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June 23, 1983

TO: Jim Ainey, Accounting Division Chief
A. G. Ducles, Administrator of Tramsportation
Tony Cook, Urilities & Accounting Administrator

P~
FROM: Bob Colbeo, Acconmting Analyst
Edward J. Nikula, Supervisor - Revenue Requirements E:ﬂ¢1

SUEJECT: Olympic Fipe Line Company, Inc. - Rate Increase
General

On Tuesday, May 17, 1983, the above~named oi) pipeline company filed WUTC
Tariff No. 16 to become effective July 1, 1983, This new tariff establishes higher
rates penerally averapging 15-20% to all Washipgton destinatioms except Sea-Tac Alrport
where the proposed rateg are 307 higher than at present. Olympic's pipeline rums
from the refineries atr Cherry Point, Ferndsale and Anaceortes, Washington southward
along the eastern side of Puget Soumd and continues on to its final destination in
Portiand. Present rates have been in effect since 1978, and current activity is
split approximately 50/50 between Washington intrastate and interstate deliveries.
Total daily volume is averaging 195,000 bbls/day.

Olympic Pipe Line Company is a joint venture of Shell Pipe Line Corp.
(43.5%), Texaco, Inc. (27.0%) and Mobil Pipe Line Company (29.5%). Mobil acts as
. general partner by assuming day to day operational control and overzll management
responsibility.

This proposal seceks to eliminate the current price differential existing
between intrastate and interstate moves (on a per mile basis) and, if effective,
will bring Washington rates equal to present interstate levels as approved by the
Federal Energy Regulatory Commission (FERC).

The evidentiary material supplied by Olympic in support of their proposgal,
and the underlying books and reccrds from which they were drawn, have been reviewed
by the staff., BSuch material was in the form of, and seeks similar reverue need
determinations consistent with, current FERC methodologies. These guidelines were
enunciated inp the 1982 "Williams" Pipe Line Co. decision, the first oil pipeline
rate case decided by FERC since it assumed regulatory control over oil pipelines
from the Interstate Comperce Commission (ICC) inm 1977.

Williams Methodology '

Using FERC technigues, the following tabulation determines allowable
returns on Valuation Hate Base and Equity. The reaseons and theory behind sveh an
approach are explzined at some length in the attachments that follow, particularly
Foster O0il Pipeline Report No. 59 "Summary of FERC Decision im Williams Proceedings,"
See Attachment A.
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TABLE 1
Olympic Pipe Line Company
Allowable Earnings With
Williams Decision Methodology
(000 Omittred)

Twenty-Five Leading U.5. 0il Companies Nominal Returm on
Average Shareholders' Equity for the Five Year:s Ended
December 31, 1982 (1)

Average Inflation included in Valuatiom for Five Years
Ended Decewber 31, 1982

Subtotal
DPebt Guarantee Premium (2)

Total Return

Estimated FERC Valuation (Year End 1982)
Deferred Tax Credits (Year End 1982)
Long Term Debt Outstanding (Year End 1982)

- Rate Base for Return (Equity)

As published by API - Average Return on Equity of 25
Leading U.5. 0il Companies.

Approximation based on informal conversations with
lending institutions as well as on preliminary research
performed by other pipeline companies.
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18.1%

(4.3%)

13.8%
2.5%

16.3%

72,044

(6,387)
(32,463)

33,194

Using the above ratios, historic 1982 actuwal and projected future earnings

levels are portrayed below:

TABLE 2
Williams Methodology
Olympic Pipe Line Company
Actual & Projected Earnings
(000 Omitted)

1982 w/
Actual 7/1783 .
1982 Increase

(a) (b)
Revenue $ 20,218 % 20,908
Operating Expense 8,407 8,407
Interest Expense 2,552 2,552
Total Expense 10,959 10,959
N.0.I. (BFIT) 9,259 9,949
Federal Income Taxes 4,547 4,557
Net Income (AFIT) 4,712 5,392
Debr Guanantee Premium 811 811

Carrier Return

$ 3,901 ‘ § 4,581

1983 w/

Full Yr. 1983 w/
Twmpact 1984
Proposed Expense
Rates Leveals
(e) (d)

5 21,563 & 21,563
8,761 8,995
2,470 2,320
11,231 11,315
10,332 10,248
4,680 - 4,642
5,652 - 5,606
924 - U7 924

5 4,728 § 4,682
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1983 w/
Fyull Yr. 1983 hw/
1982 w/ Impact 1984
Actusl 7/1/83 Proposed Expense
1982 Increase Ratas Levels
Estimated FERC Valuation $ 72,044. 8 72,044 8 74,652 § 74,6502
Deferred Taxz Credits {6,387) . (6,387) (6,690) (6,690)
Long Term Debt . (32,463) - (32,463) {30,987) (30,987)
Rate Base for Return =~ . § 33,194 [ 33,194 5 36,975 § 36,975
Return on Valuation (L. 7 + L. 10) 6.50°  7.5% 7.6% 7.5%
Return on Equity (L. 9 + L., 13) 11.8% 13.8% 12.8% 12.7%
Debt Premium (L. 8 = 1. 13) 2.47 247 2.5% 2.5%
Column (a) is actual 1982 as contained in Olympic's anmnual report. Golumn

(b) is 1982 data restated as if the instant proposal became effective July 1, 1982,
and is the basis unsed to determine the size of the current proposal., Specifically,
the Williszms' 13.8% return on valuation (less long term debt and deferred tax credits)
is achieved. Colummns (c¢) and (d) give full year impact to the current proposal and
predicts earnings based on 1983 and 1984 budgeted expenses. Additional detail on

the determination of Valuatiom Rate Base is included as Attachment B.

WUTC Methodology

Using more traditiomal Washington Utilities & Transportation Commission
procedures, the above results from Table 2 could be recast as follows:

TAELE 3
Olympic Pipe Line Company
WUTIC Basis
Rates .of Return
(a) (b) (e) (d)
Net Ingcome (AFIT) L. 7 $ 4,712 8 5,392 5 5,652 § 5,606
Add back:
. Interest Expense 2,352 . 2,552 2,470 2,320
Net Operating Income
(AFIT) L. 7 - $ 7,264 § 7,944 % 8,122 5 7,926
Year End Rate Base:
(Orig. Cost Less Accum.
Depr. & Def. Tax Credits) $31,522 $31=522 531,522 $31=522
Rate of Return - % 23.0 25.2 25.8 25.1

Olympic ?ipe Line Company's tarpet rate ¢of return can be determined from
its Capital Btructure at December 31, 1982 (000"s ommitted):
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2 ~ TABLE 4
. Olympic Pipe Line Company
Capital Structure &
Target Rate of Rerurn
Year End Cost . Embedded
Source of Funding Balance # Distribution Rate Cost
Long Term Debt: 5 8,526 ( 20.59) X 4,707 = .00968
23,800 { 57.48) X 8.85% = 05087
138 ( 0.33) x 11.45%Z = .00038
32,464 ( 78.40)
Accum. Defd. FIT
Credits from Accel. Depr.: 6,386 ( 15.42 x gz = ]
Equiry
(18% cost rate is an
assumption for illustra-
tion purposes only) 2,561 (_6.18) x 18.00% = .01112
Total Capitalization $41,411 100.00 - 07205
Target Rate of Return ' 7.21%
Discussgion
. As can be readily observed, the revenue need determination in this casze
depends on whether or not the commission is willing to adopt current FERC quidelines,

or rely on the more traditional pro forma restated year with original cost, depreci-
ated rate base. The staff feels this matter should be a policy determination of the
commisgion itself, and Attachment A, earlier mentioned, will provide FERC's reasons
(essentially Olympic's arguments) in support of the mnew process.

Recompendation

From a cost of service standpoint, therefore, it is recommended that
should the commission accept FERC's methodology, WOTC Tariff No. 16 be allowed to
become effective July 1, 1983, as filed. However, under the more Araditional pro
forma, depreciated rate base format, it is recommended that th filing be suspended
and set down for hearing unless voluntarily withdrawn.

ce:s B. Mar
E. Qtis b

E. Wells )
K. Jacobson

BC:df ' ' ] )
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SUMMARY OF FERC DECISION IN WILLIAMS PROCEEDING

On 11/30/82 the FERC issued Opinion Me. 154 in the Williams Pipe Line cm.
rate proceeding (OR79-1-000) ruling on gquestions of ratemaking methodolegy to be
apblied to oil pipelines. The major conclusions of the decision are to retain the ICC
valuation rate base approach but to discard the Ice industry rate of return standards
(8% on valuation for crude pipelines and l0% on valuation for product pipelines) in
favor of caze-by-case return determinations, including a "real, entrepreneurial” rate
of return on equity. Commissioner Hughes dissented to much of the decision; Commis-
sioners Sheldon and Richard issued separate concurring statements.

The Ccmmission's decision was appealed the same day it was issued —— go the
Tenth Cirenit by oil pipeline interests (Association of 0il Pipe Linss and Williams
Pipe Line Co. v. FERC, No. 82-2459) and to the D.C. Cirenit by the complainant ship-
pers (Earmers Unien Central Exchange et al. v. FERC, No. 82-2412).

Termed a "treatise" by Commissioner Hughes, the FERC Majority decision is
391 pages in length l/ (excluding dissenting and concurring statements), about half of
which is devoted to & discussion of. the genesis and history of oil pipeline regulation
and its current insignificance to ultimate consumers of oil products. Much of the his-
torical discussion reviews at length the writings in the early 1%00's of Miss Ida M.
Tarbell, an ardent and apparently prolific erusader against John D. Rockefeller and
the efforts of Standard 0il Co. to sgueeze out independent broducers and refiners.
According to the Commission, this sentiment was a major force prompting the passage in
1906 of the Hepburn Act provisions which brought oil pipeline rates under ICC jurisdiec-
tion. Unlike the Federal Power Act and Natural Gas Act, the Commission strecsed, the
Hepburn Act was a "producer protection measure," not a consumer protection measure.
In view of thics historical background, coupled with the minimal impact of oil pipeline
rates on consumers and sighificant differences in the funetion and impact of rate
requiaticon on oil pipelines cempared to public utilities and patural gas pipelines,
the Commission found no justification for vigerous cost-based regulatien.

The summarvy below covers the Commission's holdings in regard to (1) the need
for a "lighthanded™ or "liberal® regulatory approach for oil pipelines; (2) adherence
to the ICC's rate base formula (with only minor exceptions); (3) transfer of acsets;
(4) discarding of the ICC's B% and 10% rate of return tests and adoption instead of a
new company-by-company approach to rate of return determination; (5) certain questions
relating to the computation of federal income taxes for ratemaking purposes; and (6)

-certain other ‘matters, - -Coneurring and digsenting statements are 2lsu reviewsd.

1/ The decision —- drafted by 2ernard Wexler, Director of the FERC's 0Office of
Cpinicons and Review —- contains 581 footnotes, many of which exceed one page in length
and several itwo pages. Aside from their number and length, the footnotes are notaple
for their copious references to centemporary and not =50 contemporary writings op_oil
pipeline requlation and, with the excepticn of some c¢itations of certain briefs, for
thels virtual lack of raference toc the record in this proceeding,



17
06/11/2002 04:05 FAX 425 4533 7350 PERKINS COIE BELLEVUE P 007

ra Fa
November 1982 \ FOSTER OIL PIFELA . REPORT NO. 59 - Agp. 53
Reasons for "Lighthanded" Regulation Exhibit No. ___ (CAQ-6)
Pape 6 of 18

A% noted, over half of the FERC's 391l-page opinion was devoted to describing
the histery of oil piveline rate regulation, including the circumstances leading to
Passage in 1906 of the Hepburn Act {which gave the ICC jurisdiction over oil pipeline
rates) and what that Act meant for ojil pipelines, as well as the "utter insignificance"
of the oil pipeline [ate controversy to Contemporary American consumers. The purpose
wds to support the Commission's view :hat sdggressive federal intervention is unwar~
ranted for the oil pireline industry and that a "lighthanded™ method of regulaticn
should be followed.

At the ssme time, the FERRC urged that Congress take a "fresh and hard leook*
at oil pipeline rate regulation.- The present statute —- enacted 76 years age in a
"great hurry" without any semblance of Supporting eccnomic analysis —= is today "an
artifact of the age of the horse, the buggy and the kerosene stove," Until that legis«
lation is reexamined, "oil pipeline rate law will remain & quagmire for thig agency
and for reviewing courts. Judges and administrators will have to guess about what the
Congress of 1906 theught or would have thought about an economic and a technological
environment that it ecould npot possibly have foreseen." Tha Commission noted 3 numper
of possible legislative obtions, any cne of which —— if adopted after infermed debace
-— would provide some guidance. 1In this regard, the Commission acknowledged that it
has guasi-legislative powers and presumably could take the actions sought by the
- ecrities of the pipeline status gue. However, the Commission declared, "the task of
articulating what public policy shculd be toward this important industrv is for the
legislative branch.” The question here is not cne of legal power, but cne of "oolicy,
political science and prudence." Absent "a eclear and a contemporary legislative man-
date," it is not the Ccmmission's role to "reshape the oil pipeline industry or any
other industry." The situation would be different, the Commission added, if the status
(@uc had been shown to cause "gross injustice” or "palpably deleteriousg" effects on the
"general welfare. -

In the wav of historical background, the Commission reviewed at length the
writings of Miss Ida M. Tarbell and others in the very early 1900's attacking Standard
0il Co.'s monopolistic pPracticez and attempts to sgueeze out small indepengent pro-
ducers and refineries. Partly as a result of this crusading, Congress by 1906 was
"itchirng" to do something about Standard ©il, and that "something” took the form of 2
legislative attack on the oil Pipeline preblem. 1In fact, in Froposing the amendment
te the bill that later became the Hepburn Act, the amendment's Sponsor made clear that
its only purpose was to restrain Standard Oil. Thus, the Commission declared, .the
historical genesis &f oil Pipeline regulaticn is guite different from the genesic of
electric power and naturzl gas pipeline regulation. Specifically, whereas the Fedaral
Power Act and Natural Gas Act were based on exhaustive utility studies made by the
Federz]l Trade Commission between 1928 and 1935, the oil pipeline provisions of the
Hepburn Act appear to have been based solely on “visceral reaction." The Hepburn Act
was 4 producer-protection measure, not a consumer-protection measure as the Federal
Power 2nd Natural Gas Acts, The apparent intent of Congress was to redress “ap
impalance of economic power ameng entrepreneurs," Viewed in this light, the Commiszsion

cbserved, the ICC's "permissive stance" on oil pipeline rates was not quite so "oyt-
landish" as it first seemed. -

Furzhermore, the Commission noted, 1t seems clear that the Hepburn Act was
aimed at forbidding "pronibitiven" pricing by Standard 0il, Hence, the phrase "Jjust
and reasanzble” 2ppearing in that Act was not used in the vublic utility sense but in
'QE sénse of crdinary commercial “reasonablengss.™ 1In other wOLds, rather than seeking
| limit carriers’ races to “barebones Cost," the Hepburn Act was intended “vo restrain
gross overreacning and unconscionabla gqouging." '
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Based on the above historical background, the cemmission found ng mandate
for riceorous, cost-based regulation. To the contrary, the histariesl recerd indicates
; "substantial gueztion® Yegarding the Commissicn's POWer to regulate the pi] Pireline
. industry along eclassical public utility lines. Furthermora, Congress pever expanded
the ICC's powers over oil pipelines after 190§, "What we have here s pure rate Cone~
trol unzeccompanied by other restraints Qn entrepreneurial freedom, Legislators intent
on rigor would, we think, have fashioned Something more rigorous,” The D.C. Cireuit
== in inferring "'a Congresgional intent to allow a freer play of competitive foress
among oil pipeline companies , , .'" —o appbears to have reached s similar conclusion,
the Commission saig.

The Commissicn also discussed the minimal impact of oil pipeline rates on
ultimate consumers. 1In 1981, the average pipeline charge was 6lg/bbl, , excluding
TAPS, or approximately 1.Sg Per gallon. Again excluding TAPE, dggregate carrier ail
pipeline revenues in 1981 totalled $3.2 billion, or only about 1.34% of the $240 bil-
lion spent by the American public for petroleum produects in that Year. Moreover, the
Commission noted, because of both market forces and the lack of any legal mechanisp
for flowing through Fipeline rate reductions to the ultimate consumer, there is no
assurznce that any lower transportation costs to the refiner would necessarily mean
lower prices for the motoerist and the homeowner. Rather, in the short rup at least,
"it is just as likely to mean better margins for refiners who are not shipper-gwners, "
While some consumers might in some cireumstances feap zome slight benefit from lower
oil piveline charges, the Commission added, such benefit would be of "microscopic
dimensions," if present at all. Prom the consumer's perspective, oil pipeline rate
fegulation “is akin to efforts to do something about the high price of sheoes by con-
trolling the price of shoe laces.»

- In addition, the Commisgicn cbserved, it nas been many vears since any charges
(. have been heard about "prohibitive pricing" by oil pipelines. In 1933, Pipeline charges
averaged 44¢/bbl., or about 68% of the &5£/bbl. sales price of crude oi], Subsequently,
average pipeline revenue fell to 21% of the cosgt of crude in 1941, 10% in 1851, 8% in
1961, €% in 1971, and 2% in 1981 (6lg/bbl. compared with a $31,77/bbl, cost of cruda).
These statistics Suggest that the oil pipeline rate reform crusade is “anachronistic.”
Also, the fagt that average oil pipeline revenue in 1979 was still belew the 15931
average revenue¢ in nominal terms (41¢/bbl. versus 44¢/bbl.) indicates that marketplace
forces Have held Prices down.

The Commission added that there are probably many instances where shippere
"deem it_pclitic_tn.payumnre {(perhaps on ocecasion a good deal more) than they woulg
like to pay far the sake of peace ang quiet. Byt obviously this patience has irs
limits. It follows that few, if any, Pipeline owners are able to gouge their mest
important customers with impunity. and sinece the statyte bars ratE'disc:iminatiun,
small shippers are the unintended incidental beneficiaries of the potential Competi-
tion among the giants, ™

Given the fact that Pipeline transporration charges toeday cohstitgea "an
almost infinjtesimal compoenent” of the Price of oil to ultimate consumers, the Commis—
sion termed the case for aggressive federgl intervention in oil pipeline ratemaking
"flimsy." The substantial costs.of rigorous oil Pipeline regulation “do MOt justify
an incremental consumer benefit of a fraction of 25.°

Further, the Cemmission addeq, "the dangers of giving too little vastly out-

weligh those of giving too much."” ' The major danger.is underinvestment. Hence, it
_‘.SEEms best "to err on the side of liberality,» : -
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real regulatory justification for ap original cost rate base is that it facilitates rate
of return analysis.” Specifically, the Commission foresaw many difficulties in geter-
mining a cost of capital rate of feturn due to the widespread bractice of financing

0il pipelines on a virtyally all-debt basis, parent company debt guarantees, and the
near impossibility of determining a pipeline's stand-aleone capital structure. For

this industry, the Commission declared, canstruction of hygothetical capital structures
would create "a perfect field day for regulatory economists. Frofessor A would testify
that he thinks 70% debt and 30% equity right, Professor B would Say 53% dept and 47%
equity. Professor C would come on strong for 50-50. Miss D from an eminent wall
Street investment banking firm would testify that her computer tells her that 65%
equity and 35% debt are the right mix. Mr. E from an even more eminent investment
banking firm would have other numbers of his own." The Commission "would have to
choose amoneg these scenarios® and, since the industry is so Thetercgenecus, " would
"probably have to do so aver and over again." Such endeavor "would be a laboricus
exercise in guesswork, a venture 'into the unknown anéd unknowable.'" For this Fezson,
the Commission had little faith in its abilitv to estimate the oil fipeline industry's
real cost of capital "with any semblance of Precision.”

another difficulty, the Commigzsion stated, relates to the assessment of
risk. Whereas risk analysis for utilities "is at the heart of the process by which
regulators balance the conflict between the investor's interest and that of the con=-
sumer," oil pipelines present z different situation in that investment decisions are
made by oil company managers with no shortage of investment cpportunities. fThus,
whether or not ¢il pipelines are relatively risk-free will not induce integrated oil
companies and profit-maximizing conglomerates to commit funds without “"some assurance
that they have a fzir chance of earning as muck on a pipeline 2= they would be likely
to earn on something elgse in the unregulated sector." 1/ For this reason, even assum-
ing most oil pivelines were low risk propositions, "it does not follew that the zllowed
rate of return should be 2z low as {or even in the general neighborhood of) those that
regulators normally give to telephone companies and electric utilities. "

The Commission discussed the suybject of risk «-— which, fer the reaseons noted
above, it did not £find particularly relevant -- in a footnote. The Commission con-
cluded that independent oil pipelines, because of the lack of captive custemers, face
"appreciably greater" risks than natural gas pipelines. As to shipper-owned oil pipe-
lines, the Commission noted vigorous competition from water carriers in many instances
-— competition from which gas pipelines are immune — and a greater number of instances
where o0il pipelines have had to be finaneizlly rescued relative to 9as pipeijines, Thus, °
on balanece, 'the Commission viewed most oil Pipelines as "pfobably at least sSomewhat
riskier than most natural 925 pipelines,” but said that risk differepce cannot be
quantified. And even if it could be quantified, the number "would be of litele aig in
dealing with concrete cases involving particular pipelines,®

Aside from the raticnale described above, the Commission advanced three
further considersticns for not switching to an original cost rate base metheodelogy.

1/ In this connection the Cemmission complairned that most of the massive reecrd in -1
this case was devoted to financial analysis, which was not especially helpful,

"Experts disccursed at lenath on risk, on competition, on the rates of Feturn that
irvestors in this, that, and the orher thing have reguired, were then requiring, were
likely to regquire in the future, and ought to require were they as rational as the
witnesses and also as well-informed as they about the ups and downs in the stock markert
since 1926, abecut the history of interest rates, about how bondholders have Eared-over
the long run, and kindred Zubjects. ., . , In spite of the witnesses' eminence and
dcademic attainmencs, their testinony seems beside the point. " -

-
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The first relates to different industry "culeures. = Specifically, "the pervasive
controls, the uwbiquitous fegulation, and the franchised mencpolies long characteristic
of electricity, §2s and telephones have formed a eylture altogether different frop the

.ulture of o0il and of *he unregulated gsecror generally. Prospective FEREUINs thar will
induce investment by electric ytilities and by natural cas transmission companies are
ot certain to have the same effect on oil companies. The culture of cil is not a
public utility eglture." 1p consequence, needed hew 0il pipeiines will nor be buils
unless they are exbectad by woil COMPAany managers to be an attractive capital budgeting
option. Hence, "the original cos:t rate base, harebones COSt of capital rate of return
medel carnot be expected to work here in the same way that it works in electricity, in
9as, and in telechenes. This is not &g Say that the model would hot work for oil
Pirelines. But we think it clear that its oyl Pipeline fruits weuls €GeSt more than
its electriec and telephone fruitg,n

November 1982

Second, the Commisgieon noted transitional GUestions which a radieca] Switegh
in methodology would entail. While pipeline owners have no vested right to the per-
Petnation of a particular methodology, the Commission Stated, it seems fairly clear
that the industry has relied On continuation of the Ice valuation approach. That
reliance is noc binding, bot neither should it pe ignored, vrphe benefits that should
be present before we decree gz radical‘change in the. ail pipelines" rate bases are not
at 21l apparenc , , , ,*

- Third, the Commissicn described the "front-end loage® pProblem inherent in the
original ecost methodology. The Problem stems from the bunching of income in the early
years of a pipeline, However, because of actual or potential competition, a carrier
may be unable to collece what regulation would allow in the first feyw vears, but at
the same time would pe prevented by regulation fram collecting what compecition woulg

. rmit in later years. This tends to have & "chilling effect on new Pipeline invest=-

f&ut." While the carriers' arguments along this line are "exaggerated," the Commis—
sion nonetheless found that the "Iront-end loag” phencmenon is "not wholly imaginary*
and that it also couls have a far greater impaect on oil Pipelines than en electric
utilities and natural gas pipelinpes, whieh are continpally placing new plant in service
a5 old plant is retired, Hence, an inflation-sensitive ©il pipeline rate base mitigates
the “incnme-bunching" effect of original cost regulation,

The Commission then called attention to a Number of specific defects in the
ICC formula. Tor example, the industry complained that land is included at only halr
its worth, that interesrc gduring construction is only 6%, that the cost of pipe coating
haz not been adjusted for inflation since 1960, and-that-repraducticn Cost 'is system—
atically understatced by the use of 3 {ive=year "period index, ¥ However, the Commisg—
sion noted, the sums involvaed here are either insubstantial er else are Compensated by
the 6% going value 2llowance which, absent undercﬂunting elsewhere, would be "pure
water." Other more disturbing features af the ICC formula, in the Commission’s view,
are the "mismatch" hetween the straight lipe depreciation uczed for cost of servige
Durposes and :he "condition percent” depreciztion emploved for rate baze Purposes, anpnd
the derivaticn of useful lives on the bagis of gncient studies which disappeared many
vears ago. devertheless, these are “technical details"® which are better treated
“hrough rulemaking, preceded by intensive stafs studies.

Thus, for che present, the Commission decided to stiek tp the status gque
until Congress considers rhe ©il pipeline scene apg Provides a petter guide for regu=-
istery treatment, 1< there is no legislation 2nd if the Commission ig able to devote
e necessary fesources o oil pipeline rata base revision "without detriment to other
65::5“15 of creater impore, we or our Successors may fevisit this sCene, " - e
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Also, as noted, the Commizsicon adovted two exceptions to its adherence g
the ICC formula. Thege EXCeptiong -~ termed "minor tinkering" hy Commissioner Eyahes
in his dissent -- were (1) to eliminate "used byt not owned" property from the rate
base, since it is "egregious double eounting” to give the carriers a [ELUID on property
they never made; and {2) to leave the qQuestion of warking capital oben to challenge bv
shippers, carriersz or other interested Parties deziring to demonstrate a particyular
carrier's actual cash working capital needs. The Comnission explained thar the ICC's
rule-of-thumb formula dppeared "dubious," bur that working capital aecounted for anly
about $67 million or 0.75% of the industry's agdgredate rate base at the end <f 1979
(exclusive of TAPS), Horeover, much of the Sg7 million consisted of Materials ang
fupplies., In these circumstances, although the oil pipeline industrv's cash working
capital needs are minimal, the Commission decided to attach "a weak repurtaple Dresump-
tion of correctness” to the ICC's traditional working capital formula. dowaver, that
formula will contrel only if no litigant chooses to guestion it,

In addition, the Commission noted the Possibility of zituations where the
gap between cumulative cost of service depreciation and rate base depreciacion may be
§0 wide as to require some remedy., While that Problem is not apparent for the industry
&5 & whole -- which, the Commission said, ig 47% depreciated under the straighrt lipe
methodology used for cost ©f service purposes and 47% depreciated under the condition
Percent methodolocgy =— ir eonld ari=e in individual C3%eS. In that event, fairness ta
shippers requires that the rate base be "pruned." The Cemmission added that it could
rot determine from the record whether such "Pruning” should oeccur in the case of
Williams and hence left the question for consideration in the second phase of thisg
Proceeding., -

Transfer of Ascets

"The transfer of assets was a particular question in the instant proceeding .
Since Williams purchased its pipeline System in 1966 at a price of $287.6 millicn,
5120 million mere than the then ICC valuation of $187.6 million. The ICC adopted a
bifurcated approach under which the purchase Price was not reflecred ip caleulation of
the rate pase bur was reflecred jn the calculatiocn of depreciacion for eost of servige
Purposes.

_ - The FERC agreed with the D.C. Circyit's view in Farmers Union that this
"unexplained anomaiy of a valuation rate base coexisting with a purchase price depre-
ciation base" was totally irratieopal, Hence, the Commission ruled that Willjiams®
purchase price is entitled to po recogniticon for.any tatemaking Purpose. “Morgover,
that rule shall apply to all future rate cases involving the purchase of gi} Pipeline
PIOperty at prices either above or below depreciated original COSt, except where the
purchaser can affirmatively show by clear and convineing evidencs thact the acguisition
conferred substantisl benefits on the ratepayers.

Rate of Return

In ¢contrast to irs adherence to the 1CC's rate base formula, the FERC con-
cluded that the B% and 10% rate of return standards adopted by the ICC in the 1540's
(8% For ail Pipelines and 10% fer product pipelines) must pe Strapped as hoth irratiocnal
and outdated, Not only has the process for deriving those sStandards never heen adequately
=xplained, the Commission noted, but thevy have been apnlied "mechanically and religiously
decade after decade. That flies in the face of every regulatory principle known to

.us.“ In shorc, the Commission 8greed with the D.C. Circuit's view in rarmers Union

zhat the 8% and 10% Lests are "'artifacecs of a bygone era,'" 1/ e

14 The p.r. Circuit alse acblied the same label to the ICC's rate base methodcleay.
Howevar, so hored, the Commission disagresd on chig ooeint, instead finding the rate-
Lasge methcdology to ke "spill servicesple," -
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Nor did the Commission consider the 1941 Consent Decree, which limited pipe-
line dividends to 7% of valuation, as any less irrational. In essence, the Commission

: stated, the Consent Decres "ig an arbitrarv test for distinguishing Lates that are
". 'rebative' from those that are nhot, But rebativeness has no bearing on Ieasonablaness.
The idea that a rate is feasconabnle simply because it is hot rebative makez no sense on

its face.® Furthermere, the Commigsion added, the Consent Decree is framed z=s a restraine
on dividends, not earnings. "“But restraincs on earnings are what eCOnCmic regulaticn is
all about." Thus, the Commission agresd with the Antitrust Division that the Conszent

Decree "is an unfortunsre fistorical accident that impedes effective requlation and
spawns ¢onfusion," '

Because the zpplicable historical tradition is "sg Palpably deficient® ang
‘because the parties' arguments -- especially the industry's arquments for an "inflation-
sensitive" return on an "inflation=-gensitive” rate base =- have beeri "so unpelpfyl, "
the Commission found it necessary to devise irs own cil pipeline rate of feturn
methedolegy. In =o doing, the Commission decided that rate of return sheould be dever-
mined on a cage-by-case basis and should inelude threge elements: (1) dept serviece
costs; (2) a "suretyshiz" premium to combensate parent oil companies for any debt
guarantees shown to have been "material® tc the lenders -= with procedures for deriving
these premiums teo unfold through case-by-cage adjudication; and (3) a "real
entrepreneurial rate of return" on the equity component of the valuation rate base,

) The "real entrepreneuriazl® rate of return on oil pipeline equity, the Commis-
sion stated, should be "appreciably” higher than allowances granted to hatural gas
Pipelines and electric utilitjes. This is because "pil coempanies have lots of pPlaces
to0 put their money" and because "the social need in this field is for returns high
enough te induce the construction of pew Pipelines and to avert the premature abandons

aNent of old ones." Toward this end, the Commission identified eight possible comparable
"arnings Standards for determining an Bquity rate of return —- realized nominal rates
of return on hook equity for the oil industry during the past five Years or during the
past vear, realized nominzl rates of return on oook equity for ©U.%, industry generally
over the past five vears or ip the most recent ¥ear, the nominal rate of Leturn realized
by the particular parenc (¢r parents) on total nonpipeline book equity over the past
five years or in the most recent fiscal year, and total returns (dividends plus capital
g2ins) on a diversified comnon Etock partfolio over the past five vears or gver the
long ruyn {£5 years, 50 yearg, or longer) —= and recommended selection of the measure
most favorable to the particular carrier or carriers invelved. The Commission said
use of a "liberal" yardstick ig consistent with the concept that what is nseded for
the oil pipeline industry is a "cap on gross abuse." If returns do -not exceed thosge
being realized "somewhere or other in a roughly comparable segment of the economy' s
unrequlated sector, it is hard to 5ee how they can be branded extortionate or abygive,"

This approach of "relative permissiveness," the Commission added, greatly
simplifies the rjisk Problem. With respect to business risk, a Pipeline ecan hardly
claim "it is so hazardous that it is entitled to more than anvbodv makes anv nlace
else."” As to financial risk posed by the thinness of equity investment, the Commis=
sion said the parent companies "arranged the game" and "set the odds." Hence, "to the
extent that the parents’ equity investments in [pipelines] are a gamble, it was the
parents themselves whe alzcted to gamble." Further, the Commission observed, the rate
of rerturn on equity standards broposed here are "far more generous" than those afforded
by other regulation -- net only will the levels of return be high, but they will also
ce spplied to a fair value rate base for am industry with mostly debt capital. Thus,
L ST Buperimpose generous premiums for self-created financial risks on oo of very

.3:-.erous cempensation for business risks would be far too open-handed. ®

[
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To eliminate the "double-counting” problem which could result from apslving
2 nominzl rate of return reflecting inflation to an inflaticn-sensitive rate base, the
Commission proposed @ procedure which would reduce the nominzl rate of return derived
from comparable ezrnings analysis oy the percentage inecrease in the rate base due to
inflation during the "relevant period” (defined as the time peried considered in
deriving the approoriate neminal rate of Feturn),

The Commissicn conceded that, even after the above procedure to remeve the
effect of inflation, the resultant recturns on book eguity may Appear to szome "outland-
ishly high." ror example, the Commission nypothesized a case where a 14 "real" equity
rate of return - when applied to an dggregate valuation rate bzse lesco funded debt ——
would vield a dollar return equating to 61% on the book value of equity. However, the
Commission declared, the objective here is not to find the lowest rate of return on
equity capital that will render the enterprise viable under brivate ownership. Rather,
the guestion involves the treatment of leverage, including the disposition of gains
due to inflation on the valye of assets acquired with borrowed money. Under the public
utility concept, such gains are deemed to beleng to the ratepayer. However, for the
purpose of oil pipeline razte of return methedology, the Commission preferred to follow
the unrequlated competitive market model where the gain goes to the equity investor.

In support of this preference, the Commission said competition, both actual and poten-—
tial, iz a "far more potent price~constraining force" for oil Pipelines than for other
combanies it regulates. Also, unlike utilities for which regulatien is central to the
pricing process, regulstion of oil pipelines "has been, is, and . . , should continue
to be peripheral to the pricing process. . . . That peripheral function relates to
situations in which mononolistic pockets, short-run disequilibria, or other factors
Droduce market prices that are gressly abusive and socially unacceptable." 1In short,
“the mere fact that a carrier's earnings exceed some bureaucratic eopraisal of its
true cost of capital is not enough to warrant regulatory intervention. Such interven-
tion should be resorted to enly in cases of egregious exploitation and gross abuse,
Hence, we need a rate of return methodology that will identify such exploitation and
sueh abuse and that will not meddle unduly with the market process,"

Further, the Commission reiterated that the primary end of oil pipeline rate
regulation is not consumer protectien. "It is eguity ameng entrepreneurs.” And when
entrepreneurs borrow money to acquire productive assets and when inflation leads to an
increase in the value of those assets, "thev reap the full gain.” While a "more
austere" standard is apolied in the utility field, the Commission added, utility regu-—

latieon also includes Stringent controls on abandonment. Feor an industry free to abandon

without regulatory restrzints, however, "application of an’austere raté base, rata of
return methodology . . , ecan engender perverse incentives for the socially premature
but entrepreneurially advantageous abandonment of usefyl but fully or almost fully
depreciated facilities. This is an important consideration for a society that wants
to inhibit waste and to conserve rescurces. It militates strongly against the slavigh
imitation of the utility model."

In addition, the Commission cbserved, the "seemingly cutlandigh* returns
potentially resulting from its methedolegy "are a by-preduct of manv years of sericous
inflation. During those years under our methodology, the eguity investor gets no
compensation at all for inflation in the rate of feturn. The rate of return on equity
is 2 real rate absolutely deveoid of anv inflatien premium of any sort. Nor has the
2quity invester been recompensed for inflation in the depreciatien component of the
cast of servies. That is computed on a fixed-dollar basis. These factors must be
sept in mind when one gauges the propriety of the handsome rate base writeups and the
=feamy returns on book eguity enjoved by the Gwners ¢f our hypothetiegl . , .. pipeline
sompany and by the actusl owners of real oipelines of a certain age, "
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With respect to the treatment of federal income taxes, the Commission ruled
' that (1) the computation for regulatory Furocses should pe made on a Stand-alone hasis
. (especially since ne Party in this eage hag urged flowthrough of Ehe resuleant Savings
to ratepavers) - subject to a "fresh look" after the validity of that abproach has
been considered ©n & generie basisz; (2) Pipelines may elect to normalize deferred tax
benefitsg resulting from use of accelerated depreciatinn, although need not do so: and
(3) carriers shoyld e allowed the full henefit aof the investment L2X credit, with no
deduction frem the rate base.

In regard to the Question of nermalization versus flowthrough of deferred
tax benefits, the Cemmission noted thae the sicuation for 0il pipelines ig somewhat
"different than for utilities, There, the benefits will undoubtedly go to consumption
if passed through to consumers, and tg investment is retained by the utilities. 1p
the case of oil Pipelines, however, the tax Savings are almost Cert2in to be invested
=— either by shizper-owners or by indevendent shippers., Thisg raises the diffieylt
issue of whether customers of Ehipoer-owners should previde reimbursement f£or taxes
which the Shipper-owners are ROt now paying, on balance, the Commission opted for
normalizaticn . for the prineipzl reason that shis approach "facilitates the comparable
aInirgs analyses basic to the determination of appropriate rates of return on ail
Pipeline eguiry investments, ™ Since rates of return on equity are reported on a
normalized pasis throughout whe economy, *he Commission explained, a flnwchraugh
&opraoch would reguire elaborzte ddjustments to compare oil pipelipe [Teturhs with
Feturns of other industrieg. "That would be administratiﬁely difficult. Aapng . - .
nothing of substanpce would be accomplished. ®

Rowever, as noted, the Commission would not require compulsory normaljza—
tion., "Compecitive congiderations may iesad some Pipelines to prefer lower rates that
i hey can attuaily zpllece right now to higher rates that we would permit byt which
" market forces creclude them from colleeting. Lines in sueh cireumstances will want tg
take less now ip feturn Jor more later., we S€€ N0 reason to preclude them from doing
that_ " :

In the e€vent a carrier chooses normalizavion, nao return will hbe Permitted an
deferred tax FeServes, This is the general rule faor regulated companies, the Commige
sion seid, and oil pipelines do not warrant an exception.

With respec: to the investment tax Eredit, the Commisszion analyzed the Rig—
tory of Sectien 203({e) of the 1964 Revenue gct,_including the -replacement of Sedtign
203 (=) (1) applicable tgo public utilijey Property by Sectien 46(f) of the 1571 Revenue
ACt and the effecs of that change on Section 203(e) (2) of the 1964 Act abplicable tqg
ROn=publiic utility property., From this analvsis, the Commission cencluded that Seca

tien 203(e) (2) Prohibited exelusion Of investment tax tredits from the rate page of
o1l pipeline CArriers.

Other Matters

Regarding the question of systemwide verens segment-by—sEgment regulation,
the FERC heid thar Tystemwide regulatien would eontinue o be the general tule. Thig
aveoids the need for "refined inquiries™ into the allocatiaon Of costs thae would he
Feauired for Segmént~bv~segment regulaticn. The Commission made clear, however, that
the general ryle applies to "svstems," ac OpEosed =p "companies” with hencontiguous
SYSLems. Aleo, strice regulatory SCrutiny will pe diven o any situations where

ippef+owners might desion low rates Z0r segmencs which thev yze heavily and high.-.,
' tes for athar SEOments patronized mostly by other shippers. ’
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Respecting the matter of transactions with affiliates, the Commission said
the burden of justification -= in the event of a complaint -- should be on the pipe-
line, not the complainant, because of the potentizl for abuse, The Commiessian
rejected the contention that the Uniform System of Accounts provides sufficient "zafe_
guards® in this area. Payments for such items as managerial services and office Space
are likely to be the main targets for attack, the Commission noted, and questions on
these items cannot be answered frem accounting records,

Finzlly, the Commissicn declined to prescribe any rules about test periods
or throughput variations =~ two of the many cuestions posed by Judge Benkin at the
cutset of Phase I of this proceeding. Unlike electric utility and naturzl gas pipe-
line rate requiaticn where there iz much litigation and the need for guidancez, the
Commission stated, no detailed filing requirements apply to oil pipelines apmd "there
is ne need for staff analysis." Moreover, oil pipeline rate cases are "rarities" thus
far, and there is no reason to anticipate "torrents of litigation in this field.®
Accordingly, details as "who has to prove what and just when he has to prove it
should be left to the litigants, their lawyers and the Commission's hearing officers.

Concurrina and Dissenting Statements

Cemmissioner Georgiama Shelden, while concurring in the results reached by
the majority opinion, expressed sericus reservations regarding the rate of return )
formula, especially the "suretyship premium” and "real entreprensurial rate of return
©n commcn eguity" components. She feared these novel concepts might well bhecome the
fource of "unproductive ang socially undesirable litigation” as well as "handsome"
fees for lawyers and expert witnesses. In addition, Ms. Sheldon was concerned that
application of the prescribed rate of return methedology might enzble the charging -of
unreasonable races by those members of the pipeline industry less subject to competi-
tion. She urged that the administrative law judge in Phase II of this case should
serutinize the evidence carefully so as both to permit a final decision Consistent
with the "just and reasonabple"® standard and to assure a factual basis for the "insur-
ance premium" component. She further requested that the record developed in Phase II
be sufficiently broad to allow a generic determination on rate of return.

Altheugh "gkeptical" about the workability of the majority's rate of return
approach, Commissioner Sheldon added that she had “nothing compellingly hetter to
offer.” Therefore, she concurred in the result "for this case and for this day only."*

_ _ Commissioner Dliver‘G..Richard,.III,”alsc.:unCurring,.did not faver -a drastic
change in the method for regulating ecil pipelines without a strong showing that they
have earned "outragecus profits compared to similar industries.” He noted that the
Commission cannot guarantee an oil Pipeline's market from competition and cannot cor-
rect a miscaleulation of what it thought was a fair and adeguate return. Mr. Richard
further observed that the Commission has received no Congressicnal mandate to lagnch

"a new era of stringent oil Pipeline control,™ and that any such undertaking would
entail "staggering” costsz. He therefore concurred with the Majoriey, while stressing
the need for Congress to provide "elear direction” in this field.

Commis=ianer J,. David Hughes, dissenting in part and concurring in part, was
sharply critical of the Majority's approach, especially its dispositicn of rate base
and rzte of return isszyes. 1/ Overall, "the product is an apologia for the ICC's

i/ Commissicner Hughes also expressed general opposition to tha tone and content of
portions of the opinion which he did not specifically address. While the Majorivy
“treztise” on oil pipelinpes is "erudite, clever and ingenious, there is much irrelevancy,
“ndue length (a2side from the 391 Pages, there are footnores which cutdistance the bedy
of the t=xt on nurerous Faces) and some sobhistry thac, for My literary and legal-
“astes, could have been cmitced.™ -
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lethargy in this field® and. as such, does not appear to satisfy the p.C. Cireuit's
Temand in Farmers Unien to build a2 "modern, vizole orecedent for use in furure caceer
of the problems Eurrounding the T00's apwroach, In its totalisy, Mr, Hughes stated,

‘ the -Commission's opinien decides fewer issues than the ICC's last decision in the
Willisms case in 1876. 1In short, much of the Majority's opinion is merely a "smoke
screen” for its failure egm "adequately review and find a workaple soluticn to an
admittedly complex problem, ™

Commissioner Hughes viewed ratention of the ICC's valuation rate base
formula, already condemned by the D.C. Circuit, as cempletely invalid. He saig this
formuls is fatally defective because of its "inflatignary debility," its reliapce on
costs of reproducing existing lines anew (even thcugh.technology and other factors

. have changed), and the irrationality of many of its elements. For example, the Icc
"period indices" used to determine reproduction costs have not beerr updated since
1947, land is included at ohly half its cost, and the 6% "going value" 2llowance ig
"unexplained largesse" (and neot seriously supported by.any party in the tecord), The
Majority indicated the need for a “fresh loock" at the mismatch between straight line
nethodology for cost of service and condition Eercent for rate pasze Purposes —-
through rulemaking after "intensive Staff gtudies" == but then acperently consigned
this matter to "an uncerta:n oblivion" by making -the review contingent on both legis-
lative inzction and on its ability to devote Commission resources "without detriment
Lo other oroarams of greater import. "

-

With respect to rate of return, Mr., Hughes accepred the Majority's degision
to compensate equity investors for inflation through trending the debt portion of the
rate base -= provided such equity holders receive only a "rgal" rate of feturn. Fow-
ever, to the extent the Majority's "real entrepreneurial® rate of return differs from
"real" rate of return, Commissioner Hughes would cppose the trending of dept., More—

_ over, as to the mechanics of the Majority's approach, Mr., Hughes disputed the assump-

W tien that changes in a pipeline's valuation approximace the rate of inflation. mg
illustrate, he Compared annual pPeIcentage chanves in willjiams! valuation over the
1871-1981 pericd with annual changes in the Consumer Price Index and GNP Deflator,
Discrepancies in the range of 50% or higher were shown in several vears. 1In 1976, for
example, the GNP Deflator Index increased 5.2% and the CPI Index s.8%, while Williams®
valuation increased by 11.3%, more than twice as much. Due to these "greozs disparities"
between the inflarion measures and the valyation changes, Commissioner Hughes s3id the
Majority's approach "would lead o grbitrary ang capricious adjustments® having little
relation te actual inflation.

- T Additionally, with respect to the "double counting" questicn, Commissioner
Hughes said the Majority opiniaon refiects a basic mi$understanding of the manner ip
which nominal rates of feturn account for inflation. Nominal returns on equity reflec:
prospective or fyuture inflation which investors expect will oecur. Thus, the "double
count” adjustment should remove the perceprion of future inflation. The Majority's
adjustment, however, woulg remove past increases in valuation, which seem unrelated to
future inflation.

Commissioner fughes also rejected the Majority's explanation for its "gener-
ositv" regarding rate of teturn, namely, the chreatr thar ©il pipelines might otherwise
go out of business. Mr. YJuches said the Commission should note be hostage to sueh a
"hollow" threar, "Intedaraced oil Campanies need their opil Pirelines to move thair
crude 0 their refineries and to move their product frem che refineries to their market, "

. ' A% 2n alternative, Cocmmissioner Hughes proposed & variant of the trended. . _
“riginal cose fethodolegy recommended By Dr, Stewart Avers, a witness for Marachon
Pipeline. mhis Sroposal would sreat sach piceline additicn or exXpansion as a Zeparate
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project for purposes of calculating capital cost. An accounting life would also be

) determined for each project. Periodiczlly, the Commission would determine an industry-

. wide real cost of eguity capital. Then, using the actual project investment (adjustad
for multi-year projects to vear-in-service deollars) along. with the generically deter-
mined real cost of equity capital for each project, a level amortization payment (in
year-in-service dollars) would be computed at the time the investment enters service.
This computaticn would yield equal annual or meonthly payments which, over the life of
the project, would repay the present value of the eqguity investment and a fair return
{(in constanr dollars). The total revenues ro investors in any vear would be the sum
of the levelized payments for all projects still within their accounting lives —
adjusted to reflect the appropriste degree of historic inflation or deflation. Rates
would be determined from that sum plus annual operating and maintenance expenses, tax
expenses, and debt service ¢osts. In the case of plant additicns beyvond their acecount-
ing lives, recoverv of return on investment could continue to be allowed "upon & showing
that such plant additions cperate in a competitive market," Commissicner Hughes added.

For transitien purposes, Mr. Hughes suggested use of the existing ICC valu-
ation less cutstanding debt -- i.e,., "the original equity, the trended egquity and
trended debt could be taken as the present equity investment for each company or
system." Current debt outstanding would be transferred at its actual cost, While
this transition rate base would "certainly traasfer some outmoded or erronegus value,"
Mr- Hughes said it would be ineguitable to impose a radically different rate level on
investors who made decisions based on the long-standing regqulatory regime imposed by
the ICC over & pericd of some 40 years. Likewise, "it would be a financial and admin-
istrative debacle for thisz agency to artempt to reconstruct an original cost rate base,"

Commissicner Hughes concluded that the above provosed variant of the trended
. original cost method —-- intended to provide for a level revenue stream or levelized
rates which are constant in real dollars —— comes closest to the "viable, modern pre-
cedent" the Commission is seeking. Moreover,. in contrast to the Majority's approach,
the proposed method would impose no additienal administrative hurdens en the Commission
Staff. Por each significant addition to pipeline plant, the Statf would need to calcu--

late the levelized revenue increment —— but only ¢once. Also, the Commission would
periodically determine a real rate of return on pipeline equity -- but on a generic
basis. _

Further, Commissiconer Hughes added, whatever the f£inal approach, the deter-
mination of return should be made on an industrywide basis, subject to review as indi- .
cated by changing economic circumstances, “For an industry already familiar with an
industrywide rate of return, it is astounding that the Majority would abandon the
efficiency of that system and willingly enter the probable morass of case-specific
adjudicacions."
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by which we collectively arrive at & final value must be formul ated -before
we can lawfully issue a report on final value, such a report can never be

jesued. 1t may well be that after man final values have been made a '
eneral descriptive rule may be formulated jllustrating the manner in which
typical final tigures have been arrived at." (emphasis added) 75 ICC at

592

Tndaj we have reached a point where we can provide a general descriptive rule

to illustrate how a typical single-sum final value figure is found. Briefly stated

one

might say that in ascertaining a single-sum value, consideration is given first

to0 two elements, cost of reproduction new and original cost to date. Un the
premise that the value of the property before depreciation should 1{E'bEtWEEH:
these two elements of cost, the two are weighted together based on each onme's

parcentage to the sum of the two in the ascertaining such value. This value s

 then reduced to reflect a value of the'ﬁropértj in its present cﬁndition. The

factor used tn.accompTish this is derived from a ratio of cost of reprbductioﬁ
new 1ess‘deprec1&t1bn value to the cost of reproduction new value. The resuitant
value is. increased by six percent to reflect an amount for going concern. To
this 1s'added ﬁﬁ amount for présent value of lands, present value of riqhts of
way and an amount for working capital. The resultant single-sum figure is an
estimated value of the carriers property for ratemaking purpose. .

1f one wished to express this as a formula, he might do so in the following

manner:
- ---| ’ -ll\
B R g - 0. 4 \N1/r D e e e A e
Ve ) . 1. Rl + 1 01 2 \ (1.06) + L]. + L2 + H].\
1R T RO, R _ J

In this formula,
V.= ;ing1e-5um value
Ry= cost of répruduction new
Ry= cost of reproduction new less depreciation
01= original cost to date
Li= present va1ue-of lands I
L2= ﬁresent value of right of way

Wi= working capital



