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Decision

EEZFORE TEE PUBLIC UZILITIES COMMISSION OF THE STAT
In the Matter of Applicastion of FOUR )

CORNERS PIPE LINE COMPANY, a Delaware )

corporation, for authority <o *ncrea°e; Application 82-04-66
sransporsation rates for crude (Piled April 28, 1982:
petroleun and petroleun products ) amended July 7, 1982)
PUrsuAnT 10 “he provisions 0L Seetion ;
454 of <he Public Utili ieg Code 0%
the State of California g

(See Decision 83-04-046 for appearances.)

PINAL OPINION

TS Pipe Line Cozpany (applicant or Pour Corners)
ne company transporting crude and refined

n Calzforni . In %hls application it seeks

ity under Public Utilivies Code § 454 for a general increase 4n
]

4
ke

rasvate rates of approximately 30%. This decision grants +he
the reguested increase no%t granted on an interim Yasis.

At %the public heari 15 held on February 8, 1983, Tour

ners and the Comamission £ (8%taff) indicated +that +hey were in
isagreement with respect to the factors which +the Commission shouléd
onsider in determining reasonable levels of earnings for petroleun
pipeline companies.

A stipulation was £iled on Fedruary 25, 1983 signed by
counsel for Tour Corners and +the staff under which an increase of
approximately 12.9% was agreed to by +the parties. On March 14, 7983
Tour Corners filed a pleading accepsing an in%terim rate increase and
requesting a public hearing concerning unresolved issues.
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Decision (D.) 87-04-046 issued April 6, 1983 granted
interim authority to Four Corners to raise its ra%tes by 12.9% sudject
“0 refund, pending a final decisfon in <his matter. ‘

Turther hearing was held before Administrative Law Judge
Mallory in San Trancisco on April 21, and 22, 1983, and the natt
was submitted.

Ovnerational Eis<tory

il ¢ 200

Pour Corners originated 4in about 1957 as an interstate

conmon carrier pipeline system joiantly owned by a nunmber of oil
companies. The pipeline systen was primarily designed 40 4ransport

0il to Los Angeles from the area where %the states 0% New Mexico,
Arizona, Utah 2nd Colorado intersect (four corners area). Zowever,
in the late sixties and early seventies, 0il production from the four
corners area dropped significantly and <the eagt to west oil pipeline
system bBecame unprofitadle.

At about the same <tize, there were two ldevelopments which
suggested there would be 2 surplus 07 oll on +ae west coast anéd a

need Yo transport it east. First, the federal goverament bvegan
inecreasing o0il production rom <the Elk Zills area in the San Joaguin
Valley. Seconéd, it appeared +that crude oil from the North Slope

would be 4transporteld to the west coast and there would bde a neeld %0
transport that oll eas<.

70 zeet the projected demand o transport
Atlantic Richfield Cozmpany (ARCO), in 1°76 purchase eresss
of the other shareholders in Pour Corzers and decaz s0le owner.
Four Corners %hen embarked upon 2 significant program of capival
expansion which included:

1. 7The reversal 0f the east %<0 west line +o
become a line capable of %raasporvting crude
0ll from west t0 eass.

2. The construction anéd expanszion of najor
distridution centers in Long Zeach and Carson
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to diztridute ¢oil Lrom The San Joaguin Valley
+0 refineries in *he Los Angeles bYasin and to
pumy 01l eastward to the four corners area.

. The cons t*uction of major punping facilities
©0 transport crude oil throughout the
expanded Uystem.

On May 1, 1978, under 2 s%ipulation entered into between
ARCO and this Commission (2UC) (D.83640 in Case 989%, issued
March 21, 1978, 8% CPUC 582), ARCO transferred 40 Four Corzners and
dedicated o pudlic use certain of its private crude oil an
pevroleun products and pipeline facilitiesz in California. The mos<t
significant was ARCO's San Joaquin Valley~loz Angeles pipeline

These facilities were then combined with Pour Cerners
interstate pipeline system, which transported oil from Los Angeles <o
the four corners area and operaved as a coumon carrier under +4he
jurisdiction of the Federal Energy Regulatory Commission (PERC).

Current Overations

Pour Corners' primary operations are: (1) %he
transportation of crude oil from +the 3Jan Joaguin Valley <o refineriecs
in the Los Angeles Masin; (2) the transporiation of crude oil within
the Loz Angeles baszin; and (3) the <ransportation of crude o0il from
the Zos Angeles area %o other stavtes Corners' west/east
pipeline systez.

In addiftion 4o Pour rners s, there are
a nuzber of other pipeline relate neludir (1) owner
and operator of a small v of = and

operator of a small nuaber of unconnected crude oil pipel.neg
(3) owner and operator of a crude oil pipeline diztridution and
gathering system near Bakersfield; (4) owner of a carbon dioxide
pipeline; and (5) operating agent of some marine terminals and
private interfacility pipeline systems owned by ARCO (Wester

Pipelines).
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Pour Corners' 1,600 pipeline milez are spread over five
states: California, New Mexico, Colorado, Utah, and Arizona.

System 11

Avout 850 of these pipeline miles are dedicated zolely
interstate traffic on its Systez 11, which includes <he pipeline
Los Angeles to the four corners area (Line 90) and gathering and
distribution lines within the four corners area. System 11 includes
Four Corners’ west <o east crude ¢oil pipeline system. It consists
of: (1) 700 miles of pipeline veginning in Long Beach and ending in
the four corners area (Line 90); (2) approximately 150 miles of
gathering and distridbution lines in the £four corners area; and
(3) 10 high pressured automated pump stations which move the o0il over
the pipelines.

Systen 10

Systez 10 (adout 450 miles) is located in Califorania and
transports 01l to locations inside and outside of California. The
major portions of Systez 10 consist of:

1

. The 4wo major petroleun pipelines-~Ilines 1
and 6%, and <their gathering lines--which
begin in the San Joaquin Valley and end in
the Long Beach/Carszon arez (Line 63 ends a%
Tour Corners' Zynes Distridution Center and
Line 1 ends 2% the Watson Refinery); and

The Los Angeles Distridution System, which
includes Line 93, which transports oil %o
nost of the major oil companies' refineries
ané a section of Line 6% which connects the
Zynes and Carson distridution facilities.

LA )

Systen 10 also includes a variety of smaller pipelin
which gather and diztridute oil within the Bakersfield area
Bakersfield Distridution System), and a small number of othe
waconnected crude oil pipelines within California.

The current capacity of +the two Jan Joaguin Valley to Los
Angeles basin lines is about 105,000 barrels per day. The oil is
moved through these pipelines through five automated diesel and
electric main line pump stations, which are also part of System 10.

-l -
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Qther Systens

About 300 miles are dedicated solely %o California
intrastate traffic. These excluzively intrasztate lines consist
prizarily of izolated pipelines and <he distribution pipeline systenm
in the Zakersfield area.

California Systen

The California Systen, 2s <hat %ern is
roceeding, consists of Systvem 10, System 50, Syst
allocated portion of the general facilities
Common Systers

ucsed in %his
ten 55, anéd av

Pour Corners operates three major facilities that provide
services for the California System and the interstate systea. Tor
purposes of this rate proceeding, <the costs 0f these systems are
allocated bhetween the California System and +the intersiate systen.
These general facilities are:

1. The Hynes Distridbution Cnnver, which
focal point of the pi pel e sys+en.
where <the erude oil fronm uhP San
Valley is shipped and £ron Eynes
either transported on Line 90 in
%0 refineries in <he Los Angﬁlee basin.
Zynee is the receiving point for the 3an
Joaguin Valley oil and the origin poins for
the Los Angeles distribution linesz and for
Systen 11. I+ hac approxinmately 650,000
barrels of storage capacity and several
puaping uqi*c that distridute the 04l in the
Loz Angeles basin and 40 pointc eas=s.

The Control Cenver, wh‘ch {s located a%
Eynes, central.y monitors the entire pipel.ne
system, including (a) “he pressure within the
pipeline systen; (») %he temperature; (c) the
flow rates: (&) %tanx levels: (e) pump s+tatus
and ¢ontrols and (£) <%ne valve status and
control. OThe system also elecsr onically
a’a-ms and logs any abnormal cOﬂ itions,
tracks shipments of 0il, detects leaks, ané
provides Operating davta for the systen.
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5. The Cherry Avenue 0ffice Building. This
building houses +he administrative personnel,
with the exception of the <hree districet
zanagers and thelr staflls.

FPour Corners currently exploys about 300 people in it
Pipeline operations.
Current Tariffs

PERC tariffs 2pply vo viritually all movements in System 11
PUC tariffs apply +o movements in Systems 50 and 55; and both FERC
and PUC tariffs apply to movements in System 10.

PERC <tariffs apply %0 approximately one=third of the
a0venents of crude oil Srom the San Joagquin Valley +to the Los Angeles
basin on oil which does not “ernminate in +the Los Angeles baszin, dut
continues on to the four corners area Lrom the Zynes facility. ince
Pour Corners' FERC tariffs are segmented, the FPERC shipper pays 2
separate FPERC +ariff rate for the San Joagquin/los Angeles cegment
Plus a separate PERC +ariff rate for the west/east segment. TFERC
tariffs also apply to a szmall perceatage of the crude oil transported
within the Los Angeles basin distridution pipelines which moves
through Hynes <o the four corners area.

2UC %ariffs apply to transpor+ation from a California
origination point in Systexm 10 to a final destination point in
California. The Systen 10 PERC 4ariff rates are at the levels sought
in this proceeding. Corners desires %0 maintain uniforzity in
its PERC and 2UC *a as it believes <that Systen 10 ¢osts ar
identical anéd intrastate movements and +hat in soze
cages the oil shipments are cozmingled and are transpor<ed a%t +he
saze time in the same pipeline, and arrive at Zynes 2% +the saze
time. I the full amount of the rate increase sought in this
proceeding is granted, the PERC and PUC <ariffs will be on comparable
levels.

The Zvidence

Evidence was presented on behalf of Pour Corners dy its
manager of Planning and Zvaluation (conceraing pipeline operations):

-5 -
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vs chief financlal officer, controller and %reasurer (operating
expenses and depreciation expenzes); and ‘the manager of the
Managezent Consulting Services Division ¢f Ernest D. Whinney, an
international auditing and management <ira (return on equity and cost
£ dedt).

Evidence on bdehalf of the staff was presented dy three
financial examiners and a transportation engineer. Two financial
exaziners explained the audit made of Four Coraners records and +the
reconnendations dased thereon. A third presented recommended test
year levels of operating expenses, rate bYase, rate of return on
equity, cost of debt, and capital siructure. The <ransportation
engineer reconmended test year operating revenues dased on other %est
year davta recomzended by the financial examiner.

The Issues

Many iscues were resolved by stipulation or agreement prior
%0 or during the course of the hearing. “he following are the
unresolved issues in this proceeding:

-

1. Economie Issues

A. Reasonable %teszt year expenses

2. Return on equity

C. Debt cost under agreed capital structure
Recomzmendations in the Stafs's

Audit Rewort (Exhivit 1)

A. Allocations of indirect expenses on H»ooxs
of record between California
Jurisdictional and other operations of
applicant.

2. Separation of paid invoices and payroll
records between Califorania jurisdictional
and other operations of applicant.

The z%aff and Pour lorners agreed %o nmany o0f the audit
eport recomnendations which will be adopted.

The stafl and FTour Corners also agreed to0 the capisal
structure and rate base p»roposed by the stafd and the related
treatnent of debt costs for income tax caleulation.

-7 -
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Comparison of Operating
Revenuves, Expenses, and Rate 3ase

The following i3 the stall's estinmated test year operating
resultz based on itz adjusted operating and interest expenses and
other assumptions:

regquesved StaZs
Decserintion Ingrease Recommendation

Operating Revenue $31,500 $28,655
Operating ZSxpense

(Skafe Add.) 21.%08 21,308
Net Operating Iacone

(Before Inc. Taxes) 10,192 7,347
Interest Expens 953 953
Taxable Operating Incoze 8,2%% 6,394
Pederal & State Income

Tax (50%) £,520 3,197
N¥et Operating Income 5,752 4,150

Rate 3age
(Calif. Systen) 3%,200 3%,200

Rate of Resurn 16.78% 12.50%
Increase in Rates 30.00% 18.26%
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Tour Cormers challenged staff adjustzments in operating
expense, interest expense ced for calculation of income +taxes, cos+t
of dedt in capital structure, and <the s%aff's recommended return on
equity. TFour Corners contends that actual 1982 operating expenses
chould be used in place of the partially estimated 1982 operating
expenses originally subdmitted; that known increases in insurance
expense and payroll expense should be included in %test year operating
expenses; that the FERC depreciation rates are reasonadle and should
be adopted for the test year; that the interest expenses for
calculation of test year income taxes should be based on the cost of
dedt and relative proportion of debt in the agreed imputed capisal
structure; that the cost of debt capital should Ye 12.0% rather than
8.69% as assumed by the staff; and that <he reasonadle return on
equity is 17.0% rather than 14.74% proposed by the stasfs.
Applicant's revised %test year results 0f operations dased on these
contentions are set forth in Tadle 2.

TA3LE 2
FPour Corners Pipeline Company

Applicant's Zstinated 1983 Test Year
Results of Oneration
000y

Operating Revenue 332,153

Less Operating Expenzes 23,300)
Net Operating Income Before Taxes 8,853

Less Taxes (3,763)
Net Operating Income 5,090
Plant Investnment 33,200
Return on Investment 15.33%

Conputation
Net Operating Income Before Taxes 8,853
Less Interest Zxpense 1,327)
Incone Subject to Taxes 7,526
FPederal and State Taxes (50%) 3,763
(Red Pigure)

-9 -
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Disallowed Overating Exvences

The stalf urged that the originally sudbmitted 1982
operating expenses which were partially estimated should he uzed as a
basis for developing test year operating expenses in lieu of the full
year actual operating expenses, which became availadble when %he
processing of this application was delayed. Actual operating
expenses should bYe used when available in place of estimated
operating expenses, as the former are more accurate than the latter,
The sole vasis for the staff's request is that there nust Ye a cutofs
in the updating of data to be used in this proceeding. Inasmuch as
the final hearing was held long after the £iling of +he application
and the close of applicant's bYooks for 1982, the use of actuwal 1982
operating expenses will be reasonadble for 4he development of
estinated 1983 test year expenses.

The following table sets forth the additional 1983 expenses
which applicant contends will be incurred and which should be added
to 1982 actual expenses to determine 1983 test year operating
expenses.

TAZLE 3

Applicant's Zs<imate of
198% California Operating Zxmenszes

1982 Operating Expenses 318,800,000
Adjustnent for inflation (6%) 1,100,000

Subto<al 19,900,000
Additional 1983 expenszes atiridutadle

0 enhancement of Pipelines 1 and 63 1,900,000
Additional 1983 expenses attridbuiadle

©0 enhancenment of Ellwood-Aninoil

Pipeline 100,000
Additional 1983 Insurance Expense 500,000
Addivional 1983 Depreciation Zxpense 100,000
Additional 1983 Staffing Zxpense 400,000

Total 1983 Operating Zxpenses $2%,%00,000




Inflation Pactor

The inflation factor of 5% was proposed by *the staf? and
was accepted by Four Corners.
Pipeline Znhancement

In 1982, Pour Corners acquired and then converted 2 natural
gas pipeline to a crude oil pipeline (Line 1-1) and enhanced Lines 1
and 63. As a result of this conversion ané the additional operations
resulting from it, Four Corners will incur additional expenses
(particularly fuel and power costs), witk respect %o this pipeline
systez in the anount of $1,900,000. Four Corners 2lso will incur an
annuwal operating expense of 3100,000 £or enhan £ its Zllwood~

Aminoil 2ipeline. The svaflf &id nov object ¢ he additiona’
expenses attridbutadble €0 the enhancement of these lines.
Insurance Preniums
Additional annual insurance expenses of $900,000 were
arrived at in the following manner: 1982 insurance expences
(excluding workers' compensation) <otaled $329,854.05. A 6%

inflation adjustment raises that amount ©o0 a %otal of approximately
3349,000. TPor 1983, ARCO has notified Four Corners %that i%s
alleocated share of ARCO's insurance preziunm is $1,271,900. Four
Corners' insurance is covered under ARCO's insurance policy, which
ARCO allocated among its divisions and subsidiaries. Thus, the
increase between 1982 actual insurance expenses, adjusted for
inflation, and 1983 insurance expenses is approximately $900,000.
The additional premiun allocated +o Four Corners was
attridutadble entirely %o automodile and public liability insurance.
ARCO allocated its total premium for automobile and pudlic liability
insurance among its divisions and subsidiaries on the dasis of the
amount of losses each division or subsidiary incurred between 1978
and 1981. ARCO's 2allocation syzten i3 consistent with the
methodology used by insurance companies in aszeszing premiums.
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Four Corners followed ARCO's systen of allocation dased on
losses. As a result, the increace +t0 Tour Cornersz was allocated %0
the California System because the losses in the premiun
increase for liadility insurance were at t0 the California
Systen. TFour Corners determined +that 4his allocation systenm was fair
as virtually all of Four Corners' exposure to third-party liability
is in the California Systen, which runs through zany heavily
populated areas.

ARCO's method of allocation of increased insurance premiums
to Four Coraers and Four Corners' reason for i%s allocation of the

increased premium to its California Systezm appears reasonabdble and
should be adopted.

Additional Dewnreciation Zxvense

The method uszsed dy Pour Corners 4o determine 4the addivional
108% depreciation expense was €0 determ-ne Srom differences in year-
end ledger balances, the carrier property placed in service in 1982
in each property account. Those amounts were <thexn aultiplied by the

PERC prescrided depreciation rates Lor each account. This produced
for each account the 1983 depreciation on carrier property placed in
service during 1982. Pour Cornerc then added these individual
accounsts, which %tovaled 3289,057.056. DZour Corners assuzmed the
propervy was dlaced in service ratadbly throughout 1982. Thizs was a
conservative approach because records zhow that 303t 0f the costly
property was »laced in service later in the year. Qn the bdasis of
the assumption that property was placed in service ratadly, Pour
Corners divided the 3289,000 figure ia half <o arrive a% an increaced
depreciation expense for 1983 of approximately 5145,000.

Thiz method of determining 198% depreciation expense oz
carrier proyerty is reasonable and will Ye adopted.

Personnel Additions

Applicant's Exhidit 7 iz a compilation of its 1983
personnel additions, together with calaries for such personnel
allocated to its California System. The salariez included

- 12 -
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Ixhivit 7 are only for those personnel actually added to Four
Corners’ payroll on or before April 4, 1983. Inclusion of thecse
expenses in 1983 tesgt year operating resulets is reaczonable.
Dedt Costs
Staff and applicant agree +that a reasonable capital
tructure Lfor Pour Corners is a capital structure similar to that of
its parent consisting 02 66.7% equity and 33.3% debt.' The stalf
developed the cost of debt from the data set forth in ARCO's 1981
Annval Report to Stockholders. The dedt issues shown in that report
were issueld over a period beginning in 1970. taff determined that
the average cost of ARCO's dedt was 6.9%. TFour Corners contends
shat, as 1t was acquired by ARCO on September 1, 1976, it did not
have the benefit o0f the lower ¢costs of ARCO's debt izsued before that
date: and that i4s own debt was issued a4 a higher cost than ARCO's
erage debt cost. In late~Ziled Exhibhit 18, Four Corners sets forth
all 02 ARCO's cdebt iscues.

Bxhivit 18 states that 10 of the 18 debt issues listed with
an outstanding bYalaxnce as of Decemder 31, 1981 were incurred prior to
Septenver 1, 1976 when ARCO acquired all of the outstanding stock of
Tour Corners. One of +he 8 debt issues incurred thereafier was tax-
exezpt 2pecial purpose bonds. The weighted average annual interest

ate {as of December 31, 1981) of %the T nonexenpy issues incurred
after ARCO acquired all of the stock of FTour Corners £z 11.49%. Our
taf? recaleulated the average ¢o3t 0f debt of the 7 nonexempt dedt
{zsues and deternined <he Decenmber 31, 1982 average dedt cost of
shose issues iz 12.6%. This compares with Pour Corners’ actual
enbedded cost of debt o0f 12.13% as shown on its FPERC Annual Report.
(Attachment 1 to Bxhidvit 3.)

! the stafe infitially included preferred stock in the assumed
capital structure because preferred tock is part of ARCO's capital
atructure. As there is no nancial advantage o. necessity for Four
Corners %o issue such sto k, it was eliminated from the adopted
capital ziructure.

- 13 =
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We concur with Four
cquisivion of Tour Corners
ostes use
atenakl

In compu

deduction should he
apmta Truces
Return on Zgui

following
comments and recommendations ' i : X o Pour Corners

was Last avthorized a rate of return of ! in D.2125% dated
January 15, 1980 in Application 5877%€. TFour Corners’' lagst authorized
rate of return of 70¢ equates %0 an eguity reiturn of 14.74% when
applied to ARCO's ital structure and capita* costs as of
December 31, ‘979., A similar analysic using ARCC's
and capital costs as of Decemver 31, 1987 shows that Four

ved rate of return of 14.74% cquates to an equity re

adonted return on

£ debt. Witness Nagao
& ne stated vhat
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Exhivit 7 are only for +those personnel actually added <o Pour
Corners' payroll on or before April 4, 1983%. Inclusion of <heze
expenses in 1983 test year operating results igc reazonabdle.
Dedt Costs
talf and applicant agree that a2 reasonadble capital
structure for Pour Corners is a capital siructure zimilar to that
its parent consisting of 66.7% equity and 3%.7% dedt.'! The staf?
developed the cost of debt from +the da%ta set forth in ARCO's 1981
Annual Report to Stockholders. The dedt issues shown in that repors
were issued over a period beginning in 1970. taff deternined <that
the average ¢ost of ARCO's debt was 6.9%. Pour Corners contends
that, as it was acquired dy ARCO on September 1, 1976, it did not
have the benefit of the lower costs 0f ARCO's debt izsued hefore that
date; and that its own dedt was issued at 2 aigher cost than ARCO's
erage dedt cost. In late-£iled EIxhidit 18, Four Corners seis for<h
all of ARCO's ded%t issues.
Ixhivit 18 states that 10 of <he 18 deds

an ountstanding balance as of December 31, 1981 were
September 1, 1976 when ARCO acquired all of the outst
Tour Corners. One of the 8 debt i{ssues incurred thereafte

exexpt gpecial purpose bonds. The weighted average annual interess
rate (as of Decemder 31, 1981) of the 7 nonexempt issues incurred
after ARCO acquired 2ll of the stock of Tour Corners Lz 11.49%. Our
svaff recalculated the average cost of debdt of the 7 nonexempt deds
issues and deternined the December 31, 1982 average dedt cost of
those issues is 12.6%. This compares with Pour Corners' actual

exbedded cost of dedt of 12.13% as shown on i%s FERC Annual Repors.
(Attachment 1 %o Exhidit 3.)

! 2he stafe initially included preferred s<tock the assumed
£~

capi*al structure because preferred stock iz part o0f ARCQO'z capital
tructure. Az there iz no financial advantage necessity Lor TFour

Corners %o issue such stock, it was eliminated from +the adopvred

capital structure. ‘

-~ 13 -
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We concur with Four Corne
acquisition of Four Corners should %
costs used in connection with the agreed inmputed ded
ratenaking purposes.

In computing test year income taxes, interest expense
deduction should Ye <he imputed interest cost dased on the assused
capital strucvure and an adopued cost of debs of 12.0%.

Return on Equity:

The staff report (Exhidi ning the following
comments and recommendations o ; 3 58 1 Tour Corners
was last avthorized a rate 0f rc Y ! 1257 dated
January 15, 19280 in Applﬂcotz last authorize
rate of return of
applied to ARCO's capit
December 31, 1979.. A simiiar analysic using ARCO's capital
and capital costs ag of December %1, 1987 shows +that Four Cor
requested rate oF return of 14.74% cquaser an equity return of
18.12%.

talff wi - 800 shtated that nhe deliev
reguest ofo wind ne recomzmended an equity
and an overall rate of redturn of 12.51%. He

x1
turn by appilyiag <he company's lase adopted
equity %o APCO'~ capital structure and cost ¢f debt.
nade no other study 4o zupport his recomzendation ag ne st d “hat
there are insufficient oil pipelinc companies operatving in Califorania
on which +t0 make 2 comparabdle analysis oL eguity returnc.
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Four Corners’ witness presented a study of return on equity
in Exhidit 3. The witness stated that based on his studies he
recoumended that Four Corners chould be 2llowed at an equity re<surn
of 17%. A debt cost of 12.0% and an equity restusn of 17% applied %o
a2 capital structure of one-third dedt and +two-thirds equity wouléd
result in an overall rate of return on investment of 15.3%.

The witness testified that his recommendation was
deternined in the following manner. The reguired redturn on equisty iz
the sum of the riskless return plus a risk premium. The riskless
return {5 the current yield on U.S Zreasury bonds a3 measured by th
lazt 12-month data covering March 30, 1982 to March 30, 1983, which
averaged 12.16%. The witness used %“he capital azset pricing model
(CAPM) %o measure the risk prezium cozponent. The risk prexium, as
measured in CAPM, consists of three components, i.e. the expected
return on rigk-Lree investment; the expecied return on all
investaents in the econouy; and the beta factor, or the risk premiun
applicadble Yo a particular investment. The average market risk
preaium, measured by the changes in +the New York Stock Zxchange Index
for the period June %0, 1978 %o March 30, 1883, wazs calculated 4o he
5.51%. The beta for natural gas pipelines (as oil pipeline stocks
are not traded) was estimated %o 0.755. The risk prezium is

0% 0.755, which producesz a risk prezium Lfor gas
? The rigk prezium of 4.16% and the riskefree
return of 12.16% equal +the expected equity return for gas pipelines
0f 16.32%.

The witness bYelieves that oil pipelines are more risky +han
g2s pipelines, which would require an equity return for Pour {orners
at least 1y percentage poinis greater than <he calculated CADM equity
return for gas pipelines, resuliing 4in an expected equity retura Lfor
Pour Corners of a% least 17.82%.
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According to the witnezs, FPour Corners has a significant
operating risk from the possidle c¢losure of i4s major producing
cield, Elk Zills. This Sield is scheduled for abandonment in adout
“w0 years unless congressional legislation is passed t0 curvail
abandonment.

In 2addivtion to CAPM development, the witness reviewed this
Conmission's decisions establishing returns on equity for zajor
utilities in the period since Four Corners' last general increace.
The authorized returns on eguity for telephone, gaz anld electric
utilities in the periocd May 1981 through December 1982 range from
15.75% (Southern California Gas Company) <0 17.40% (Pacific Telephone
and Telegraph Company). The gas and electric utilities’ returns on
equity range from 15.75% <o 15.25% (San Diego Gas & Zlectric
Company). According to the witness, 0il pipeline utility operations
are not less risky than the operations of major gas or electri
utilities. Also compared in the summary were the equity returns on
water companies, which range from 9.74% (Washington Water & Light) %o
15.0% (C.?. National Corp.). n the opinion of the witness, oil
pipeline utilities are more ricsky +than wavter companies and oil
pipelines should have a higher equity return.

We have carefully analyzed all the data presented on this
issue. As we have stated in innumerable decisions, +he determination
0 2 reasonable equity return iz largely a aatter of judgment, after
consideration of all pertinent available information. Clearly <the
data presented by applicant would indicate a return on equity of
16.5 to 17.0% if we conclude, as did applicant’'s witness, that ol
pipeline operations bear a greater risk than natural gas pipelines,
electric and gas utilities, and water companies. We are not
convinced that oil pipeline companies are riskier than those
utilities.
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entage of
Tant measur : 2 ratic
licant has
£25
conaon equity of
elecsric, gas ranges fren 35%
e 45%.
Afver giving ccn ica ¢ all ne ovidence, we find
rate ¢f return on common egquity in the : ef 15.5% to 16.0%
ané reasonsble. Rased ¢n the capisal Pl inbedded
L dedv, and eculisy return wrich we find reascnadle, she
Tollowing compilaticn shows she range of rates ¢f resurn which are
reasonable for <his proceeding.

TAZLE 4
Corrers Pipeline Company

Rate of Return
{0007

Weighted
Capisal Coss Cost
2avics FacTeors ToTals

Long-Terz Debs $ 4,273,105 3% .0%% 12.0% 3.96%
Common Equity 8,665,221 66.97 15.5-96.0 10.%38-10.72
ToTal $12,9%8,3%26 100% 14.34=14.68%

Based on <the cost factors se eren iz the ahove table, we
.
r

14.34%~14.68% will be

Tind a rate of return between vae range ¢
reasonabdble for the purpeses ¢f Tais proceeding.
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Adcpted QOperating Resulze
The following vable scus forth <l

results of operaticns vasec on The annual revenues reguest
applicant and zThe operating expenses and the methed of

“

cemputaticn found reascnable in <he pre ng ciscuseil

Operaving Revenues
Requested by Applicant
Operating Expenszes

Net Operazing Inceme Befcre Taxes
Inceone Taxes

Nev Operating Income
Rate 3acse
Rate ¢f Rewturn on Rase 2ase
Revurn on Equizy
(Reé Pigure)

AS can be zeen freg the above vadle, the 14.7%5% rate of
return and 15.52% revturn on eguisty fall within the range found
reascnadble for ¢il pipeline companies ¢f 14.345-14.563% and 15.5%~

so
16.0%, respectively.

Baced on <vhe fcregoing we concel
inerease shouléd be granved.
raves are already in effecw
inerease Zrom Four Coerners'
effective on dave ¢of signa
Audit Reporv Reccmmendasions

The Revenue Reguiremenss Divisicn, Znergy ’*anc“ audiver

made the follewing reconmmendations (€ 6 of Zxhibit 1):

2. Applicant should be granted 2 12.51% rate ¢f
retuarn.

Lot
-t




A.82-04-66 ALJ/3%

PUC should formally adop%t %$he FERC Tniforz
System of Accounts.

The prima*y and supporting accounting records
be maintained in conformance with <he
prescrived Unifornm System 0f Accounts.

The General Ledger, Detail Plant, Property and
Zquipment uedge Deypreciation Records,
Revenues and nxpence Control Accounts be set
up t0 clearly identify all systens ceparately
and distinetly rather than being combined or
commingled.

All origin al source ledge.u, Journals,
Journal ent es, voucaers, paid invoice,
payrolls, e.c., be zade readily available
upon request.

All transactions with ARCO ve fully
documeﬁued with original eource docunents

he~ vhan copies or with internal

eupondeﬁce and/or memorandums, and that

*he vasis for any all oca*ioﬁ be explained in

ffic ent detall for audit purposes.
Separate records be kept for PUC intrastave
utility operations as dissinguished “rom PERC
intersate utility operations, and that
common itens be carefully identified for
purposes oL allocation between the +4wo
weilivty functions.

All accounting records e posted in 2
ch"onological vime seqguence manner with all
line itenms from one voucher posted
together.

All vouchers give a 2ull des ripuion of
account aunber, deseriptio lanation, and
reason for debits and c¢red

All plant additions be carefuﬁly documented
t0 show *eccncil‘a*ion hetween Autho*ization

for Zxrypendis , Report of Completion, and

Detall ~92Lam ?roperty and Equipment

Ledger.

The noautility revenues and expenses he
identified in sufficlent detail to spell ous
the nature of the revenues anéd expenses.

Forn P, TER C Annual Report, clearly reflects
the contents of <the General Ledger and %hat

10 -

-~
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any large andé uausual itens in the 3Balance
Sheet and Income Statement be explained.

Journal entries for all plant revirements
clearly reco"d the or -g‘na’ ¢cost, accerued
depreciation, amd gain or loss Zrom sale or
other disvosition.

All employees ma‘ﬂ vain tine
indicate the nature 07 wor
utility, nonutility, and af
coapanies.

All paid invoicez, vayroll records, and othe
expense vouchers be competely separated 4'o"
Systems 10 and 50 (California Intrassate) <o

orovide an audit trail 4hat can be
independently reviewed by Tthe PUC auditors.

ARCO should be %illed for $270,000
depreciation expense Lor the period July 1977
0 Septenber 1972 in connection with Western
Pipeline.

Accounts Receivables and the Accounts
Payables t0 ARCO should 10t bYe "netted" ouv.
Payuments should be by specific invoices: cash
advances should be accounted Lor separately;
and payzents Or sevtilement 02 accounvts should
e c’ea*ly identified 4in separate gross
transacvions which leava an audiv <rail.

Overheads and other indirect expenses should
se allocated Dased on %he 2UC Tour Factor

ethod; namely, Carrier Utilivy 2lant,
Ca*-‘e* Operating Zxpenses, Nuaber of
Custozers, Xumber of Zzployees, or an ovu
combinations. The reagon: <his nmethod h
been used %y PUC Lor gas, electric, *ﬂlephone
ané water companies Zor many years since
10565 <herefore, for consistency in
ratenaking vrocedures the stall reconmended
that Pour Corners follow 4the sazme PUC method
rather <han i{ts own zethod.

Paragraph (a), the rate 0f return recommendation,
discussed under a éifferent heading.

Tour Corners concurred in +the recommendations se<
paragraphs (v), (¢), (&), (u), (£), (§), (), (1), and (n).
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Four Corners suggested changes in the language of
paragraphs (£), (g), and (m). 3S4aff auditors disagreed with the
suggested changes in paragraphs (£) and (g) and agreed with (m). We
have reviewed the testimony concerning the revised language for
paragraphs (£) and (g) and conclude <hat the revised language would
remove ahbiguities and would accomplish the results sought 40 de
obtained by the staff recommendations.

Paragraphs (£), (g), and (m), revised as follows, will be
adopted:

All transactions with ARCO e fully
documented and the basis o. any allocation
should be explained in sufficient detail %o
audi®t purposes.

Accounting *eco*ds should cloa*ly distinguish
intrastate operations Lrom interstate
operations whenever practicable. Systems or
facilities having combined operationzs should
Ye ceparately identified.

Journal entries for all plant *e*i*ements
uepa*atbly record the o-igzﬁal cost and
salvage value or proceeds from sale or other
disposition.

stipulated language 0f paragraph (1) is as follows:

All employees shall mainvtain tinesheetzs +
indicate the nature of the work per o*med for
Califoraia Jurisdictional utility and othrer
operations.

Four Corners opposed +the adoption of audit recommendations
in paragraphs (e), (o), (p), and (g¢). These recommendationz would
require Four Corners %o maintain bookxs and records in a form
different than that requi ed under the adopited PERC Uniform System of
Accounts. Other utilities are not required to record on +heir books
and records expenses allocated between California jurisdictional and
nonjurisdictional operations, although such allocations are made by
the utility and the s+taff for ratemaking purposes. Audit
recomzendations (e), (o), (p), 2nd (g) #will not be adopted.
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Pindings of Fact

1. TPour Corners was granted interim increase in rates of 12.9%
by 0.83-04-046 ag amended wy D.83~05-103.

2. Tour Corners seeks the balance 0f the 30% increase sought
in this application.

3. The increage, if granted, would place 4he California
intrastate rates for FTour Corners' Califoraia Systez on a comparadle
level with its FPERC-approved interstate rates.

4. guality of intra- and interstate rates for essentially the

ortvation services ic a justifiadle goal.
equity in the range of 15.5% 40 16% is
pipeline coumpany for <the purposes 0% this
proceeding.

6. An imputed capital structure comprised of one-third dedt
and two-thirds equity is reasonable for an oil pipeline company.

T. ARCO's average cost of debt since the date 02 ARCO's
acguisition of Pour Corners of approximately 12% is reasonadle Zor

the purposes of ¢this proceeding.

2. The adopted operating revenues, operating expenses, income
taxes, rate base, and rate 0f£ redturn set forth in Tadle 5 of the
preceding opinion are reasonable for 4he purposes of this proceeding.

9. The balance of “the rate increase sought in this application
and not granted by interinm order iz justified, and will be reasonadle
and noandiseriminatory.

10. The adopted audit report recozmendations set forth in th
preceding opinion are reasonably required £or effective regulation.
The audit report recommendations not adopted are not reasonadble and
are not required.
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Conclusions of Law

1. The balance of the requected ra%te increase not heretofore
authorized should be granted.

2. The adopted audit report recommendations should be required
to be inplemented by Four Coraers.

3. The order should become effective on %he date 0f 34 gna*u"e
as there is no opposition froz applicant’'s shippers, the authorized
rates will result in parity bYetween applicant's California
Jurisdictional rates and ites interstate rates, and dbecause this
application is based on test year 1983 operating resulis and +the 2ull
anount of the rate increase will bYe in effect for only a parsial
year.

IXAL ORDER
IT IS ORDEZRED <hat:

1. Tour Corners Pipe Line Coupany (Four Corners) is authorized
©0 increase the ratesc and charges in its Tariflfs Cal. PUC 22, 24, 25,
27, 28, 29, 33, 40, 43, 44, L5, 47, 48, 49, B1, 52, and successive
iszues thereof, between points of origin and destination shown i
Zxhibit A to its amended application by 30%, in lieu of the interin
increages g*anted before.

2. The tarif? publication authorized in 4he preceding
paragraph 2ay be filed with the Comaission on the e date of
thiz order %o become effective five days after the dav 2iling.
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2. Tour Corners shall implement the procedures adopted in <he
preceding opinion in maintaining its books and accounting records
This order is effective %oday.

Dated AUG 31983

, 2t San Prancizeo, California.

LECNARD M. GRIMES, 2.
Irezidons

VICTOZ CALVO

TRISCINYA C. CUTW

DONALD VI %

WILLINM Z. SAcLzvy

CoTInLenioners

I CERTIFTY TEAY THIS DECISTION
WAS ADPROVID BT TUE ADOVE
COMMIGSLLITS TODAY.

" A '-‘/ . / ———
.adf;kgéyd%’ < . 4252@7 ;fﬁ?,ﬁf‘:‘“'

“depn Z. Bodovitz, Txecuilve [irom
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We concur with Pour Corners that ARCO debdt issued afvter its
acquisition of Pour Corners should be used for computation of debst
costs uzsed in connection with the agreed imputed dedbt structure for
ravenaxing purposes.

In computing test year income %taxes, +the interest expense
deduction should be tThe imputed interest cost based on the assumed
capital structure and an adopted cost of debt of 12.0%.

Return on Eeuity

The staff report (Zxhidit 1) contains the following
conzments and recommendations of staff witness Nagao. TFour Corners
wag last authorized a rate of return of 11.70% ia D.9125% dated
January 15, 1980 in Application 58738. 7Pour Corners' las+t authorized
rate of return of 11.70% equates 40 an equity return of 14.74% when
applied to ARCO's capital structure and capital costs as of
December 31, 1979. A similar analysis using ARCO's capital struciture
and capital costs as of December 3}, 1081 shows that Pour Corners'
requested rate of return of 14.7 eguates vo an ecuity return of
18.12%.

return of
Ze arrived at this
rate of refturn by appXying the company's last adopted return on
equity o ARCO's capital structure and ¢ost of debt. Witneszs Yagao
made no other study %o support his recommendation as he stated that
there are insuffbéient 01l pipeline companies operating in California
on which %o ma%é/a comparable analysis of equity returns. —wilness
— g0 gtated vHav e wes—unfanid-ter—wit it ne  vec I Ne s o et o n—-
,equity*stu&?é%:-the7eforet’ﬁk attenpied no osWer—Lformof—anelyeia.——
/

/
/




