted a 71%  equity ratio in 
Colonial. 116 FE R C  at P 59, 61-62, 65; Carriers’ IB at 59. H owever, Colonial does

134 S taff  RB at 53 (quoting Entrega , 113 FERC at P 32); A /T IB at 79.
Although as the Carriers argue, SFPP, L.P. did not impose a hypothetical capital 
structure on the pipeline, this case does, however, stand for the proposition that the 
Commission will impose a hypothetical capital structure w here the capital structure is 
“clearly contrived, a n d . . . i ts  financial risk [is] clearly different from that o f  its 
parents.” 96 FERC at 62,068.

135 C arrie rs’ IB at 74 n.68.

136 See Entrega Gas Pipeline Inc., 113 FERC 1| 61,327 at P 32 (2005) (Entrega) 
(65%  equity); ARCO  Pipeline Co., 52 FERC 6 1,055 at 61,243 (1990) (ARCO)
(44.12% equity); Transcon. Gas P ipeline Corp., 84 FERC 61,084 (1998) 
(Transcon)(51 .58%  equity); M obile OH Corp., v. SFPP, L .P ., 96 FERC *j 61,281 at
62,068 (2001) (SFPP, I  P .) (39.26%).
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not support the Carriers proposals. In Colonial the Com m ission never accepted the 
proposed 71%  equity ratio as just and reasonable stating that such a ratio is “at the 
extreme o f  w hat [the Comm ission has] approved in the past,” “ toward the upper end 
o f  the zone o f  reasonableness.” The Colonial order stated it would  rev • the 
proposal upon completion o f  the project. The order was based on several factors that 
applied to Colonial, but do not apply to the Carriers. See id. at P 62. Colonial was 
embarking on a proposed mainline pipeline expansion that the Com m ission 
recognized was going to present “substantial challenges" such as the length and scope 
o f  the project, enormous investment involved, financing challenges, the challenges o f  
constructing a multi-state project, and the short time for com pletion o f  the project. Id. 
at 59. As discussed more below, the Cairiers are not facing such risks since TA PS is 
complete and the Carriers have no further need to raise funds for construction. Thus, 
the risks facing Colonial are not analogous to those facing the Carriers and therefore 
C olon ia l does not support granting the Carriers an equity ratio “ tow ard the upper end 
o f  the zone o f  reasonableness.” See id. Moreover, the Colonial order (a declaratory 
order ' was not premised on a litigated record unlike the instant case.

191. Kuparuk  also fails to lend support to the Carriers’ proposed equity ratio. First, 
as A nadarko/Tesoro point out, the 57.8% equity ratio approved in Kuparuk  simply 
cannot be read to support the C arriers’ much higher proposal o f  71.42%  (87% 
according to A nadarko/Tesoro and 85% according to Staff). A /T  RB at 61; C arriers’ 
IB at 75-76; S ta ff  IB at 74. The Carriers also state that in K uparuk , the Comm ission 
reversed the initial decision’s refusal to use the parent com pan ies ’ capital structure 
because the initial decision’s “analysis [did] not overcom e the strong preference in 
Opinion 154-B for the use o f  a parent com pany’s capital structure if  the parent 
guarantees the oil p ipe line’s external debt.” C arr; , s ’ IB (quoting Kuparuk , 55 FERC 
at 61,377). However, in Kuparuk the Comm ission rejected use o f  the paren t’s 70% 
equity ratio for 1984. Id. at 61,378. In Kuparuk the Com m ission noted risks in 
Kuparuk then that do not apply to TAPS. The risks in Kuparuk are not present in 
TAPS and as a result it is concluded that the 58% equity ratio approved there is too 
high for TAPS. Kuparuk, docs not support the Carriers’ contentions because there is 
substantial evidence in the record to support a finding that the C arrie rs’ risks are not 
at all com parable to the risks o f  their parent companies.

192. Second, the record shows that the Carriers’ parents’ risks are simply not 
representative o f  the C arriers’ risks. The Carriers’ parents are involved in various 
highly risky and com petitive world-wide E&P undertakings.137 E& P is “an intensely

137 A /T IB at 81-82; S taff  RB at 55-59. See Ex. A/T-205 at 5 (S&P Report 
Table 2 listing all o f  the C arrie rs’ parents as com parable E&P com panies, except for 
Koch which is not publicly traded and only has a 3% ownership intc~\st in TAPS.); 
Tr. 1419-20; Ex. ATC-1 at 5; A/T-206 at FS-2; Exs. A /T 207-209. See also Hanley, 
Ex. A/T-53 at 8-9; A/T-59. The paren t’s earnings are derived mostly from E&P from
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competitive, capital intensive, volatile, and cyclical industry.” Ex. A/T-205 at 6. 
Conversely, the Carriers are solely engaged in the TAPS pipeline monopoly with little

I Mi •
remaining unrecovered investment. More specifically, the evidence in the record 
shows the following: (1) TA PS has no direct competition and it is extremely unlikely 
that TA PS will face competition from another pipeline in the future139; (2) there is “ no 
alternate m eans o f  transporting crude oil out o f  Prudhoe Bay” and “revenues will be 
generated by the Pipeline Com panies as long as Prudhoe Bay crude oil is being 
marketed,” Ex. A /T -160 at 26; Ex. A /T 169; (3) “ the likelihood that additional 
reserves w ould  be found was high and proved to be true,” Ex. A /T -100 at 26; and (4) 
there remains no competition for getting ANS oil to m arket and the threat o f  
interruption is no greater than average, id. In addition, TA PS has “an impressive 
safety and reliability record” so there is no high risk associated with TAPS operations 
as argued by the Carriers.1-10 The record “ runneth over” with evidence that the risks 
associated with TAPS encountered by the Carriers is simply not comparable to that o f  
the Carriers’ parent com panies’ line o f  business.

193. A nadarko/T esoro’s witness Hanley confirmed that the risks associated with the 
original construction o f  TAPS have no bearing here some 35 years later. Ex. A /T-160 
at 19-20, Tr. 2329-34; Ex. A /T-60 (revised at 4-5). Com m ission precedent instead 
looks forward to the current risks affecting current rates.141 Furthermore, the cost o f  
capital is prospective, and here, the examination is focused on the years 2005 and 
2006 forward. A/T-160 at 19. Therefore, the Carriers’ attempts to impute the risks

overseas. An insignificant am ount o f  the Carriers’ parents earnings are from pipeline 
operations. See Tr. 1419.

11K • •
' TA PS has no competition and is the only means o f  transporting Alaska 

North Slope (A NS) oil to market. Hanley, Ex. A /T-160 at 23, A /T -100. A/T at 26, 
A /T -132 at 8; Baumol, Tr. 3589. The Carriers, pursuant to the TSA, have recovered 
more than 80% o f  their investment and by 2006 have recovered more than 96% o f  
their investment (including AFUDC). Ex. A/T-35 at 87; Ex. A/T-146, WP-4 at 4 
(compare line 3 with line 7).

139 Ex. A /T -132- at 9-10; Ex. A /T -100 at 26-27; Ex. A /T -132 at 51; Trans 
Alaska P ipeline System, 10 FERC 1j 63,026, 65,203 ( 1980).

140 Ex. A /T  RB at 63; Tr. 2138, 2142; Tudor, Tr. 2135; Wells Tr. 2384; Tye, 
A /T-214 at 2-3.

141 Trunscon, 60 FERC *| 61,246 at 61,827. S taff  also notes that the rate o f  
return is forward looking and while construction risks m ay be relevant for newly 
developed or developing projects, such risks are for the most part irrelevant for a 
project that w as completed 30 years ago. S taff  RB at 56. S ta ff  further states that this 
is another im portant reason to match a forward looking ROE with a forward-looking 
capital structure. Id.
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they faced during the construction and start-up phases o f  TA PS to the inquiry here are 
rejected as both irrelevant and disingenm us. A ssum ing arguendo , that it were proper 
to consider the risks o f  the original TAPS project, the record also shows that there was 
no risk that TAPS would not be com pleted .142

194. The Carriers claim that because their parent companies are involved in diverse 
ventures, this diversification ottsets their risks. Thus, the Carriers assert, the parent 
com panies’ diverse business is not riskier than the r arriers who have only one asset in 
one location. The Carriers cite Container Corp. o f  Am erica  v. Franchise Tax B oard , 
463 U.S. 159, 178-79 (1983), for the proposition that such diversification o f  risk 
serves to lower a com pany’s risk. The testimony offered by Mr. Wells on risks o f  the 
Carriers and their parents is not persuasive in light o f  the evidence that at least a few 
o f  the TAPS Carriers’ parents arc dependent upon E& P for much o f  their earnings.
Ex. A/T-205 at 5; Ex. A /T-206 at P'S-2; Ex. A /T-209 at 39. Furthermore, Mi. W ells ’ 
testimony that the parent companies are “ far less risky than the TAPS Carriers” is not 
convincing. Ex. ATC-203 at 12. The extensive record evidence supports the 
conclusion that the C arriers’ parents risks are not comparable to that o f  the Carriers. 
Thus, it is found that the C arrie rs’ parents’ and the C arriers’ business risks are clearly 
not comparable and that the paren t’s capital structure should not be used. Ex. A/T-53 
at 8-10; Ex. A /T -100 at 6-10; Ex. A/T-160 at 6-8.

195. "The Com m ission reviews a p ipeline’s cap. al structure to assure that it is not 
contrived, or that the parent com pany’s capital structure is not unrepresentative o f  the 
pipeline’s risks.” SFPP, L .P ., 96 FERC at 62,068. The Carriers capital structure
(71.42% equity) falls outside the perimeters normally approved by the 
C om m ission.143 While A nad , rko/Tesoro claim that typical equity structures fall in 
the range o f  45-55%  equity, see A /T IB at 80, the Com m ission clearly views a capital 
structure with an equity percentage as high as 71% as being at the “at the extreme o f  
what [the Com m ission has] approved in the past.” C olon ia l, 116 FERC at P 62. The 
Com m ission’s policy is to take those anomalous capital structures or those that are 
unrepresentative o f  a p ipeline’s risks and adjust them so that they arc more

142 See A /T RB at 61-63; A /T -167 (Revised); Ex. SOA-72 at 2; Ex.SOA-73 at 
6 ,8 9 1 -20; Trans Alaska P ipeline Sys., 10 FERC 1| 63,026 at 6 5 ,198-204 (1980).

141 See Tr. 1408-12, 1414-15 (W illiamson states that the carriers’ average 87
percent equity ratio is unprecedented); Ex. A/T-53 at 6-7, A /T -100 at 29 (Hanley
stated the typical FERC approved capital structure in the rage o f  45 percent to 55 
percent equity); see also SFPP, L .P ., 96 FERC at 62,065 (a capital structure o f  45%  to 
55% debt is consistent with structures generally approved in the oil pipeline industry). 
Williamson, Tr. 1408-12, 1414-15; Ex. A/T-4 at 5, 12-13; Ex. A/T-53 at 5, 6-14; E... 
A /T -100 at 6-11; Ex. A/T-160 at 5-12, 37-39.
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representative o f  the p ipe line’s risks.14'  In conclusion, it is found that the C arrie rs’ 
parents’ over-weighted equity structure is anomalous and falls outside the confines o f  
debt to equity ratios previously approved by the Comm ission and will not be allowed 
here. In addition, it is found that the C arriers’ proposed capital structures are 
inextricably high when com pared to the DCF proxies forwarded by the parties.145

196. As S taff  points out, the Commission is against using an “unrepresentative 
parent company capital structure.” S taff  RB at 60; SFPP, L.P., 96 FERC at 62,068. 
S taff  also states that although the Comm ission has not yet adopted the use o f  a proxy 
group to determine hypothetical capital structures for an oil pipeline, it has adopted 
proxy capital structures for other regulated entities.146 Since it has been found that the 
TA PS Carriers’ parent com panies’ capital structure is “anom alous,” a hypothetical 
capital structure will be em ployed.147 This falls in line with C om m ission precedent 
using a hypothetical pipeline where the equity structure o f  the parent is “anom alous.”

| 4U .

Id. The Carriers’ parents’ equity structure is over-weighted with equity and is not

144 In SFPP, L.P., 96 FERC 62,068 (the Commission rejected the use o f  the 
paren t’s capital structure with a 100% equity component in favor o f  a debt-to equity 
ratio 61%/29% m ore consistent with those used in the pipeline industry 45 to 55%); 
Alabama-Tennesse, 40 FERC at 61,814; IIIO S , 110 P 143,147 Entrega, 113 FER C  at 
P 32; ARCO, 52 FERC at 61,243; Transcon, 84 FERC 1| 61,084: SFPP, L .P ., 96 
FERC at 62,068.

1h5 The Carriers ' equity ratios o f  85% and 87.5% as com pared to the equity 
ratios o f  the proxy com panies used in the DCF calculation o f  45%  for 2005 and 42%  
for 2006. Ex. A/T-5; Ex.A/T-53 at 5.

146 Id. (citing Alabama-Tennessee N atura l Gas Co., 40 FERC at ^[61,244 at 
61,814 \ IIIO S , 110 FERC 61.043 at P 143,147).

147 S taff  RB at 53; A/T IB at 79; see Entrega, 113 FERC ^  61,327 at P 32; see 
Transcontinental Gas Pipe L ine Corp. 90 FERC at 6 1,928 (The Comm ission 's  policy 
on determining whether to use the capital structure o f  the pipeline, as opposed to the 
parent o r a  hypothetical capital structure, is now well-defined.); M ich igan  Gas 
Storage Company, 87 FERC at 61,160; Alabama-Tennessee N a tu ra l Gas Co., 40 
FERC at 1j61,244 at 61,814 (1987) (Alabama-Tennessee); IIIO S , 110 FERC 61,043 at 
P 147.

148 Flint Hills argues that the parent com panies’ weighted average equity ratio 
for the period 1984-2004 o f  71.46%, Ex. ATC-47, is close to the equity ratios for 
some natural gas pipelines. FUR IB at 34 (citing Midwestern Gas Transmission 
Company, 31 FERC 61,317; Alabama-Tennessee N a tu ra l Gas Co., 13 FERC 
61,224. The cases cited by Flint Hills to support their contention that a 71.46% 
equity ratio is close the equity ratios o f  some natural gas pipelines has been 
distinguished by the Comm ission in a subsequent decision. Anadarko/Tesoro and
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comparable with the risks associated with the Carriers. C om m ission precedent 
mandates using a proxy group in such situations.

197. A nadarko/T esoro’s proxy-oased capital structure sponsored by Mr. Hanley is 
appropriate. As a threshold matter, it is important to note that Mr. H an ley ’s testimony 
is credible and afforded considerable weight. Mr. H anley’s proxy is well supported in 
the record and the C arrie rs ’ attempts to discredit this capital structure are baseless .149 
The Comm ission will use a hypothetical capital structure based on the average equity 
ratio o f  a group o f  com parable M LP com panies.151’ First, Mr. H an ley ’s proxy group is 
based on a representative group o f  oil proxy companies previously found acceptable 
by the FERC, and endorsed by the State.151 Specifically, Mr. Hanley used Buckeye 
Partners, L.P., Enbridge Energy Partners, L.P., KinderM organ Energy Partners, L.P., 
and TEPPCO Partners, L.P. which are the same four pipeline com panies that were 
used in SFPP. L.P., 96 FERC at 61,099-100.152 In addition, Mr. Hanley further 
verified the reasonableness o f  his capital structure by using bond benchmarks. Ex. 
A/T-4 at 15; A/T-53 at 12-13. Mr. Williamson used this same proxy group for his 
test-period DCF analysis. Ex. ATC-45 at 16-17; Tr. 6860-61, 6864-65. Mr. Hanley 
also dem onstrated that “ the risk profile o f  the TAPS Carriers is com parable to both 
the four oil pipeline proxy group and the alternative gas pipeline proxy group, but 
significantly below  that o f  the Carriers' parents, who exhibited nearly double the risk 
o f  the Carriers and the proxies.” 15'’ A/T IB at 86.

S ta ff  aptly note that a later Com m ission decision distinguished the tw o orders cited by 
Flint Hills and the underlying rational was abandoned. A/T RB at 65 (citing 
Alabama-Tennessee N a tu ra l Gas Co ., 40 FERC *| 61,244 at 61,814).

149 Hanley, Ex. A /T-4 at 5, 11-18; Ex. A /T 5 at 1; Ex. A/T-53 at 5-14; Ex. A/T- 
54 at L Ex. A /T - 100 at 6-11; Ex. A /T-160 at 5-13 ,37-39 .

150 S ta ff  R B at 53; Alabama-Tennessee, 40 FERC at 61,815; IIIO S , 110 FERC 
61,043 at P 143,147.

151 A /T  IB at 85; Ex: A/T-4 at 5, 11-18; Ex. A/T-5 at 1, Ex. A /T-53 at 5-14; Ex. 
A/T-54 at 1. Mr. H anley’s capital structure was endorsed by the State. Ex. SOA-44 
at 53-62. Mr. H an ley ’s proxy group consists o f  four oil pipeline com panies used by 
the FERC in SFPP, L .P , 86 FERC \  61,022 at 61,099-100 (1999).

152 Ex. A/T-4 at 13-14; Ex. A/T-6 at 6; Tr. 6821-22. These com pany  names 
have been modified to reflect the impacts o f  name changes and acquisitions. Ex. A/T 
IB at 85.

15’ Thus, the record reflects that even as com pared with different proxy groups, 
the parent’s equity ratio is still significantly high.
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198. The Carriers and Flint Hills take issue, and S taff  notes a problem, with all o f  
the members o f  the oil pipeline proxy group being MLPs. The concern stems from 
H IO S 110 FERC 61,063, where the Commission excluded M LPs unless the M L P s ’ 
distributions had characteristics similar to a corporate dividend and Sepulveda in 
which the Com m ission found one company in the proxy group should be excluded for 
HIOS concerns. 117 FERC at P26. Sepulveda, Kern R iver, and H IO S  present 
potential problems, as noted by Staff. HIO S  excluded the use o f  M LPs unless 
distributions by the M LPs have the same characteristics as a corporate dividend. 113 
FERC H 61,280. As stated by the Commission, the “ HIOS issue centers on a concern 
that the cost o f  equity capital may be skewed if  distributions exceed earnings.” 
Sepulveda, 117 FERC P 61,285 at P 26. More pointedly, the Com m ission explained 
that:

[T]he cash distributions o f  the MLPs it seeks to add to the proxy group 
in this case include a return o f  invested capital, in addition to a return on
invested capital through an allocation o f  the partnership's net incom e......
the Comm ission uses the DCF analysis solely to determ ine the pipeline’s 
return on equity. The Commission provides for the return o f  invested 
capital through a separate depreciation allowance. For this reason, to the 
extent an MLP's distributions include a significant return o f  investment, 
a DCF analysis based on those distributions, without any adjustment, 
will tend to overstate the estimated return on equity because the 
"dividend" would be inflated by cash flow representing return o f  equity, 
thereby overstating the earnings the dividend stream purports to reflect.

Kern River, I 17 FERC at P 150.

199. In Sepulveda the Commission addressed a similar proxy g ro u p 154 used by 
A nadarko/Tesoro and the Stale and determined that one o f  the com panies exhibited a 
HIOS issue. 117 FERC ![ 61,285. The Kern R iver order also casts doubt on w hether 
the oil pipeline proxy can be used to calculate equity return for capital structure 
purposes.155 S ta ff  properly notes that in Sepulveda and Kern River, the Comm ission 
did not preclude the use o f  MLPs if  proper adjustments are made to account for the 
differences between MLPs and corporations.156 In addition, in a Com m ission order

154 Anadarko/Tesoro  eliminated the company the C om m ission rejected in 
Sepulveda.

155 117 FERC *161,077; S taff  IB at 26.

156 S taff  IB at 73; Sepulveda, 117 FERC at 30 (the Com m ission did not 
preclude the inclusion o f  Enron Liquids (the eliminated M LP) or its predecessor 
Kinder Morgan Energy Partners in the proxy group in any pending proceedings based 
on further analysis o f  the HIOS issue in those proceedings); Kern River, 117 FERC at
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that was issued after the record in this proceeding was closed (M arch 27, 2007), the 
Comm ission stated that:

As we noted in Kern R iver Gas Transmission Co., 117 FERC 61,077, 
at P 154 (2006), “ [w]e do not intend in this order to foreclose non-M LP 
pipelines from proposing to include MLPs in the proxv group, with an 
appropriate adjustment to reflect the differences between M LPs and 
corporations.

M ojave P ipeline Company, 118 FERC 61,252 at P 14 n.4 .157 The four M LP proxy 
companies in this case have distributions per unit exceeding income per unit for a 
portion o f  the relevant time periods. Tr. 6815-6830:13; Ex. FHR IB at 37. Mr. 
Hanley addressed the M LP adjustment issue. First, Mr. Hanley stated that there is 
sufficient evidence in the record to make the adjustments; however, the effect o f  such 
adjustments w ould  be minimal. S taff  IB at 73; Hanley, Tr. 42/6826/66; Ex. FHR-56, 
57, 58, 79. In addition, Mr. Hanley developed a separate proxy group o f  four 
diversified gas com panies and confirmed that the gas proxy and the oil proxy are 
com parable from a financial and a business risk view point.

200. The oil proxy group (using the MLPs) yields a significantly lower equity ratio 
than that o f  the TA PS C air ie rs ’ parents ' capital structures (71.42%  parents vs. 45%  
M LP oil proxy). See V T-4 at 4-5: A/T-5 at 1-2. It is relatively close to the capital 
structure o f  the gas pio.xy group (gas proxy 55% vs. 45?/o M LP oil proxy). See id. 
However, the overall effect as discussed further, in fra , yields a significantly similar 
overall nominal cost o f  capital for 2005 (8.66% M LP oil proxy vs. 8.63% gas proxy). 
It would not be reasonable, in light o f  the discussion concerning the risk factors, to 
scrap Mr. H an ley ’s MLP analysis in favor o f  using the C arriers’ parents ' capital 
'.tructure that is clearly outside the range usually approved by the Commission.

P 147 (the Com m ission stated that it was “not making a generic finding that MLPs 
cannot, in future cases, be considered for inclusion in the proxy group if  a proper 
evidentiary show ing is m ade”).

157 On April 11, 2007, A nadarko/Tesoro filed a motion to lodge the 
C om m iss ion ’s order in M ojave P ipeline Company, 118 FERC 1|61,252 (2007) 
asserting that the order is relevant to the use o f  MLPs. Flint Hills filed an answer on 
April 26, 2007 staFng that although it does not agree with A nadarko/T esoro’s 
arguments, it does agree that the order is relevant and also requests that the order be 
lodged in this proceeding. A nadarko/Tesoro  filed a reply on April 27, 2007. It is 
found that the Mojave  order is relevant to the issues in this proceeding and is thus 
lodged to this record. A nadarko /T esoro’s motion is hcrebv granted. Although Rule 
213, 18 C.F.R. § 3 8 5 .2 13 generally docs not allow responses to answers good cause 
exists to allow A nadarko /T esoro ’s answer to further supplement the record.
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Notwithstanding, the inclusion o f  MLPs, the equity structure produced by the oil 
proxy group are reasonable and credible when com pared to the other proposed equity 
structures. Mr. Hanley acknowledged that there were differences in the capital 
structures o f  his oil and gas proxy groups (42% vs. 47%  equity), but stated that the 
overall nominal after tax w eighted return o f  both are similar for 2006 (8.60% vs. 
8.05%). Ex. A/T-53 at 3-6; Tr. 42/6821, 6832. M oreover, the C om m iss ion’s concern 
with MLPs is that “a DCF analysis based on those distributions, without any 
adjustment, will tend to overstate the estimated return on equity.” Kern R iver, 117 
FERC at P 150. As shown by Mr. Hanley, the M PL proxy yields an equity ratio 
lower than both the C arrie rs’ parents capital structure and the gas proxy.

201. S taff  also supports the proxy group and finds it particularly persuasive, as it is 
also found here, that the proxy group risk profile is com parable to Mr. H anley’s 
alternative gas pipeline proxy group.158 In addition, Mr. H anley’s proxy group is 
com parable to capital structures adopted by the Com m ission for oil pipeline 
ratemaking purposes. S taff  RB at 6 1. Thus, it is found that the oil pipeline proxy 
group supported by Mr. Hanley is credible and will be adopted to determine the 
appropriate capital structure for the Carriers. The capital structure adopted here is 
comprised o f  55%  debt and 45%  equity for 2005 and 58%  debt and 42%  equity for 
2006 based on the oil pipeline proxy com panies.159 The Carriers claim that each o f  
the Carriers should be able to use its parent’s capital structure in its return calculation. 
160 Tne business risks for TA PS are virtually identical for each Carrier. Ex. A/T at
100. Thus, there should be only one rate o f  return w hich necessarily means there 
should be only one capital structure. Id. Thus, the Carriers proposal to use individual 
capital structures for each Carrier is rejected as Anadarko/Tesoro have shown that a 
single capital structure is more reasonable. Ex. A /T -100 at 11-13; Ex. A /T-160 at 5-6. 
Moreover, this is further corroborated by the Carriers’ witness W illiam son’s 
calculation o f  a singe capital structure. See Ex. A /T -100 at 11-13.

Issue III .F.2.  W h a t  is the  a p p r o p r i a t e  r e t u r n  on equi ty?

202. The Carriers state that the parties generally agree that the C om m iss ion ’s 
Discounted Cash Flow (DCF) methodology should be used to calculate the cost o f  
equity (before the risk premium). Although the DCF models used by the Carriers,

158 A /T -163; S taff  IB at 73; RB at 60-61.

159 The above findings are dispositive o f  Flint H ills’ argum ent concerning 
proxy groups.

160 The Carriers argue that the use o f  a proxy group capital structure is 
unprecedented for an oil pipeline, does not reflect the risks o f  TA PS, does not 
represent the capital structures o f  other Alaskan oil pipelines, and would serve as an 
impediment to the C arrie rs’ ability to raise capital. Carriers IB at 83-86.
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Anadarko/Tesoro and Oie State are substantially similar, there are still differences.
The Carriers state that Anadarko/Tesoro and the State used an additional forecast 
from the Social Security Administration (SSA) which skews the forecast, resulting in 
a lower and, thus more favorable cost o f  equity for Anadarko/Tesoro. The Carriers 
also state that Anadarko/Tesoro failed to follow Commission precedent and failed to 
use the Global Insight Gross Domestic Product (GDP) forecasts for years prior to 
2005 instead, relied on SSA and Energy Information Administration (EIA) forecasts. 
Finally, the Carriers state, the principal difference between the TAPS Carriers’ 
position and the opposing parties’ position involves the appropriateness o f  the risk 
premium.

203. Mr. W illiamson applied the DCF methodology to the DCF proxy G roup161 
companies for the years in which it was possible to perform that analysis (1994-2004), 
the Carriers state. Next, for the period 1984 through 1993, for which the necessary 
data was not available, Professor Williamson used a Com m ission-approved Risk 
Premium approach. Last, the Carriers claim, to account for the fact that the risks 
faced by the TA PS Carriers exceed the risks faced by the proxy companies, Professor 
W illiamson added a two percentage point risk premium to his cost o f  equity. The 
Carriers argue that this approach is reasonable. The Carriers state that Professor 
Williamson conducted a “backcasting” analysis utilizing the Risk Premium approach 
because the DCF proxy Group did not exist during 1984-1993. The Carriers claim 
that the Risk Premium approach has been accepted in Comm ission decisions.

204. Next, the Carriers claim that the Commission will add a risk prem ium  to the 
midpoint o f  the DCF Proxy Group Range if  the regulated pipeline is riskier than the 
pipelines in the proxy group. The Carriers state that TA PS is riskier than any Lower- 
48 oil pipeline and that warrants a risk premium o f  at least two percentage points. In 
concluding that a two percentage point risk premium is warranted, Professor 
Williamson relied on testimony from the original TAPS rate case which docum ented 
significant problem s regarding TAPS construction. The Carriers argue that this 
percentage prem ium  is consistent with the two percent risk premium approved by the 
Comm ission for Alaska Natural Gas Transportation System (A N G TS) where the 
Comm ission concluded that it was appropriate to compensate for the risk o f  non­
completion. The Carriers state that since all o f  the proxy companies acquired 
pipelines already in existence and faced no risks associated with building a new 
pipeline, the two percentage point risk premium is particularly appropriate for TAPS.
In addition, the Carriers state that over the period for which Professor Williamson

161 “A "proxy group" is a group o f  comparable com panies used to determine a 
zone o f  reasonableness o f  rates o f  return, and to establish what the proper rate o f  
return should be for the com pany under consideration.” Petal Gas Storage, L .L .C . ,
106 FERC H 61,325 (2004) (Petal Gas Storage).
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em ployed D CF analyses to determ ine a range o f  reasonable equity returns for the 
D C F Proxy Group, the average difference between the high end o f  the range o f  
returns and the median return was 3.23 percentage points, w hich is well above the two 
percentage point risk prem ium  that Professor W illiamson recom m ends.

205. Anadarko/Tesoro claim that the record reflects that using the C om m ission’s 
preferred D CF model, the appropriate ROE for TAPS for 2005 is 12.16% on a 
nominal basis (8 .90%  inflation adjusted), and for 2006 it is 12.31% on a nominal 
basis (8.89% inflation adjusted). First, Anadarko/Tesoro state that all the parties 
agree on application o f  the Com m ission approved DCF model. Each o f  the parties 
that presented evidence on the cost o f  equity, which includes A nadarko/Tesoro, the 
State and the Carriers, em ployed the DCF approach. H owever, Anadarko/Tesoro 
contend, because o f  internal input variations, minor, insignificant differences appear 
in the parties’ calculated RO Es for 2005 and 2006. A nadarko/T esoro  state that Flint 
Hills who offered no evidence on this point, attempted to cast doubt on the use o f  
M LPs as proxy com panies where M LP distributions exceed earnings. Tr. 6814-34. 
A nadarko/Tesoro  state that based on this record, where all the parties sponsoring cost- 
of-capital evidence agreed on the use o f  the four MLP oil pipeline proxies for 
purposes o f  their DCF analyses the Com m ission need not consider arguable 
distinctions betw een the com position o f  M LP distributions and corporate dividends. 
Additionally, A nadarko/Tesoro assert that impact o f  any such distinctions is minimal 
and. based on record evidence, could be accounted for through an eam ings-capped 
adjustment to distributions used in the DCF calculation. In conclusion. 
A nadarko/Tesoro  state that there is no material dispute regarding the use o f  the DCF 
method, the appropriate proxy com panies, or the DCF-dcterm ined cost o f  equity.

206. Second, A nadarko/Tesoro claim that there is no support for a risk premium 
RO E adjustment. A ccording to Anadarko/Tesoro, the Carriers propose to add a 200 
basis  point risk prem ium  to the nominal ROE calculated under the D CF method based 
on the alleged risks facing TAPS. A nadarko/Tesoro claim  that it and the State oppose 
any risk prem ium  adjustment and that the proposal was discredited in its entirety by 
witnesses Hanley M akholm , and Ives. Anadarko/Tesoro claim that Comm ission 
precedent confirm s that the Com m ission presumes all pipelines to be o f  average risk. 
Accordingly, A nadarko/Tesoro  claim, the ( ommission will generally  approve ROEs 
that fall in the m edian  o f  the DCF range, absent highly unusual circumstances and a 
show ing o f  anom alously  high or low risk. In this case, A nadarko/Tesoro claim the 
record show s that TAPS has no greater operating risks and its risks from 
environm ental and property dam age are less than the proxy group.

207. The construction o f  the line is irrelevant or o f  historic interest only, 
A nadarko/Tesoro  claim. In short, Anadarko/Tesoro conclude, since TAPS: (1) was 
built without any m eaningful threat o f  competition. (2) anchored by vast proven 
reserves. (3) has shippers w ho arc largely affiliates strongly motivated to ensure the
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project’s success, and (4) has investment costs that are essentially already recovered 
(and indeed over-recovered) through nearly 30 years o f  operation cannot credibly 
claim entitlement to any risk prem ium  adjustment. A nadarko/Tesoro also argue that 
the Carriers backcasting is unnecessary because it is improper to recalculate the 
deferred returns and A FU D C  balances in the Carriers’ rate filings which already 
reflect the C arrie rs’ balances from 1977. In addition, the C arrie rs’ backcasting is 
flawed as shown by Mr. Hanley.

208. S taff  states that the parties consistently applied the four proxy com panies to the 
DCF analysis and that there is no material dispute am ong the parties as to the use o f  
the DCF method or the nominal cost o f  equity. S taff  does, however, note that there is 
a de minimus difference in the parties’ DCF-based RO Es which S ta ff  states is due to 
internal input variations and calculation errors. According to Staff, A nadarko/Tesoro 
witness Hanley has verified these variations and has shown that they do not result in 
significant differences in the nominal cost o f  equity. S ta ff  also states that, as noted 
previously, the proxy consists o f  the four M LP oil pipeline proxies the Com m ission 
questioned in Sepulveda which casts some doubt on the use o f  MLPs. However, S taff  
asserts, the unique circumstances o f  this proceeding may still permit the Com m ission 
to accept the group. Alternatively, S taff  suggests that the Com m ission  should require 
the use o f  a gas pipeline proxy which was shown to represent risks com parable to 
TAPS and overall returns similar to the oil pipeline group. S taff  states that the 
Commission previously relied on gas pipe' nes as a proxy for oil pipelines until 
sufficient evidence on oil pipelines became available. Since with the elimination o f  
the oil proxy group such evidence would no longer be available, S taff  asserts, it would 
be appropriate to go back to using gas pipelines as a proxy.

209. However, S ta ff  states no matter which proxy group is used, the Carriers are not 
entitled to a special risk prem ium  on their equity rate o f  return. The Carriers proposed 
risk premium must be rejected because (1) the rate o f  return is a forward-looking 
concept and the TA. S risks o f  construction are irrelevant and (2) the risks related to 
the construction and completion o f  TAPS were not that unusual. S ta ff  claims that the 
Commission considers all pipelines to be o f  average risk and will generally adopt 
ROEs that reflect the m edian o f  the DCF range, absent highly unusual circumstances 
and a show o f  anom alously high or low risk. In instances where the Comm ission has 
deviated from the median to allow a ROE adjustment, it did so based on forward 
looking-risk factors unique to the regulated enterprise or shortcom ings in the available 
proxy companies, S taff  contends. Here, S taff  asserts, there is no credible evidence 
t in t  TAPS faces extraordinary, forward-looking, operational risks. S ta ff  states that the 
arguments made by C arrie rs’ witness Mr. Wells relate to the risk o f  construction 
and/or non-completion, and the risk that the investment will not be recovered. There 
is no persuasive rationale for burdening current ratepayers for these asserted risks.
S taff  states.
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210. S taff  states that the Carriers brief  clarifies that their risk prem ium  proposal is 
entirely related to the construction and completion risks o f  TAPS which are no longer 
present. The C arr ie rs’ proposal must be rejected because the Carriers have not met 
their burden to dem onstrate  that they require a return well outside the median o f  the 
DCF range. S ta ff  concludes that the Carriers cannot credibly claim entitlement to any 
risk premium. Accordingly, S taff  states, the appropriate return on equity using the 
consensus proxy group and applying the C om m ission’s preferred discounted cash 
flow model is 12.16% on a nominal basis (8.90% inflation adjusted), and for 2006 it is 
12.31% on a nominal basis (8.89% inflation adjusted).

Discussion/Findings

211. The D CF approach is based on the premise that a s tock ’s price is a function o f  
expected future cash flows, calculated using current dividend yields and estimated 
growth in dividends. A /T  IB at 87; Tr. 6865. The DCF analysis is applied to the 
selected proxy group to produce a range o f  equity returns. A/T IB at 87; see Opinion 
435, 86 FERC at 61,099. The median range is used by the C om m ission to set the 
return on equity for the regulated entity. Id. There is a noted exception to this 
practice. W hile the DCF analysis is applied in the same fashion to gas and oil 
pipelines, the calculation for gas pipelines, establishes a “ nominal” return on equity, 
which includes a com ponent for inflation and for oil pipelines a “real” ROE is 
calculated that subtracts the inflation factor from the “nom inal" return on equity. Id.

212. The parties agree that the DCF M ethodology is the appropriate methodology to 
em ploy in calculating the return on equity in this proceeding.162 In addition, the 
parties agree that the main point o f  contention is the 2% risk prem ium  requested by 
the Carriers. Thus, the argument at hand is focused on whether the imposition o f  a 
risk premium is appropriate; however, the issues concerning the de minimus 
differences in the D CF model inputs must first be addressed. The parties agree that 
their application o f  the DCF proxy results in a difference that is im m aterial.163 
However, the parties do note some difference.

213. First, the Carriers claim that the State and A nadarko/Tesoro used an additional 
SSA forecast whicl allegedly skews the DCF calculation and results in a lower cost o f  
equity, to the benefit o f  Anadarko/Tesoro. Carriers’ IB at 89. As stated by

162 A /T  IB at 87; C arrie rs’ IB at 89; S taff IB at 74-75, see SFPP , 86 FERC at 
61,099. With regard to the use o f  MLPs in the proxy group, the Carriers, S taff and 
Anadarko/Tesoro agree that the use o f  such a proxy group is appropriate in this 
proceeding. C arrie rs’ RB at 62 n. 199; A /T RB at 69; S taff  IB at 75.

163 S taff  IB at 75 n.237; Carriers’ IB at 89; A/T IB at 87; Ex. A /T-100 at 15-17; 
Ex. A/T-104 (Colum n II) .
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Anadarko/Tesoro and the State, the differences in the D C F-determ ined cost o f  equity 
is insignificant and attributable to input and calculation differences. A /T  RB at 69 
n .8 1; S taff IB at 75 n.237 A /T IB at 87; Ex. A /T -100 at 15-17; Ex. A /T -104 (Colum n
1 1). Contrary to the C arrie rs’ assertions, A nadarko/T esoro’s use o f  the EIA and SSA 
for the long term growth rates is consistent with Com m ission p receden t.164 The 
Comm ission rejected the sam e argument forwarded by the C arr ie rs ’ and their witness 
Mr. Williamson. The argument was that two o f  the forecasts should be rejected 
because the forecasts were lower than the others and were thus, as WiUiston Basin 
claimed, unreliable. W illiston Basin , 104 FERC at P31; C arrie rs’ IB at 89; ATC-45 at 
23; See State IB at 57. The C arriers’ witness Mr. W illiamson adm itted that in 
W illiston Basin the “C om m ission  accepted the ir  'usion o f  G D P  grow th forecasts 
from SSA ” for the DCF calculation 104 FERC at j ’ 32; A TC-45 at 45:5-6.

214. Mr. W illiam son’s reason for excluding the SSA G DP forecasts, in te r a lia , was 
because they “reflect extrem e conservatism” and as stated by the Carriers, “skews the 
forecast, resulting in a lower and, for Anadarko/Tesoro, a more favorable cost o f  
equity.” C arrie rs’ IB at 89; Ex. ATC-45 at 23; see Ex. A /T-100 at 24:18-21. Mr. 
Hanley used the information from the SSA and EIA because it w as “ freely available 
and cost-free”  w hereas getting the DRI/W EFA  estimates is “ tim e-consum ing and 
extremely costly .” Ex. A /T-100 at 24. A reasonable inference can be drawn here that 
Mr. W illiam son’s main purpose for excluding the SSA G D P forecasts in his DCF 
analysis is because they would yield a lower cost o f  equity (w hich is unfavorable to 
the Carriers). C arrie rs’ IB at 89; ATC-45 at 23, see State IB at 57; see S taff  IB at 62; 
see Ex. A T-100 at 24. ln addition, Mr. W illiam son’s choice to exclude the SSA 
forecast after adm itting  that the Com m ission accepts the SSA forecast in DCF 
calculations is suspect particularly when the point o f  the exercise is to determine a 
range (both high and low) and not just an exact number. Thus, Mr. W illiam son’s 
testimony with respect to this issue will be accorded little weight. Mr. H an ley ’s use 
o f  an additional G D P SSA forecast, approved for use in the D CF analysis  by the 
Commission, in his calculation renders his study m ore reliable than Mr. W illiam son’s.

215. As an addiFonal ground for rejecting Mr. W illiam son’s DCF analysis Mr. 
Hanley notes that Mr. W illiam son’s calculations contain timing mism atches. To 
begin with, Mr. Hanley points out that the cost o f  com m on equity is prospective, and 
thus applicable to a future period. A/T-100 at 16. Mr. Hanley states that the 
calculation should take into account the time period in w hich investors would 
examine the data to form their expectations and that is usually the end o f  the 
proceeding year (when they form expectations for the following year). Mr. Hanley 
states that since investor’s expectations are formed in the previous year, there is a

164 State IB at 57; W illiston  Basin , 105 FERC <| 61,036 at 21-33; Ex. ATC-45 at
23.
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mismatch between the data used and the expectationai cost o f  com m on equity capital. 
Id. at 18-19. Mr. Hanley further states that the actual result is not what should be 
considered, but instead what the investors expected. Thus, the expectationai cost for 
one year is measured by the actual data from the previous year. Mr. W illiam son’s 
calculations do not reflect this p ra r f;ce and, accordingly, result in a mismatch between 
the data used and the expectations -ost o f  common equity capital. Id. at 17.

216. Accordingly, the C arriers’ DCF analysis is rejected in favor o f  adopting 
A nadarko/T esoro’s analysis.165 As explained previously the differences in the DCF 
calculations o f  the Carriers and Anadarko/Tesoro are insignificant. It is found that the 
appropriate return on equity (ROE) calculated using the DCF m ethodology inputs o f  
Anadarko/Tesoro for TAPS for 2005 is 12.16% on a nominal basis (8 .90%  inflation 
adjusted or real equity return), and for 2006 is 12.31% on a nominal basis (8.89% 
inflation adjusted or real equity return). Hanley, Ex. A/T-5 at 5, 11-18, A/T-53 at 5,
6 - 14, A /T-100 at 10, 25-30, A /T-160 at 5-13, 37-39.

217. Now, considering the more significant point, the Carriers claim that a risk 
premium o f  2 %  or 200 base points should be added to their return on equity because 
TAPS is “ riskier than any Lower-48 oil pipeline.” Carriers IB at 90. In Petal Gas 
Storage , the Com m ission  stated that

[J]t begins the risk analysis for pioposed projects with the assumption 
that pipelines generally fall into a broad range o f  average risk. Absent 
highly unusual circumstances that indicate an exceptionally high or low 
risk as com pared to other pipelines, the assumption is made that a 
pipeline faces average risks (though an examination o f  a particular 
pipeline's risk factors may warrant adjusting the ROE higher or lower 
than the middle o f  the zone o f  reasonableness established by the proxy 
group).

106 FERC at P 8 (citations omitted). The Commission further stated that “we conduct 
our risk analysis with the presumption that existing pipelines fall into a broad range o f  
average risk, absent highly unusual circumstances that indicate anom alously high or 
low risk as com pared to other pipelines.” Id. at P 29; S taff  IB at 76; A /T  IB at 88. 
Additionally, the Com m ission requires a “sufficient show ing that [the pipeline] is 
outside the broad range o f  average risk.” Id ;  see Kern River; 117 FER C  at P 160- 
161. Thus, the inquiry here begins with the presumption that the Carriers as an 
existing pipeline “ fall into a broad range o f  average risk” and await “a sufficient 
showing” that the Carriers fall outside this broad range. See id.

165 The HIOS issues in the oil proxy group are discussed under Issue F. 1,
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218. As discussed in Issue III.F. I , supra  the Carriers have failed to prove that 
operating TA PS is riskier than the operations o f  other oil p ipelines.166 In addition, 
Mr. Hanley notes that T A P S ’ business risk is average and T A P S ’s financial risk is 
average. A /T-4 at 22. The Carriers state that C olon ia l confirms that a rate o f  return 
toward the top o f  the range o f  reasonableness is justif ied  based on the facts o f  this 
case. C arrie rs ’ RB at 70-71. Colonial was distinguished from TA PS in Issue III.F. 1. 
The C om m iss ion ’s decision to grant Colonial a provisional acceptance o f  its equity 
ratio at the high end o f  the “zone o f  reasonableness” w as based on the C om m iss ion’s 
recognition that C olon ia l’s construction project was going to present “substantial 
challenges” such as the length and scope o f  the project, enormous investment 
involved, financing challenges, the challenges o f  constructing a multi-state project, 
and the short time for completion o f  the project. C olon ia l, 116 FERC at P 59, 61-62, 
65. TAPS is a com pleted pipeline and does not face such challenges at this time.

219. The Carriers assert that the risks TAPS faced during construction merits a 2%  
risk premium since the challenges and risks that TA PS faced in the past arc relevant 
in the present. However, the case law indicates that the risk prem ium  inquiry is 
forward-looking. In Iroquo is Gas Transmission Sys., L.P., 84 FER C  1] 61,086 at 
61,455 56 (1998) (Iroquois), the Commission upheld the A L J ’s decision not to move 
the p ipe line’s ROE outside the range established by the proxy com panies after finding 
that the p ipe line’s risk was average and that an “established pipeline serving an 
expanding market, that it has the security o f  long-term shipper contracts, and that any 
risks associated with construction or certification are either past or speculative.” The 
forward-looking nature o f  the Commission's risk determinations w as also confirmed 
in Transcon. Gas P ipeline, 60 FERC at 61,287, w here the Com m ission stated that the 
inquiry is

[Bjased on the Com m ission’s evaluation o f  [the p ipe line’s risksj which 
investors perceive while the rates in this proceeding are effective. The 
Com m ission  establishes rates to apply in the future that reflect 
projections o f  w hat costs, and risks, the pipeline is likely to incur during 
the period the rates will be in effect. These projections are based on 
historical experience, adjusted for known and measureable changes that 
will occur to affect costs or risks during the period the rates will be in 
effect.

166 See A /T  IB at 88-90; S taff IB at 76. TAPS has an impressive safety and 
reliability record. Tr. 2138, 2142; Tudor, Tr. 2135; Wells Tr. 2384; Tyc, A/T-214 at 
2-3. TAPS has no greater than average operating risk. Tr. 2135. TA PS has not had a 
reportable spill o f  crude in 4 Z2 years. Tr. 2142.
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Transcon. Gas P ipe line , 60 FERC at 61,287. Thus, the testimony o f  witness Wells 
and the C arrie rs’ other arguments concerning construction risk are irrelevant. Wells, 
A T C -151 at 6-7. Tr. 2329.

220. The fact still rem ains that the record does not support a finding that TAPS was 
a risky enterprise in either its construction phase or its operational phase, and m ore 
importantly prospectively .167 The Commission requires the risks to be sufficiently 
high to justify  a further increase in return. See K ern R iver, 117 F E R C  at P 177. The 
Carriers have not satisfied this requirement. Thus, Professor W illiam son’s extensive 
discussions concerning risk prem ium s is rejected. The C arrie rs’ have not cited a case 
w here the return on equity and associated risk prem ium  issue was not a prospective 
inquiry. It is found that the Carriers failed to rebut the presum ption that they face 
average risks and it is found that the Carriers are not entitled to a 2%  risk premium.

Issue III.  F. 3. W h at  is the app rop r ia te  cost o f  debt?

221. The Carriers claim that the appropriate cost o f  debt is that o f  the C arriers’ 
parent companies. The C om m iss ion ’s policy is that capital structure and long term 
debt cost should be based on the sam e entity, the Carriers cla n. A ccording  to the 
Carriers, the C om m iss ion ’s policy in Opinion 154-B is to use the p ipe line’s parent 
com pany’s capital structure and cost o f  long-term debt w here the pipeline com pany 
does not provide its ow n financing. The Carriers state that the reasons they provided 
for using the parent com pany  capital structure also support the use o f  the parent 
com pany’s cost o f  long-debt. The Carriers claim that they and the State generally 
followed the sam e approach in determining the cost o f  debt using the parent 
companies. The actual long-term debt costs o f  the C arriers’ parent com panies are not 
uniform, and accordingly, A nadarko /T esoro’s proposal to use a uniform hypothetical 
debt cost for all TA PS Carriers would violate the requirement that each o f  the Carriers 
parents be com pensated for the debt costs it has actually incurred, the Carriers 
contend.

1(17 As S taff  and Anadarko/Tesoro succinctly state “ here there is no credible 
evidence that TA PS faces extraordinary, forward looking, operational risks. Indeed, 
the record supports the conclusion that TAPS: (1) was created without a threat o f  
future competition, (2) has recognized oil reserves, (3) is contractually subscribed by 
affiliated shippers with interests to continue to ensure the success o f  TAPS, (4) whose 
original investment has already been substantially recovered, and, accordingly, (5) 
cannot credibly claim entitlement to any risk prem ium .” S ta ff  IB at 76 (citing Hanley, 
A/T-4 at 5, 11-18, A /T-53 at 5, 6-14, A /T -100 at 10, 25-30, A /T-160 at 5-12, 37-39). 
A/T-IB at 91. Ives, SOA-8 at 80; M akholm, SOA-44).
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222. A nadarko/Tesoro state that the appropriate cost o f  debt for TA PS for 2005 is 
5.80% and for 2006 is 5 91% as determined by the oil proxy group. The Carriers’ use 
o f  the parent com pany debt costs is inappropriate because the parents have materially 
different risk profiles and capital structures than TAPS. A nadarko/Tesoro claim that 
where the use o f  parent com pany capital structures is inappropriate and unreasonable, 
it follows that using the Carriers' parents’ cost o f  debt to TAPS is also unreasonable. 
Anadarko/Tesoro state that Mr. H anley’s cost o f  debt calculations should be accepted 
because although the variations in recommended debt rates are minimal, only Mr. 
Hanley’s proposal reflects the consistent use o f  proxy com panies to determine all cost 
o f  capital elements. Mr. H anley’s proposal is consistent with Com m ission precedent 
that requires the use o f  a proxy group to develop a hypothetical capital structure 
where the use o f  the paren t’s capital structure would produce anom alous results.

223. S taff  agrees with the cost o f  debt proposed by Anadarko/Tesoro. S taff  states 
that although the State calculated the cost o f  debt using the weighted average 
embedded cost o f  debt o f  the Carriers parents, the variations a*e insignific 't. 
However, S taff  asserts that the record does not support the use o f  parent company 
debt costs because the C arrie rs’ parents have materially different risk profiles and 
capital structures than TAPS. S taff states that as with the determination o f  the TAPS 
equity return, it is also appropriate here to utilize a proxy group o f  risk-comparable 
pipeline com panies to determ ine the cost o f  debt for TAPS. M oreover, S taff  claims 
that as a matter o f  policy, the debt cost should be in synch with the capital structure.
It follows that w here the use o f  parent com pany capital structures is inappropriate and 
unreasonable, ascribing the parents’ cost o f  debt to TAPS is likewise unreasonable. 
S taff  states that the C arrie rs’ arguments must be rejected because it is inappropriate to 
apply the C arrie rs’ paren ts’ capital structures to TAPS and, thus, using the parents’ 
cost o f  debt for TA PS is precluded.

Discussion/Findings

224. The parties agree that Comm ission precedent mandates that the cost o f  debt be 
consistent with the capital structure. As discussed above, it was found that the 
Carriers’ paren ts’ capital structures are anomalous and cannot be used. The 
hypothetical capital structure was adontcd and, thus for the sake o f  consistency, the 
cost o f  debt will be o f  the same design as the capital structure implemented in this 
decision. Staff, Anadarko/Tesoro, and the Carriers all cite Enbridge Pipelines, 100 
FERC 1)61,260 at 61,944 (2002) and M ichigan Gas Storage Co., 87 FERC *| 61,038 at 
61,166 (1999) for the proposition that the capital structure imputed to a pipeline 
should also be im puted to the cost o f  debt.168 Thus, they all agree (whether or not

11,8 Enbridge, 100 FERC al 6 1,944 (“wl i the Com m ission imputes the capital 
structure o f  a corporate parent to a subsidiary, it also imputes the parent's costs o f  debt 
and preferred stock to the subsidiary” ); M ichigan Gas Storage Co., 87 FERC !| 61,038
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they agree with the final outcom e o f  the capital structure findings) that this is the 
appropriate result. S taff IB at 78; RB at 64; Carriers’ RB at 69; IB at 92; A/T IB at 
91; RB at 72. A ccordingly, it is found that the cost o f  debt will be calculated in 
accordance with the findings concerning capital structure.

225. As a result o f  all the findings above on Issue III. F. or the appropriate return 
on investment, it is concluded that the weighted cost o f  capital in this case is 7.20 
percent in 2 0 0 5 169 and 7.16 percent in 2006.

226. The parties agree that this issue is derivative o f  other issues. Accordingly, this 
issue is not in dispute. See A/T IB at 92; Carriers’ IB at 94; S ta ff  IB at 78.

Issue III. H. W hat  level of th roughpu t  is a p p ro p r i a t e  to use in 
developing rates?

227. The parties have agreed to accept the Carriers’ estimated throughputs for 2005 
and 2006, accordingly, this issue is not in dispute. See A/T IB at 92; Carriers’ IB at 
94; S taff  IB at 78. The Carriers’ throughput figures are found in Exhibits 37-41, 
Statement A2 and W orkpaper 1 for 2005 and Exhibits 90-94, Statement A2 and 
W orkpaper 1 fo r2 0 0 6 .170

228. This issue is not in dispute. See A /T IB at 92; C arrie rs’ IB at 94; S taff IB at 
78.

at 61,166 (1999) (“when the Com m ission imputes the capital structure o f  a corporate 
parent to a subsidiary, it also will impute the paren ts  costs o f  debt and preferred

Issue III. G . W h at  is the appropr ia te  income tax allowance?

Issue III. I. W'hat cost allocation and ra te  design is approp r ia te?

stock”).

169 Exs. A /T -13, W P 1; A /T -144, W P 1.

170 Ex. A /T - 146, WP1.
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Issue III. J. Does the Designated TAPS C a r r i e r s ’ SAC presenta tion 
show tha t  the filed 2005 and  2006 interstate ra tes a re  ju s t  and  reasonable?  

Part ies ’ Contentions

229. The Designated TAPS Carriers (the Designated C arrie rs)171 propose the stand 
alone cost (SAC) m ethodology as an additional benchm ark to show that their filed 
rates arc just and reasonable. The Designated Carriers claim that if  their filed rates 
are lower than the rates determined under SAC, that will serve as an additional 
indicator that the Carriers’ filed rates are just and reasonable. Precedent from the 
D.C. Circuit, the Supreme Court, other commissions, and this Comm ission support 
the use o f  SAC to evaluate the reasonableness o f  TA PS rates, the Designate Carriers 
claim. The Designated Carriers state that the average rate derived by Mr. Klick for all 
N ew  Alaska Pipeline System (NAPS) is $5.34 per barrel in 2005 and $5.52 per barrel 
in 2006. Since these rates are higher than the C arriers’ filed rates for 2005, the 
Designated Carriers claim that this proves the filed rates are ju s t  and reasonable.

230. In addition, the Designated Carriers assert that SA C  acts as a surrogate for 
competition by replicating the competitive market in situations where competition is 
absent and enables regulators to determine the m axim um  rate a carrier could charge if  
competition existed. In sum, the Carriers state that SA C shows the rates that could be 
charged if  TA PS was subject to effective competition. Thus, the Designated Carriers 
contend, the SAC analysis determines the m axim um  rate that an economically 
efficient new entrant could charge for the same service. If  the SAC rate is higher than 
the filed rate, the Designated Carriers assert, then the filed rate is deem ed just and 
reasonable.

231. T he Designated Carriers state that they are not using SA C to establish the 
Carriers rates. The Designated Carriers claim that it is irrelevant that SAC is not an 
original cost methodology because the Comm ission is not required to adhere 
exclusively to original cost ratemaking. Revenue adequacy principles are not 
important, the Designated Carriers argue, since they are not arguing that the SAC 
rates should be submitted for their filed rates.

232. Anadarko/Tesoro state that the SAC docs not support the justness and 
reasonableness o f  the Designated C arrier’s filed rates. SA C is a form o f  a 
replacement cost method grounded in hypothetical costs o f  operating a hypothetical

171 The Designated TA PS Carriers are: BP Pipeline (Alaska); Exxon Mobile 
Pipeline Com pany; Koch A laska Pipeline Company, LLC and Unocal Pipeline 
Company.
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pipeline and contradicts the original cost method required by Farm ers Union I I  and 
Opinion 154-B. First, Anadarko/Tesoro state that the SAC is fundamentally 
inconsistent with original cost ratemaking because it fails to take any actual costs o f  
TAPS into consideration. Anadarko/Tesoro state that the SAC is a replacement cost 
valuation methodology that has been repeatedly rejected by the courts and the 
Commission. A ccording to Anadarko/Tesoro, SAC is an allocation methodology 
used to allocate a total revenue requirement am ong competitive and noncompetitive 
services. The Designated Carriers incorrectly use SAC to justify their revenue 
requirement A nadarko/Tesoro claim. Anadarko/Tesoro also claim that the Designated 
Carriers SAC presentation is unreliable because even the hypothetical pipeline is 
substantially different from TAPS. The SAC is incapable o f  distinguishing am ong 
rates lower than the SAC ceiling rate, Anadarko/Tesoro contend. A nadarko/Tesoro 
state that the case law cited by the Designated Carriers misstates relevant precedent 
and that the SAC analysis has not been used or recognized by the Commission.

233. S taff  agrees with Anadarko/Tesoro and also states that the Designated C arrie rs’ 
SA C proxy is deficient and does not support a finding that the filed rates are just and 
reasonable. S taff  presents many o f  the same arguments as Anadarko/Tesoro 
concerning SAC including that it ignores front loaded accumulated depreciation and 
all other actual costs. First, S taff  states that the SA C is inconsistent with original cost 
ratemaking as adopted in Fanners  Union 11 and Opinion 154-B and should be 
rejected. S taff  claims that SAC does not make an assessment as to the justness and 
reasonableness o f  the individual TSM  elements and only evaluates the overall rate and 
thus fails to satisfy the requirement that all non-cost elements o f  the TSM be justified. 
The Designated Carriers have not supported the SAC they advance and the SAC does 
not support the Carriers’ f i M  rates. S taff  claims. Second, S taff  asserts that SAC is 
premised on replacement coJts principles rejected by the Comm ission and the courts. 
Third, S taff  states that the SAC inappropriately used by the Designated Carriers to 
establish a purported new revenue requirement. The Comm ission has specifically 
rejected the use o f  SAC to set an overall revenue requirement, S ta ff  states. SAC,
Staff  contends, m ay have som e value as an allocation method however, the 
Designated Carriers arc using SAC to assess the reasonableness o f  their rates and not 
simply to provide a benchmark. Finally, S taff  states that the Designated C arriers’ 
arguments stating that SA C should be applied to alleviate concerns about generational 
equity should carry no weight.

Discussion/Findings

234. As S ta ff  correctly points out, the SAC methodology was primarily used by the 
Interstate Com m erce Com m ission and its successor agency the Surface 
Transportation Board to allocate costs between captive and non-captive customers o f  
coal-hauling railroads. See S taff  IB at 86 n. 2 7 1. This methodology attempts to
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determine the rate that a shipper would pay i f  the market were com petitive by 
calculating the costs o f  a hypothetical pipeline. Carriers’ IB at 94; A /T  IB at 94.

235. As a threshold matter, it is noted that this initial decision has already found 
above that Farm ers Union I I  and O pinion 154-B are the applicable ratem aking 
standards in this proceeding. Thus, this issue can easily be disposed o f  using the 
basics set forth in these two precedents. As discussed, supra, in Issue II.B, Farm ers  
Union  / /p ro v id e d  the C om m ission with several “guideposts” to use in setting jus t  and 
reasonable rates. See Farm ers Union II,  734 F.2d at 1530. U nder th •' original cost 
methodology articulated in Opinion 154-B, the Commission stated that “original cost 
is a ‘proven alternative” ’ and “ is the best yardstick” to use in determ ining revenue 
requirements. 31 FERC at 61,833. In addition, Opinion 154-B stated that “oil 
pipeline rates as a general rule m ust be cost-based.” Id. SAC runs afoul o f  the cost- 
based principles established in O pinion 154-B.

236. The SA C is based only on forward-looking costs and does not take the original 
cost o f  the rate base into consideration .172 This methodology fails to take any cost 
into consideration including actual accumulated depreciation and the original cost o f  
rate base and starts from scratch to create a “different rate base, different expenses, 
different everything.” Overcast, Tr. 6272-6273. As noted by A nadarko/Tesoro, the 
SAC ignores the accelerated depreciation already collected by the Carriers that has 
resulted in a 97%  recovery o f  their original cost investment in TA PS. A /T IB at 95- 
96; Ex.A/T-33; Ex. A/T-35. Moreover, implementing costs derived under SAC would 
permit the Carriers to cover costs completely unrelated to their original investment in 
TAPS. A/T IB at 95; Ex. A/T-79 at 31-32. Contrary to the C arrie rs’ assertions, Dr.
O . ercast states that “ SAC cannot be used to test the revenue requirem ent because it 
docs not reflect any o f  the elements o f  the total revenue requirement calculation as is 
required under the regulatory m odel.” 173 Even the Carriers' w itness Dr. Baumol 
agrees that SA C “has nothing to with the revenue requiiem ents” and [a]s one o f  the 
inventors o f  the concept, I can guarantee you that that is not its purpose.” A/T IB at 
100 (quoting Tr. 3588). Thus, the C arriers’ witnesses also agree that SA C cannot be 
used to determ ine jus t and reasonable rates. A /T  IB at 101. A nadarko/Tesoro also 
point out that no witness knew o f  a case where an agency used SA C to determine the 
total revenue requirem ent.1'4 Dr. Baumol. the m ethodology’s originator, admitted

172 Overcast, Tr. 6272-2673; Ex. A/T-93at 17, 24-26, 28; Ex. A/T-78 at 60-62, 
65-66; Ex. A /T-140 at 14-15; A /T a t  28,29-34; DTC-1 at 16; DTC-2 at 10; DTC-5 at 
11-12; DTC-36 at 14.

13 A T -9 3  at 24. In addition, Dr. Baumol stated that the SAC computes a 
competitive ceiling; however, it does not determine what the com petitive rate should 
be. Tr. 3612.

i74 See A /T  iB at 100 (citing Klick, Tr. 3444, Tr. 3467; Overcast, Ex. A/T-93 at
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A u g u s t  2 0 0 6  B u s i n e s s  R e s u m p t i o n

•  C l e a n u p  a n d  r e c o v e r y

•  B y p a s s  c o n s t r u c t i o n

•  L i s t e n i n g  a n d  l e a r n i n g

O p e r a t i o n s  i n t e g r i t y  A s s u r a n c e

•  C o r r o s i o n  m a n a g e m e n t
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P i p e l i n e  R e n e w a l

•  O T L  s y s t e m  p r o j e c t

•  L e a k  d e t e c t i o n

B P X  A l a s k a  F o r w a r d  P l a n
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I n  1 0 0  d a y s :

R e m o v e d  i n s u l a t i o n ,  i n s p e c t e d  a n d  r e - i n s u l a t e d  o v e r  4 3 , 0 0 0  f t  ( 8  m i l e s )  

o f  o i l  t r a n s i t  l i n e s  ( i n c .  4  c a r i b o u  a n d  2  r o a d  c r o s s i n g s )

I n s t a l l e d  5  n e w  p i p e l i n e  b y p a s s  p r o j e c t s

C o m p l e t e d  3 4  h o t  t a p s

D e - o i l e d  a n d  f u l l y  i s o l a t e d  G C 2  t o  G C 1  a n d  F S 2  t o  F S 1  O T L s  i n  

p r e p a r a t i o n  f o r  a b a n d o n m e n t

B u i l t  a n d  i n s t a l l e d  a  n e w  t e m p o r a r y  3 4  " p i g  l a u n c h e r  a t  G C 1  a n d  s o l i d s  

b y p a s s  f a c i l i t i e s  a t  s k i d  5 0  t o  e n a b l e  W O A  a n d  E O A  O T L  p i g g i n g

R a n  6  c l e a n i n g ,  1  g a u g e  a n d  2  s m a r t  p i g s  t n r o u g h  t h e  F S 1  t o  s k i d  5 0  

E O A  O T L  t o  d e t e r m i n e  s u i t a b i l i t y  t o  r e m a i n  i n  s e r v i c e  u n t i l  t h e  l i n e s  c a n  

b e  r e p l a c e d .  B e g a n  w e e k l y  m a i n t e n a n c e  p i g g i n g

R a n  6  c l e a n i n g ,  1 g a u g e  a n d  2  s m a r t  p i g s  t h r o u g h  t h e  G C 1  t o  s k i d  5 0  

W O A  O T L  t o  d e t e r m i n e  s u i t a b i l i t y  t o  r e m a i n  i n  s e r v i c e  u n t i l  t h e  l i n e s  

c a n  b e  r e p l a c e d .  B e g a n  w e e k l y  m a i n t e n a n c e  p i g g i n g

R e s t a r t e d  F S 2  a n d  C O T U  t h r o u g h  t h e  E n d i c o t t  p i p e l i n e

P r o v i d e d  c o n t i n g e n c y  r o u t i n g  f o r  o i l  e x p o r t  t o  P S 1  f r o m  4  o t h e r  f a c i l i t i e s
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I n  1 0 0  d a y s :

R e c e i v e d  a l l  n e c e s s a r y  r e g u l a t o r y  p e r m i t s  a n d  c o m m e r c i a l  a g r e e m e n t s  

w i t h o u t  a n y  i m p a c t  t o  s c h e d u l e

R e m o v e d  4 0  f t  s e c t i o n  o f  G C 2  t o  G C 1  O T L  a n d  s h i p p e d  t o  L 4 8  f o r  

f u r t h e r  s e c t i o n i n g  a n d  a n a l y s i s  b y  D O J

I n c r e a s e d  N o r t h  S l o p e  c a m p  p o p u l a t i o n  s u p p o r t i n g  G P B  b y  7 0 0  ( 4 4 % )

S h u t d o w n  a n d  r e s t a r t e d  7  m a j o r  p r o d u c t i o n  f a c i l i t i e s  ( s o m e  t w i c e ) .  

P a r t i a l l y  s h u t d o w n  a n d  r e s t a r t e d  t h e  g a s  p l a n t s

J a n u a r y  2 0 0 7  p r o d u c t i o n  > 4 3 0 m b d
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Eastern O pera ting  Area (EOA)

2 4 " -  G H X

Legend

M a r c h  ' 0 6  E v e n t  L o c a t i o n  

A u g u s t  ' 0 6  E v e n t  L o c a t io n  

O T L  O u t  o f  S e r v i c e  

E x i s t i n g  O T L / P r o d u c t io n  L in e  

N e w  B y p a s s ,  In S e r v i c e  

N e w  B y p a s s ,  R e a d y  fo r  S e r v i c e

8 "  B y p a s s ,  1 5 0 0 '  

1 0 ' '  B y p a s s ,  1 5 0 0 '

6 / 8 "  B y p a s s e s ,  5 0 '

• 1 2 "  B y p a s s ,  1 2 0 '

4 5

1 6 " - 2 2  M i l e s 7 T
L 1 lUIOUll

1 6 " -  6 . 2  M i l e s
L isb u rn e

T ra n s  A laska  P ipe line



Production Facility Bypass Status Comments

E O A  R o w  Sta tion  2 (FS2)
' '■ a. ■ -  ■" V =•

Fully O pera tiona l. In Serv ice  to  Endicott.
' 1• '• * /•v3?z> >T

E O A  C ru d e  Oil T o pp ing  U n it (COTU) Fully O pera tiona l. In Serv ice  io  End icott.

E O A  F lo w  S ta tion  1 (FS1) R eady to  Be Placed Into Service  to 
E ndico tt . Requires Valve Installation & 
Final Tie-in fo r Use.

2  day S h u td o w n 
Required. E s tim a te d 
D uration  to
C o m m is s io n  -  5 days.

EO A F lo w  S ta tion  3 (FS3) Ready to  Be Placed Into Service to 
L isburne. Requires Spool &  Final Tie-in fo r 
Use.

E s tim a te d  S h u td o w n 
&  C o m m is s io n in g
D uration  -  7 days..

W O A  G a th e r ing  C e n te r  2 (GC2) Fully O pera tiona l. In Service th ro u g h  GHX 
to  G C 1 .

Insta lled Fo llow ing 
th e  M arch  OT21 
E vent

W O A  G a ther ing  C e n te r  1 (GC1) Ready to  Be Placed Into Service to G HX2. 
R equ ires  Spool &  Final Tie-in fo r  Use.

E s tim a te d  S h u td o w n 
&  C o m m is s io n in g 
D uration  -  5 days. |

W O A  G a ther ing  C e n te r 3 (GC3) Slug C a tcher Bypass Ready to  be Placed 
In to  Service. Requires Spool Final Tie-in fo r 
Use.
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L e g e n d

1 -  H o t  T a p  t o  E n d ic o t t  f o r  F S 2  B y p a s s

2 - FS1 B y p a s s  P ip in g  in t h e  M o d u le

3  -  FS1 B y p a s s  P ip in g  In s ta l la t io n  O u t s i d e  FS1
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R estore  GPB p ro du c tion  safe ly  bu t s w if t ly

Seek to  und e rs ta nd  w h y  th is  s y s te m 
fa iled (Corrosion m e ch a n ism )

Begin im m e d ia te  m a in te na nce  p igging 
and “ In te ll igen t" p igg ing  o f Transit lines
Include all Oil trans it  L ines in D O T ’s 
Pipeline In teg rity  M a n a g e m e n t  Program

Change B P ’s A laska organization to  c reate 
an in d e p e n d e n t Technica l D irec to ra te

Iden tify  and acce lera te  m a in te na nce 
spend ing  across opera tions
W o rk  o pe n ly  w i th  Federal, State and 
Industry  to  ide n tify  learn ing 's  and bes t 
practices

R esto red  p ro du c tion  in 4 4  days and p ro du c tion 
n o w  at p re -A u g u s t S h u td o w n  rates o f  > 
4 4 0 M B O E D
E xtens ive  techn ica l eva lua tions  und erta ken  to 
d e te rm in e  fa ilure  m e c h a n is m s  b u t 3 clear causal 
fa c to rs  n o w  u nd ers to od , s e d im e n ts , w a te r  and 
f lo w  ve loc it ies  .These fa c to rs  a llo w e d  m icrobia l 
induc ted  corros ion  (M IC) to  occur, w e  w ill 
con tin ue  fu r th e r  s tu d ie s  to  d e fin e  th e  iden tif ica tion 
o f the  spec if ic  ty p e s  o f  bacteria
M echan ica l p igg ing  w e e k ly  n o w  and all OTL lines 
in te ll igen t p igged  tw ic e
W o rk in g  w i th  DOT, phase 1 trans it ion  o f all lines 
(excep t 1 NGL line by 03 /08 ) have been 
incorpora ted  into th e  D O T  Pipeline In tegrity 
M a n a g e m e n t  P rogram
Technica l D irec to ra te  fo rm e d  in A ug, 2 0 0 6  w ith 
m o re  than 150  techn ica l s ta f f  w o rk in g  o u ts id e  o f 
th e  line organ ization  to  p rov ide  in d e p e n d e n t 
in teg rity  assurance.
M a in te n a n ce  sp e n d ing  has been  increased 4  fo ld 
since 2 0 0 4  to  c.a. $ 1 9 5 m m  in 2 0 0 7
T re m e n d o u s  e ffo r ts , recogn ized  by m a n y  o f the 
agenc ies  and indus try  to  o pe n ly  share  and 
incorpora te  ideas, p ro ce sse s  and lea rn ing ’s to 
m itiga te  fu tu re  risks
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M echanism s

• External inves tiga tion  identif ied  M icrob io log ica l In fluenced  Corros ion  (M IC) as p r im ary  cause

• 3 causal fa c to rs  are w a te r,  s e d im e n t  and bacteria .

• These  fa c to rs  are n o w  m it ig a te d  and w e  are c o n fid e n t in the  ongoing  in teg rity  o f th e s e  lines

Corrosion M itigation S trategy

• Carbon D iox ide:

• S tagnan t w a te r  & /o r  se d im e n ts :

• Bacteria:

S ta tu s

C o n tin u o u s  corros ion  inh ib itor 

R e m o v e  using m a in te na nce  pigs 

Scraping p ipe w a lls  (pigs) &  using b ioc ide 

- Cl is also a b iocide

Pipe lines w e re  c leaned  prior to  ILI 

W e e k ly  &  m o n th ly  c leaning pigs

S u p p le m e n ta l co rros ion  inh ib ito r in jection  d irectly  into OTLs

A nalys is  o f p igg ing  re tu rns  - v irtua lly  no d e p o s its  recovered  s ince cleaning

Inspections

• 2 3 ,8 0 4  In spe c tion s  n o w  c o m p le te d  s ince A u g u s t  6

• R epeat U ltrason ic  in sp ec tio ns  ove r areas o f k n o w n  corros ion

• R epea t s m a rt pig runs sche du led  fo r  s u m m e r  2 0 0 7  fo r  E O A /W O A  p ipe lines (XF21 c o m p le te d  6/5)
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U l t r a s o n ic  t e s t i n g  o f  3 4 "  t r a n s i t  l in e 

b e t w e e n  FS1 a n d  s k id  5 0

A u t o m a t i c  u l t r a s o n ic  t e s t i n g  o f  3 4 "  t r a n s i t 

l in e  b e t w e e n  G C 1 a n d  s k id  5 0


