Kern River Gas Transmission Company
OPINION AND ORDER ON INITIAL DECISION
117 FERC 9 61,077 (2006)

In this order the Commission reversed the ruling in the Initial Decision and allowed an income
tax allowance for Kern River Gas Transmission Company (Kern River). Even though Kern River was a
partnership of two limited liability companies in the corporate family of Mid American Energy Holdings
(Mid American), a Subchapter C corporation and the ultimate parent, Kern River was organized as an
operating division of KR Holdings, a subsidiary of Mid American. According to the evidentiary record, all
of Kern River’s income was reported on that parent’s consolidated federal income tax return, and the
entities in the corporate family were taxed as Subchapter C corporations. As such, Kern River under the
Commission’s Policy Statement on Income Tax Allowance was entitled to an income tax allowance.
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Kern River Gas Transmission Company Docket No. RP04-274-000

OPINION NO. 486
ORDER ON INITIAL DECISION
(Issued October 19, 2006)

1. This order addresses briefs on and opposing exceptions to an Initial Decision (ID)
issued on March 2, 2006 by the Presiding Administrative Law Judge (ALJ) in the
captioned proceeding. The Initial Decision set forth the ALJ’s findings concerning a
general rate case filed by Kern River Gas Transmission Company (Kern River) pursuant
to section 4 of the Natural Gas Act (NGA) on April 30, 2004.

2. In this order, the Commission affirms the ALJ on most issues. However, the
Commission does reverse the ALJ on several issues. The Commission finds that Kern
River’s return on equity (ROE) should be set at 11.2 percent, rather than the 9.34 percent
adopted by the ALJ. The Commission finds that the ALJ should have excluded from her
six-company proxy group two companies, whose adverse financial circumstances are not
representative of the natural gas pipeline industry. However, the Commission does
affirm the ALJ’s refusal to include master limited partnerships (MLPs) in the proxy
group, since our concerns about the inclusion of MLPs have not been adequately
addressed on this record. The median return of our revised proxy group is 10.7 percent.
In addition, because this proxy group is small and includes companies with a relatively
low proportion of pipeline business and substantial distribution operations, we approve a
50 basis point adjustment above the median to 11.2 percent. This accounts for
differences in risk between Kern River and the proxy group companies.

! 114 FERC 63,031 (2006) (ID).
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3. The Commission also reverses the ALJ’s rejection of Kern River’s proposal to use
a weighted average cost of debt in designing rates for all groups of shippers on its system
and the ALJ’s denial of a corporate tax allowance. In addition, the Commission orders
Kermn River to include in its tariff the stepdown rates that will take effect after the
shippers’ current contracts expire. Finally, the Commission addresses an issue
concerning the allocation of Utah compressor taxes not addressed by the ALJ. In all
other respects, we affirm the results reached by the ALJ.

I. Background

4. Kern River began providing open-access firm and interruptible transportatlon
services under Part 284 of the Commission’s regulations on February 15, 19922 Kemn
River’s transmission system stretches from southwestern Wyoming through Utah and the
southern portion of Nevada to southern California. Kern River’s facilities include
approximately 1,964 miles of transmission lines: 1,671 miles which it owns and operates
and 293 miles, located in California, which it owns with Mojave Pipeline Company, the
operator of that section.?

5. Kern River’s transmission facilities are divided into five segments: the original
system and the 2002 expansion which constitute its rolled-in system and three
incremental facilities--the Big Horn lateral in Nevada, the High Desert lateral in
California, and the 2003 expansion.® The original pipeline could provide up to 700,000
Mcf/day of firm transportation service. As discussed below, a 2002 expansion project
and a related project called the California Action Project increased Kern River’s capacity
to 869,500 Dth per day. An additional 2003 expansion increased the capacity of the
pipeline to 1,755,626 Dth per day.’

2 62 FERC 961,191, at 62,251, order on compliance and reh’g, 64 FERC 61,049
(1993). Initially, Kern River was a partnership owned equally by Kern River Corp., an
affiliate of Tennessee Gas Pipeline Company, and Williams Western Pipeline Company,
an affiliate of The Williams Companies. Other companies covered by this same
partnership included Kern River Gas Supply Corp. and Kem River Service Corp.

3 Ex. S-7 at 14, citing Kern River’s 2003 FERC Form No. 2: Annual Report of
Major Natural Gas Companies (Form No. 2).

* Id. at 14-15; Ex. S-8 (map).
3114 FERC ¥ 63,031, at P 12-17 (2006).
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6. Kemn River transports natural gas supplies from the Rocky Mountain area. In the
Rocky Mountain supply area, Kern River has interconnections with processing plants and
interstate pipelines. Currently, it has interconnections with Northwest Pipeline
Corporation, Colorado Interstate Company, and Questar Pipeline Company.®

7. Initially, Kern River’s primary market consisted of gas and electric utilities, plus
industrial customers in California, particularly the enhanced oil recovery (EOR) and
cogeneration markets in Kern County, California.” Kern River competed with two other
pipelines to serve the gas.requirements of the EOR operations in the heavy oil fields of
Kern County.® Today, California continues to be Kern River’s primary market, but it
also has delivery points in Utah and Nevada.” In the market area, Kern River connects
with Pacific Gas & Electric Company, and Southern California Gas Company, two major
gas distributors."®

8. The Commission authorized Kern River to construct its facilities in 1990 under the
Commission’s Optional Certificate procedures adopted in Order No. 436." A pipeline is
eligible for an optional certificate if it provides open access transportation and is willing
to assume the risks of the project. At that time, the Commission used the Modified Fixed
Variable (MFV) rate design. Under MFV, return on equity and usage costs for firm
transportation service were collected in the volumetric or usage rate. Fixed costs other
than return on equity were collected in the reservation rate. Assuming the risks meant
that, except for a reservation charge for firm service, the rate charged by the pipeline for
transportation service must be a one-part volumetric rate that “‘recovers the cost of the
new service to the extent that the projected units of service are actually purchased,””*2

the Commission concluded that Kern River’s maximum reservation fee was not greater
than the MFV demand charge and thus imposed sufficient risk on Kern River. Thus Kern
River, as initially certificated, had to recover its return on equity through rates for units of
service actually purchased.

% Ex. S-7 at 14-15.
762 FERC 9 61,191, at 62,252.

8 Id.

? Ex. S-7 at 15.

Y

150 FERC ¥ 61,069 (1990).

12 62 FERC 9 61,191, at 62,252 citing 50 FERC 61,069, at 61,149.
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9. The Commission included several other conditions in Kern River’s Optional
Certificate. It prohibited Kern River from shifting any costs originally allocated to the
new service to any other service, absent a filing under 18 C.F.R § 154.63 and a
Commission determination that the costs to be reallocated are, in fact, being incurred for
the benefit of the other services.”® The Commission required Kern River to make the
lowest negotiated reservation fee it offered to any customer available to all customers on
a non-discriminatory basis."* It also required Kern River to base its rates on a 95 percent
load factor and to use a 25-year depreciation life for its facilities.”

10. However, the Commission permitted Kern River to use a levelized cost of
service.'® The levelized costs included both capital costs and operating costs such as
O&M costs and A&G costs. The original shippers had contracts with a term of 15 years,
expiring in 2007.)” The Commission authorized one volumetric rate for the first 15 years
of service (based on the 15-year levelized cost of service, 25-year depreciation life, a

700 MMcf/day maximum capacity, and 95 percent load factor), another volumetric rate
for years 16 through 25, and a third volumetric rate for service rendered after 25 years.
The Commission stated that this structure would allow Kem River to recover all of its
debt service, which is approximately 70 percent of the original investment in the pipeline,
during the first 15 years, and its return on equity primarily during the second period
(years 16 through 25). However, Kern River would assume the risks of recovery of
depreciation not recovered in the first 15 years. The charges for service beyond 25 years
were intended to provide for the recovery of Kern River’s operating expenses, taxes, and
a reasonable management fee equivalent to no more than 10 percent of Kern River’s
average pre-tax return.’® The Commission required that the difference between
depreciation amounts charged to expense and plant costs recoverable through rate base
should be accounted for as regulatory assets."

13Id
14Id

5 1d at 62,252-53.

16 50 FERC 9 61,069, at 61,150. 58 FERC § 61,073, at 61,242-44 (1992), order on
reh’g, 60 FERC 9 61,123, at 61,437 (1992).

1792 FERC { 61,061, at 61,155 (2000).
18 62 FERC 4 61,191, at 62,253.
19 58 FERC 61,074, at 61,244.
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11.  In 1992, the Commission restructured the gas industry in Order No. 636.2° As part
of its restructuring, it adopted the Straight Fixed Variable (SFV) method of rate design.
Under SFV, a pipeline collects all of its fixed costs for firm transportation service,
including return on equity, through the reservation charge. It collects only variable or
usage costs through its usage rate. The Commission made usage charges on gas pipelines
similar, so that only the seller’s cost of producing the gas, and not pipeline usage charges,
would cause variation in gas prices.”! The Commission found that this pricing structure
for firm transportation service would increase competition between gas suppliers since
pipeline usage charges would not distort gas prices.

12.  In Kem River’s restructuring proceeding,”* the Commission changed the
pipeline’s rate design from MFV to SFV to coincide with its objective to foster
competition for gas supplies. The Commission noted that this change would decrease the
risk of the project to Kern River, but found it was justified because Kern River would be
unable to compete for the throughput necessary to recover the fixed costs included in the
MFV usage charge since other pipelines would now have much reduced usage charges.?

13.  On March 31, 1999, Kern River filed a settlement (1999 Settlement) proposing a
reduction in its maximum rates for firm, interruptible, and authorized overrun rates on its
system, as well as a three-year rate increase moratorium, levelized rates, and a departure
from the SFV rate design.?* Kern River made this filing in lieu of its obligation under the

20 pipeline Service Obligations and Revisions to Regulations Governing
Self-Implementing Transportation; and Regulation of Natural Gas Pipelines After Partial
Wellhead Decontrol, Order No. 636, 57 FR 13267 (April 16, 1992), FERC Statutes and
Regulations 1 30,939 (April 8, 1992); order on reh'g, Order No. 636-A, 57 FR 36128
(August 12, 1992), FERC Statutes and Regulations 1 30,950 (August 3, 1992); order on
reh'g, Order No. 636-B, 57 FR 57911 (December 8, 1992), 61 FERC 1 61,272 (1992),
reh'g denied, 62 FERC 1 61,007 (1993); aff'd in part and remanded in part, United
Distribution Companies v. FERC, 88 F.3d 1105 (D.C. Cir. 1996).

21 62 FERC 9 61,191, at 61,407.
22 Docket No. RS92-65-000.
2362 FERC 9 61,191, at 61,408.

24 Under Article VIII of the Settlement, Kern River also proposed to share with its
maximum rate firm transportation customers revenues received by Kern River above an
Annual Revenue Threshold level initially set at $177.3 million. All revenues above this
threshold level will be shared on a fifty-fifty basis with all primary firm and replacement
firm customers paying maximum rates on an annual or seasonal basis. 87 FERC 61,128
(1999).
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settlement of its last general section 4 rate case to submit either a general rate change or a
restatement of rates prior to April 1999.2° The Commission accepted the lower rates
included in the 1999 Settlement, subject to refund, but withheld its approval of the
Settlement so that Kern River could engage in further negotiation with its customers.®
Subsequently, the Commission approved the 1999 Settlement.?’

14. In May 2000, Kern River proposed to lower its rates by refinancing its debt and
providing for longer debt recovery periods by extending the terms of firm contracts. The
Commission accepted a settlement containing this proposal (2000 ET Settlement).?*
Pursuant to the 2000 ET Settlement, a Shipper could keep its original 15-year contract
term expiring in 2007, or extend its contract term and pay its existing debt service
obligations over a longer period of time, thereby reducing its current rates. If a shipper
extended its contract term to 2011, it would receive a ten-year Extended Term (ET) rate
(October 1, 2001 —2011). If a shipper extended its contract term through 2016, it would
receive a 15-year ET rate (October 1, 2001 — 2016).”” Kern River explained that under
the 2000 ET Settlement, its rates would be designed consistent with the principles
espoused in its Original Certificate order described above, which would permit it to
recover 70 percent of the costs of the plant being depreciated by the end of the new
repayment period.>® Subsequently, all of the shippers elected to lengthen their contracts
by either 5 or 10 years since this produced significantly lower rates.*® Therefore, after

2570 FERC ¥ 62,072 (1995).
26 87 FERC 1 61,128 (1999).
2790 FERC ¥ 61,124 (2000); 98 FERC { 61,245 (2002).

28 92 FERC 1 61,061 (2000) (2000 ET Settlement), order on reh’g, 94 FERC
961,115 (2001). Under the 2000 ET Settlement, Kern River did not require a general
reallocation of revenue responsibility among its shippers and maintained that its cost of
service (other than financing and depreciation components) would remain unchanged.

92 FERC at 61,156.
2% 92 FERC 1 61,061, at 61,156.

3 1d. at 61,157. Kern River stated that in designing its rates, cost of service and
rate base components would first be allocated to each rate option based upon the
percentage of contract demand of those shippers electing to pay the new 10-year rates,
the new 15 year rates, and the existing rates. Then, the levelized rates for the 10-year and
15-year rate options will be calculated by levelizing the cost of service over the extended
contracts terms, and the existing rates will be reduced as appropriate. 1d.

3 Ex. KR-45 at 5; Kern River Initial Brief at 3.
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this election, only two customer groups existed: 10-year ET shippers and 15-year ET
shippers.

15. The 2000 ET Settlement also provided that Kern River’s original 25-year
depreciation life for book purposes would be extended by 15 years from 2017 to
September 30, 2032 and that the depreciation rate for the remaining book life of the
pipeline of 31 years beginning October 1, 2002 would be two percent per year. As
before, Kern River proposed to record the difference between the book depreciation and
the levelized depreciation as a regulatory asset. Kern River stated that approximately
70 percent of the costs of the plant will be recovered during the life of the contracts and
that no regulatory assets will remain unrecovered after the contracts have expired. Kern
River stated that this ensures that its customers will not have to pay for regulatory assets
after the rate “step down” periods which it described as the period after which Kern
River’s debt has been satisfied. *?

16.  In May 2002, Kern River completed an expansion project by adding additional
compression to its system. This 2002 Expansion increased Kem River’s capacity to
869,500 Dth/day.*® The costs associated with the 2002 Expansion project were rolled
into the original system costs. As before, shippers were permitted to choose 10 or 15-year
terms for this additional capacity. However, since the contract expiration dates were
different from the dates in the original system shipper contracts, Kern River did not
combine the cost-of-service and revenues together to derive the rates. Rather, Kern River
elected to calculate the rolled-in rate reduction benefit of the system expansion on an
equal per unit basis for all original system shippers in order to derive an additional rate
reduction benefit.** Kern River stated that the rolled-in rate treatment of the costs for this
project would result in recovery of the total debt-related depreciation expenses over the
primary terms of the expansion shippers’ contracts and, therefore, Kern River requested

3292 FERC 961,061, at 61,159. Kern River states that after the debt attributable
to the original system construction is repaid, its transportation rates will step down to a
lower level. Kern River explains that while the rates are originally designed based on
levelizing the cost of service over the debt payment period, after 70 percent of the
investment recovery, the rates will step down to recover the remaining 30 percent of the
remaining investment. Thus, the step down rates will be lower and will be calculated
over the extended depreciable life of the Kern River System. /d.

3396 FERC ¥ 61,137 (2001).
3 Ex. KR-45 at 5.
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and the Commission accepted, the same regulatory asset treatment as it accepted in the
settlement described above.*

17.  In May 2003, Kern River completed another expansion project. This 2003
Expansion included approximately 700 miles of pipeline and expanded the capacity of
the pipeline to 1,755,626 Dth/day.*® Kern River priced these services on an incremental
basis and again permitted shippers to chose either 10-year or 15-year firm contracts.

18.  On April 30, 2004, Kern River filed a general rate case under section 4 of the
Natural Gas Act, 15 U.S.C. § 717c (2000), in accordance with its obligation under the
1999 settlement in Docket No. RP99-274-000." Kern River used a test period consisting
of a base period of the twelve months ending January 31, 2004, as adjusted for known
and measurable changes occurring through October 31, 2004. The Commission accepted
and suspended the rates subject to refund, conditions, and hearing.*® The rates went into
effect November 1, 2004.% The hearing was held from August 17, 2005 through

August 26, 2005. The ALJ issued her Initial Decision on March 2, 2006.%°

II. Levelized Rates/Levelized Cost of Service Proposal

A. General

19.  Kemn River proposes to continue using the levelization methodology and cost of
service rate principles approved in the original Kern River certificate,*! the extended term
(ET) rate settlement,*? the 2003 Expansion certificate,” and the prior Kern River rate

35 96 FERC 61,137, at 61,591 (2001).

36100 FERC 1 61,056 (2002), order on reh’g, 101 FERC § 61,042 (2002).
3787 FERC 4 61,128, order on reh’g, 89 FERC q 61,144 (1999).

38107 FERC ¥ 61,215, order on reh’g, 109 FERC q 61,060 (2004).

3 Unpublished Letter Order (October 27, 2004).

0114 FERC 7 63,031 (2006) (ID).

1 Kern River Gas Transmission Co., 50 FERC 61,069 (1990).

2 Kern River Gas Transmission Co., 92 FERC § 61,061 (2000), reh'g denied,
94 FERC 61,115 (2001).

¥ Kern River Gas Transmission Co., 100 FERC 9 61,056 (2002).
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case settlements, ** with modifications. As described above, the levelized rates approved
in Kern River’s certificate included separate, levelized rates for three different periods,
(1) the term of the firm shippers’ initial contracts, (2) the period from the expiration of
those contracts to the end of Kemn River’s depreciable life, and (3) the period thereafter.
The levelized rates for the first period (hereafter Period One Rates) were designed to
recover 70 percent of Kern River’s invested capital, an amount approximately equal to
the portion of its invested capital funded through debt. Since this would allow Kern
River to recover more invested capital during Period One than it would under ordinary
straight-line depreciation for the depreciable life of its system, the rates for the second
two periods (hereafter Period Two and Period Three Rates) were lower than for the first
period. Subsequent Kern River rate proceedings have continued this same methodology,
as updated to reflect (1) the extended terms of the original shippers’ contracts and longer
overall depreciable life of the original system provided for in the 2000 ET Settlement,
and (2) the new contracts of the 2002 and 2003 expansion shippers and the Big Horn
Lateral contracts.

20. In this case, Kern River proposes to continue to design its rates using this levelized
cost of service methodology, with a few modifications.* All of Kern River’s firm
shippers subject to levelized rates are still paying Period One Rates.*® Accordingly, as in

4 Kern River Gas Transmission Co., 70 FERC 4 61,072; Kern River Gas
Transmission Co., 90 FERC 61,124 order on reh’g, 91 FERC § 61,103 (2000).

4> While Kern River previously used this method to levelize its entire cost-of-
service, in this rate case it proposes to exclude compressor and general plant included.
Other modifications to Kern River levelized cost of service methodology are discussed in
subsequent sections of this order.

46 As a result of the contractual options presented to the shippers through the
various expansions of Kern River’s system, the contract expiration profiles as of
November 1, 2004, the end of the adjustment period in the instant proceeding, were as
follows:

Original system — 10-year contracts (remaining term of 6 years, 11

months); Original system — 15-year contracts (remaining term of 11 years,

11 months); 2002 Expansion — 10-year contracts (remaining term 7 years, 6

months); 2002 Expansion — 15-year contracts (remaining term 12 years, 6

months); 2003 Expansion — 10-year contracts (remaining term 8 years, 6

months); 2003 Expansion — 15-year contracts (remaining term 13 years, 6

months); and Big Horn Lateral contracts (remaining term 13 years, 2

months). Negotiated rate contracts pertaining to the High Desert Lateral
(footnote continued)
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the tariff sheets implementing the 2000 ET Settlement, Kern River only proposed to set
forth Period One Rates in its tariff. Consistent with the existing levelized cost of service
methodology, Kern River designed the Period One rates to recover 70 percent of its
invested capital on a levelized basis over the life of its various firm transportation
contracts.*’

21.  Because Kern River’s firm contracts expire on seven different dates, Kern River
proposed different levelized rates for each of the seven groups of contracts. Thus, there
are different proposed rates for (1) original firm shippers with 10-year contracts,

(2) original firm shippers with 15-year contracts, (3) 2002 expansion shippers with
10-year contracts, (4) 2002 expansion shippers with 15-year contracts, (5) 2003
expansion shippers with 10-year contracts, (6) 2003 expansion shippers with 15-year
contracts, and (7) Big Horn Lateral shippers.*® The rates of the first four groups of
shippers are based on the rolled-in cost of service of the original system and the 2002
expansion. The rates of the 2003 expansion and Big Horn shippers are based on the
incremental costs of their expansion projects.

22.  Kemn River’s proposed book depreciation rates, based on the economic lives of
its various groups of facilities, are sufficiently low that none of its facilities will be

70 percent depreciated on its books as of the end of the relevant shipper contract terms.
Thus, at the end of their contract terms, all the shippers will have paid more of Kern
River’s plant costs than it will have depreciated on its books. Thus, consistent with the
requirement in Kern River’s certificate orders that it account for differences between
(1) depreciation amounts charged to expense on its books and (2) amounts recovered
through rates as regulatory assets and liabilities, the proposed Period One rates for each
group of shipper would generate a regulatory liability by the end of their contract terms.
That regulatory liability would be subtracted from rate base for purposes of designing

under a traditional depreciation methodology also have a remaining term of
13 years, 2 months. Ex. KR-45 at 4, 7.

47T Ex. KR-45 at 3.

“ While rates are proposed for each of the seven groups of contracts, several
groups of contracts have identical rates. For example, original firm shippers with 10-year
contracts and 2002 expansion shippers with 10-year contracts each pay the same rate.
Additionally, original firm shippers with 15-year contracts and 2002 expansion shippers
with 15-year contracts each pay the same rate (See Eighteenth Revised Sheet No. 5 and
Fourteenth Revised Sheet No. 5-A to Kemn River’s FERC Gas Tariff, Second Revised
Volume No. 1).
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Period Two rates, thereby reducing the Period Two rates below the level of the Period
One rates.

Initial Decision

23.  The ALJ described Kern River’s levelized cost-of-service/ratemaking
methodology as “depreciation-based.” The ALJ explained that Kern River’s proposed
methodology relied on varying the annual depreciation expense to arrive at equal cost-of-
service for each year of the levelized period and maintained that initial depreciation-
based levelized rates are lower than traditional cost-of-service/ratemaking beginning
rates. The ALJ reasoned that this levelization keeps initial rates from being prohibitive to
pipeline customers and promotes the construction of new pipelines.*’

24.  The ALJ stated that Kem River’s position was that its proposed levelized
methodology allows it to meet the demands of California’s enhanced oil récovery (EOR)
producers for the lowest transportation rate achievable while still maintaining the ability
to cover its debt costs, recoup its operating expenses, and earn a fair return on its equity
investment. The ALJ noted that Kern River claimed that its levelized methodology has
produced many customer benefits™ and that Kern River pointed out that the Commission
has reviewed and accepted its levelization methodology numerous times.>'

25.  Asto other parties, the ALJ noted that Commission Trial Staff (Staff) and BP
Energy Company (BP) opposed Kern River’s levelized rates arguing that traditional rates
will be more transparent, more likely to remain in effect over the long term, and less
susceptible to control and manipulation by Kemn River. Staff contended that under the
levelization methodology, Kern River over-collects an average of $42 million each year
in depreciation expense from its 10-year and 15-year shippers. Staff concludes this over-
collection is a result of a regulatory depreciation rate of 4.28 percent, which is more than

Y 1D at P 256.

01D at P 244. Among the benefits claimed by Kern River and noted by the ALJ
were: lower return requirements due to rate base averaging in the levelization
calculations; declines in rate base each year of the levelization periods; high debt
capitalization and lower early years of the contracts; and, no recovery of equity
investment until after the contracts expire. Id.

31 See Kern River Gas Transmission Co., 50 FERC 961,069 at 61,149-51 (OC
Order); Kern River Gas Transmission Co. 58 FERC § 61,073, at 61,242 (1992) (OC Rate
Order); Kern River Gas Transmission Co. 92 FERC 4 61,061, at 61,155-59, 61,161
(2000); Kern River Gas Transmission Co. 96 FERC § 61,137, at 61,591 (2001); Kern
River Gas Transmission Co. 98 FERC ¥ 61,205, at 61,721-22 (2002) (2003 Expansion).
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double the booked depreciation rate of 2 percent. Staff also argued that Kern River’s
levelized methodology is overly complex. BP argued that Kern River’s levelization
methodology is inconsistent with Kern River’s useful life, and that Kern River’s debt
service obligations are not synchronized with the timing of the cash it receives.

26.  The position of various other parties including the Rolled-in Customer Group
(RCG) was that Kem River should use a modified version of levelized cost-of-
service/ratemaking methodology which corrects the alleged over-recovery of depreciation
problem with Kern River’s methodology.

27.  The ALJ found that Kern River has carried its burden of proving that its levelized
cost-of-service/ratemaking methodology would produce just and reasonable rates (subject
to certain limited changes discussed later in this order).”> The ALJ stated that Kern
River’s levelized cost-of-service/ratemaking methodology has achieved the goal of lower
initial rates, an obvious benefit to shippers, and that Staff’s proposed traditional cost-of-
service/ratemaking methodology would cost $38.6 million more than does application of
Kern River’s levelized methodology.™ The ALJ also found that there was no proof that
application of the levelized methodologies proposed by RCG and Southern California
Generation Coalition (SCGC) yielded more favorable rates than did Kern River’s
methodology. >

28.  In analyzing claims that Kern River’s levelization methodology resulted in “over-
recovery” or “over-collection” of depreciation expense, the ALJ found that such
allegations are not legitimate because Kern River keeps track of depreciation recovered
from ratepayers in a reserve account. As depreciation expenses are projected to be
recovered each levelized year, Kern River recognizes such collections in accumulated
depreciation and an appropriate adjustment is made to rate base.>

III. Briefs on Exceptions and Opposing Exceptions

29.  Various parties, including Staff and BP, argue that the ALJ erred in rejecting the
use of traditional depreciation methodology for Kern River’s system. They argue that the
ALJ erred in finding that Kern River’s levelized methodology can produce just and
reasonable rates. Kern River filed a brief opposing exceptions challenging these claims.

21D at P 253.
3 ID at P 257.
1d.

1D at P 258.
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30. The Staff contends that Kern River’s levelized rate methodology over-recovers
costs and creates intergenerational 1nequ1t1es and inequities between the existing 10 and
15-year shippers on Kern River’s system.”® The Staff argues that traditional rates would
be more transparent, more likely to remain in effect over the long term, and less
susceptible to manipulation by Kern River.”” The Staff and BP argue that Kern River’s
certificated levelized rate design is extremely complex, no longer functions as originally
intended, and therefore, should be supplanted by the traditional cost of service
methodology.

31.  The Staff argues that to design transportation rates to recover 70 percent of plant
investment over the initial (10-year or 15-year) contracts may have been appropriate to
establish Kern River’s initial certificate rates, but that these short contract lives do not
provide a just and reasonable basis for establishing depreciation rates that underlie the
transportation rates for Kern River’s existing and future shippers.

32.  Staff argues that the Commission certificated this rate design methodology with
the intent that Kern River, after 15 years, would be able to retire its debt and, thereafter,
the project would be capitalized with 100 percent equity.”® However, Staff points out that
Kern River’s Original System will not recover 100 percent of its debt by the end of its
15-year levelization period.’ ? Staff argues that Kern River apparently is not using all of
its current cash flow to retire debt.®® Staff argues that instead of paying down the debt
principal from the funds already collected from the original firm shippers, Kem River has
used the money to pay dividends to its then parent, the Williams Company.®! Staff
argues that to saddle its customers with the resultmg unretired debt would be an
unwarranted double recovery by Kern River.*? Thus, Staff argues that the two major

56 Staff Brief on Exceptions at 6-7.

' Id. at 9.

>8 Staff Brief on Exceptions at 10, citing Ex. S-12 at 14.
* Id,, citing Ex. KR-23 at 19,

% 1d, citing Ex. S-27 at 5; Ex. KR-50 at 21.

8! 1d, citing Ex. S-27 at 9.

62 Id,, citing, Ex. S-27 at 9; Ex. KR-37 at 2; Ex. KR-35 at 1. Specifically, Staff
argues that Kern River has two large balloon payments ($105,000,000 and $108,262,000)
due its lenders at the end of the respective 10-year and 15-year contract terms. Staff
argues that Kern River’s levelized rate design, as certificated, assumed this debt would be
retired on time. However, it points out that Kern River has given no guarantee that these

(footnote continued)
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claimed benefits of the levelization methodology, i.e., having the debt paid off at the end N
of the contract periods and thereafter removing its costs from rates, will not be realized.

33.  Further, the Staff argues that under its levelized approach, Kem River over-
collects an average of $42,590,732 each year in depreciation expense from its 10-year
and 15-year contract shippers. The Staff argues that this is because the regulatory
depreciation rate (4.28 percent) is more than double the booked depreciation rate

(2.00 percent ).** The Staff argues that if Kern River does not return the over-payment to
the shippers at the end of the ten-year contracts, Kern River would be required to design
future rates for the next generation of customers taking into account the over-collection
of depreciation dollars from the earlier generation (since there is no dispute that the
economic life of Kern River will exceed the current ten- and fifteen-year contract lives).*
The Staff argues that Kern River wants to have all the front-load collection benefits of the
levelization rate design but then not have to live up to its bargain of assuring shippers
they will not be required to pay for a portion of Kern River’s debt cost twice.®

34.  BP argues that Kern River’s levelization methodology harms the shippers on the
system because it results in an overcollection of depreciation reflected in Kern River's
rates by $500 million by the end of shippers' contract terms relative to rates that
accurately reflect Kern River’s 35-year depreciable life. Second, BP argues that Kern
River's version of levelization overcollects more than $140 million that Kern River has
treated and can treat as equity withdrawals over and above Kern River’s debt service !
requirements, even though Kem River’s certificate order was premised on the deferral of
equity recovery until the step-down rates went into effect.® In contrast, BP argues that
the benefits of levelization, the step down of rates after Period One, is tenuous and is
unlikely to be received by the shippers. Therefore, BP argues that this complex and non-
transparent methodology should be reversed.

balloon payments will be made on time from funds already collected from its ratepayers
for this purpose. Ex. S-28. It also asserts that Kern River has not proposed lower rates to
take effect at the end of the levelization period. Ex. S-27 at 10. Staff argues that Kern
River benefits from the balloon payment because it generates an over-recovery of
$109,884,969 for 2004 alone. Staff Brief on Exceptions at 42, citing Ex. S-12 at 16, as
corrected, Tr. 1484. Ex. S-27 at 10.

83 Id. at 11, citing Ex. S-36 at 58.
64 Staff Brief on Exceptions at 11-12, citing Ex. S-7 at 51-54.
8 Id. at 12, citing Ex. S-7 at 56-57.

6 BP Brief on Exceptions at 12, citing Kern River Gas Transmission Co.,
50 FERC 4 61,069, at 61,150 (1990).
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35.  BP argues that Kern River’s rates reflect a regulatory depreciation rate that will
recover 70 percent of its initial transmission plant costs from shippers by the end of their
present respective contract maturities, i.e., within the next 5 to 12 years.®” BP argues that
the regulatory liability accrued by Kern River in the later years of its levelized
methodology will not evenly match the regulatory asset built up in the early years of the
facilities’ operation.®® Rather, it argues that Kern River’s regulatory liability not only
will extinguish the regulatory asset, but ultimately will dwarf it under the levelized
depreciation methodology. Accordingly, BP argues that at that time Kern River will have
accrued approximately $500 million in net aggregate regulatory liabilities at the end of
the respective levelization periods. BP asserts that Kern River claims, and the ALJ
apparently agrees, that these regulatory liabilities will be returned to shippers through
future reduced step-down rates on the Kern River’s system.

36. BP argues that the Commission’s policies have reduced, or eliminated, the value
of any step-down in rates by Kern River.* BP argues that in the 1999 Policy Statement,
the Commission specifically recognized that where a pipeline has incremental rates, its
existing customers exercising the right of first refusal (ROFR) rights at the conclusion of
their contracts may be required to match competing bids up to the pipeline’s maximum
rate in order to retain their capacity on the pipeline’s system.”® BP argues that this re-
subscription process arguably could require commitment by shippers seeking the “step-
down” benefit of their bargain to offer to re-subscribe for an indefinite period in order to
preclude other shippers from capturing the capacity. BP argues that the Commission
must either recognize that its current policies can strip purported beneficiaries of the step-
down rate benefit of their levelization bargain (requiring implementation of a traditional
rate design), or the Commission must establish that current Commission policies do not

57 BP Brief on Exceptions at 13, citing Ex. BP-1 at 29:1-14.
S8 BP Brief on Exceptions at 13, citing Tr. at 1434:6-1437:24.

% BP Brief on Exceptions at 14, citing Policy Statement Concerning Certification
of New Interstate Gas Pipeline Facilities, 88 FERC 4 61,227 (1999) (1999 Policy
Statement), Order No. 637, Reg. Preamble, FERC Stats & Regs. 431,091 (2000), and
Order No. 637-A, Reg. Preamble, FERC Stats & Regs. 4 31,099 (2000).

™ Id, citing 1999 Policy Statement, 88 FERC 61,227, at 61,746-47.
Additionally, BP argues that Order No. 637 stated that “a shipper [on an incremental rate
pipeline which is fully subscribed] . . . could be required to match a bid [for capacity] up
to a maximum rate higher than the historic maximum rate applicable to its capacity,”
Order No. 637 at 31,337-38, rather than a lower stepdown rate originally offered as
justification for levelization's accelerated overcollection of depreciation from existing
shippers. See also Order No. 637-A at 31,629-30.
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apply to Kern River and its shippers so that shippers over the next 5 to 12 years have a
claim to step-down rates.

Commission Determination

37. The Commission affirms the ALJ’s finding and, for the reasons discussed below,
finds that Kern River’s rates should continue to be designed based on the levelized
methodology approved in its certificate proceeding and updated in the 2000 ET
Settlement and subsequent proceedings. However, the Commission will require that
Kem River include in its tariff the Period Two rates that will take effect when the firm
shippers’ existing contracts expire. This will assure that these shippers will obtain the
benefit of the lower Period Two rates if they continue service beyond the terms of their
existing contracts.

38.  The Commission has previously considered, in Mojave Pipeline Co., 81 FERC
9 61,150 (1997) (Mojave), a similar issue concerning the continuation, in a subsequent
NGA section 4 rate case, of a levelized rate methodology agreed to in an optional
expedited certificate. In that case, the Commission stated:

In order to satisfy the Commission’s regulations, an applicant for an
optional certificate, such as Mojave, must be willing to assume the
economic risks of the project. Therefore, a central issue when an
application for an optional certificate is considered, is whether the proposed
rates reflect an appropriate allocation of proceeding with a project as
between the pipeline and its customers. Mojave’s levelized rate structure
was agreed to during its certificate proceeding; that levelized rate structure,
including its schedule of plant recoveries, was obviously a key aspect of the
allocation of the risks of Mojave’s project as between it and its customers .
.. Although there is a divergence between debt retirement (70 percent in
the first 15 years) and plant cost recovery (79 percent in the first 15 years),
this divergence was present in the optional certificate as approved, and the
Commission will not lightly change the allocation of risk inherent in the
optional certificate as granted. Since we find no overarching policy reason
that would impel the Commission to alter the debt or plant recovery
percentages so as to make them identical, we reject the Firm Customers’
request for such an alteration. /d. at 61,682-683. (emphasis added) (footnote
omitted).

39.  The same reasoning applies equally to Kern River. The Commission granted an
optional expedited certificate to Kern River and Mojave at the same time.” Both

7150 FERC 9 61,069 (1990); 58 FERC 9§ 61,073 (1992), order on reh’g, 60 FERC
161,123 (1992).
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pipelines proposed the same levelized rate methodology in their certificate applications
with 70 percent of the invested capital to be recovered during the initial contract terms to
coordinate with the pipeline’s payment of their debt. The Commission considered the
two pipelines’ rate proposals in tandem using virtually identical language to approve
each.” Consistent with our holdings in Mojave’s Docket No. RP95-175-000 NGA
section 4 rate case, we hold that in Kern River’s instant rate case, it may and should
continue the levelized rate model agreed to in its certificate proceeding and subsequent
proceedings.”

40.  Generally, under Kern River’s levelization methodology, annual depreciation
recovery in rates starts very low and increases during the levelization period as the return
component of the cost-of-service decreases (in tandem with the declining total rate base)
to obtain a constant or “level” annual cost of service.” In the early years of the
levelization period, regulatory depreciation (i.e., the amount of depreciation expense
approved for recovery in rates) is less than book depreciation (the product of the
approved book depreciation rates times gross plant in service), and the cumulative
differences in those amounts are recorded as a regulatory asset.” The benefits of using a

2 Compare, 50 FERC 9 61,069, at 61,151-153, 58 FERC Y 61,074, at 61,248-51
(1992), and 60 FERC ¢ 61,123, at 61,436-38 (1992), approving Mojave’s initial rate with
50 FERC 961,069, at 61,149-51, 58 FERC 4 61,073, at 61, 242-44 (1992), and 60 FERC
961,123, at 61,436-38 (1992), approving Kern River’s initial rates.

81 FERC 4 61,150 (1997), order on reh’g, 83 FERC 9 61, 267 (1998).

7 In discussing Kern River’s levelized methodology as set forth in its certificate
application, the Commission observed:

[tThe above plant costs recoveries vary from year to year because they are
calculated using a present value methodology. The varying plant cost recoveries
are analogous to the principle repayment on a fixed rate mortgage on a house. In
the early years of the mortgage, most of the payment is applied to the interest and
very little goes toward principle, whereas, in the latter years, most of the payment
goes toward the principle, and the interest portion is relatively small. 58 FERC
961,074, at 61,244, fn.38.

7® The regulatory asset is a rate base account that represents invested capital that
has not yet been recovered in rates. In the latter years of levelization, when annual
regulatory (rate) depreciation begins to exceed book depreciation, the regulatory asset is
gradually reduced and, eventually, exhausted. Thereafter, annual regulatory depreciation
that exceeds book depreciation will be recorded as a regulatory liability, which will be a
reduction to rate base.
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levelized methodology are that shippers benefit from rates being lower during the early
years after the project goes into service, than they would be under a traditional rate
design. The pipeline benefits by securing construction loans as well as competing with
other well established pipelines in the area charging low rates.

41.  Other parties, such as BP and Staff, champion a traditional rate design for
recovering depreciation on Kern River’s system. Under a traditional rate design, the cost-
of-service reflects the rate base level existing at the end of the test period.” As a result,
traditional ratemaking generates rates applicable to future periods based on past period
data and does not take into account future declines in the rate base as depreciation is
recovered. Therefore, traditional rate design rates start high. Subsequently, the rates
would decline as the rate base declines but this would occur only if the pipeline files a
new NGA section 4 rate case.

42.  As set forth above, the Commission approved levelized rates for Kern River in the
past. In the Commission’s view, the depreciation recovery under levelized rates is, by
necessity, a long term proposition. In essence, the pipeline defers recovery of
depreciation, which would otherwise be recoverable in the early years, relying on the
assurance that it will be able to recover these costs in later years. Since this trade off is at
the heart of any levelization plan, it is inherent in any such plan that the levelized rate
will remain in effect for the entire agreed upon period.

43. In this case, Kern River refinanced its project in the year 2000, after the levelized
rates initially went into effect and agreed with its customers in the 2000 ET Settlement to,
in effect, “reset the clock” for the recovery of 70 percent of invested capital. The

. Commission accepted the refinancing settlement which extended recovery of the debt
cost beyond the original periods contemplated when the pipeline was certificated. As a
result, shippers are still in the initial stages of their contract lives and are receiving the
benefits of reduced depreciation collection in the early years of contract lives which
results in lower rates to the shippers. As of November 1, 2004 (i.e. the end of the test
period), shippers with 10-year and 15-year contracts still had remaining contract lives
ranging from 6 years to 13 years.”’

44.  Therefore, the Commission finds that the levelization methodology must remain in
place for shippers to realize the benefits bargained for as a part of the refinancing
settlement.

76 See Ex. KR-45 at 18.

"TEx. KR-45 at 4.
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45.  Indeed, Kern River has correctly shown upon comparison of comparable cost data
that Staff’s traditional cost-of-service is approximately $40 million greater than Kern
River’s levelized cost-of-service.” This study reflects that under Staff’s traditional cost-
of-service methodology, depreciation expense is approximately $16 million greater,”
return is approximately $15 million greater,” and federal income tax is approximately
$10 million greater® than under Kern River’s levelized methodology. Further, an
additional study submitted by Kern River reflects that when depreciable life is adjusted to
26 years and return on equity (ROE) remains at 15.1 percent, Staff’s cost-of-service
under the traditional ratemaking methodology is $65 million greater than Kern River’s
levelized approach.®” The Commission finds that these studies prove that when factors
such as ROE level and depreciable life are held comparable, Kern River’s levelization
methodology provides lower rates to shippers than the traditional methodology.

46.  As previously described, in both Kern River’s certificate proceeding and the

2000 ET Settlement, the parties agreed that the Period One levelized rates would recover
approximately 70 percent of Kern River’s invested capital during the term of the
shippers’ current contracts.”> However, Kern River’s book depreciation rates, based upon
the economic lives of its various groups of facilities, are sufficiently low that its facilities
will not be 70 percent depreciated on its books at the end of the relevant shipper contract
terms. Thus, at the end of their contract terms, the shippers will have paid more of Kern
River’s plant costs than it will have depreciated on its books.

47.  The Staff and BP argue that, as a result, Kern River’s Period One rates over-
collect an average of $42 million each year in depreciation expense. The Commission
agrees with the ALJ’s findings that Kemn River keeps track of its recovered depreciation

8 Ex. KR-47, Study B revised at 3. Under this study, Kern River has adjusted
Staff’s proposed ROE from 9 percent to 15.1 percent to align the ROE proposed by Kern
River.

? Id. at line 6.
% Id. at line 8.
81 Id. at line 9.
82 Ex. KR-47 at 5, Study C revised.

8 Kern River testifies that a recovery of 70 percent of capital investment over the
primary term of the firm service agreements has been Kern River’s practice since the
establishment of initial, levelized rates in Kern River’s original certificate proceeding.
See Ex.KR-36.
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from ratepayers in a separate account, thereby preventing Kern River from over-
collection.®* As depreciation expenses are projected to be recovered by Kern River in
each year within the levelization rate model, Kern River recognizes such collection in
accumulated depreciation and that a corresponding adjustment is made to rate base.®
Further, Kern River records annual book depreciation as an addition to Account No. 108
(Accumulated Depreciation Expense), and a regulatory asset or liability is booked for the
difference between the annual regulatory depreciation expense it recovers in rates and the
book depreciation expense it records in Account No. 108. %

48.  In the early years of Period One, when Kern River’s rates recover less than its
book depreciation, Kern River records a regulatory asset. But in the later years, when its
accumulated regulatory depreciation exceeds its accumulated book depreciation, the
regulatory asset will become a regulatory liability and serve to lower its Period Two
rates. The Commission finds that this process is in concert with the Commission’s
Uniform System of Accounts and therefore, does not permit Kern River to over-collect its
depreciation expense. The provision for Kern River to recover 70 percent of its invested
capital in the Period One rates effective during the shippers’ contract terms has been a
part of its levelized model from the beginning. This was intended to permit Kern River
to pay off its debt during that period. As we held in Mojave, the pipeline and its capital
providers rely on this provision in deciding to proceed with the project.’

49.  Further, the Commission finds that Staff’s argument that Kern River is not using
all of its cash flow to retire its debt and BP’s argument that Kern River is receiving an
accelerated repayment of its equity investment contrary to the Commission’s intent are
without merit. Regardless of whether debt or equity is to be paid down through the
collection of depreciation, the pipeline may only collect the regulatory costs included in
its rates. Kern River’s Period One firm rates in the instant case are designed to collect an
amount equal to 70 percent of the investment in the subject facilities, which coincides
with the amount of debt used to finance such facilities.®® Moreover, the Commission has

% ID at P 258;Ex. KR-50 at 21.

% Ex. KR-50 at 21.

8 Id.

%7 Mojave Pipeline Co., 81 FERC Y 61,150, at 61,638 (1997).

88 Kern River testifies that the levelized calculations do not project actual costs in
a manner that exactly reflects the pipeline’s debt payment obligations and that its
“levelized calculations are not intended to reflect the actual timing of the payments of
debt principle (a timing of payments to lenders concept). Therefore, the levelized
(footnote continued)
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recognized that there may not be an exact correlation between the debt amortization
schedule and the schedule of plant cost recoveries through the allowed regulatory
depreciation.” Subsequently, the step-down rates will be designed by Kern River to
recover only the remaining 30 percent of the costs of the facilities, which will coincide
with the amount of equity Kern River originally placed into the project.”®

calculations do not and should not reflect the indenture’s schedule for debt principle
payments.” Ex. KR-23 at 40-41.

% Mojave, 81 FERC at 61,681-83. ‘In Mojave, similar to this case, the pipeline’s
rates were intended to enable it to recover substantially all of its debt capital (70 percent
of its invested capital) during the first 15 years and its equity capital during the next
10 years. However, Mojave’s effective rates reflected a schedule of plant cost recoveries
that would recover approximately 79 percent of its rate base during the first 15 years of
operations. The Commission found that Mojave's levelized rate structure was agreed to
during its certificate proceeding and that the levelized rate structure, including its
schedule of plant recoveries, was a key aspect of the allocation of the risks of the project
and the appropriate schedule of plant cost recoveries was considered with some care
during the certificate proceeding, where all parties had an opportunity to express their
views. The Commission found that although there was a divergence between debt
retirement (70 percent in the first 15 years) and plant cost recovery (79 percent in the first
15 years), such divergence was present in the optional certificate it approved, and the
Commission stated that it would not lightly change the allocation of risk inherent in the
optional certificate.

 Even in approving this levelized method in Kern River’s initial certification
proceeding the Commission did not mandate the recovery of debt in any particular time
frame; it only observed that “[t]his rate structure will enable Kern River to recover all of
its debt service during the first 15 years and to recover its return of equity primarily
during the second period. Debt service is levelized throughout the first period, while the
depreciation schedule is maintained at 25 years. Kern River will assume the risk of any
depreciation not recovered in the first 15 years.” 50 FERC at 61,069. (emphasis added).
The Commission also discussed the recovery of plant balances in a subsequent order
amending Kern River’s certificate for its original facilities. 58 FERC § 61,073 (1992). In
that order, the Commission observed that “the levelized rate structure will enable Kemn
River to recover substantially all of its debt capital during the first 15 years and its equity
during the next 10 years.” Id. at 61,242. The Commission also stated that:

Kern River’s rates are designed to recover enough plant costs to allow Kern
River to repay most of its original debt capital which is 70 percent of its
capital structure, in the first 15 years. Therefore, when added together, the
plant recoveries for the first 15 years approach 70 percent. The rates are
(footnote continued)
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50.  Further, in the design of the step-down rates, the issue of whether Kern River has
previously collected enough revenue to retire its debt related to this service will not be
relevant, as this rate will only be calculated based upon the 30 percent of the costs
corresponding to the equity Kern River used to finance its system. For like reasons, the
Commission also rejects arguments that a possible refinancing of the balloon debt
payments will negate the benefits of levelization. Although Kern River maintains that its
existing contracts are the only security for its debt and, as such, Kern River is obligated to
pay all of its debt at or before the termination date of its current firm shippers’
contracts,’" as stated, the step-down rates available to the shippers upon the termination
of their contracts will only be calculated based upon the 30 percent of costs related to the
original equity position taken by Kern River.

51.  BP argues that the benefit provided by the step down of Kern River’s rates is
tenuous and that the Commission’s policies place the shippers’ ability to receive this
benefit in jeopardy. However, BP has not fully considered the Commission’s statements
regarding its policies in light of the facts of the instant case. In the 1999 Policy Statement
and in Order Nos. 637 and 637-A, the Commission discussed ROFR procedures under
which a shipper with an expiring contract may be required to pay a price higher than its
previous maximum contract rate in order to keep its capacity. In the 1999 Policy
Statement, although primarily focused on pricing issues related to new construction, the
Commission discussed certain policies related to the roll-in of costs related to the
expansion of a pipeline and stated:

also designed to recover enough plant costs to allow Kern River to recover
its original equity capital, which is 30 percent of the capital structure during
the next 10 years. ... Thus, Kern River’s rates are designed to recover
approximately 70 percent of its capital in the first 15 years and its
remaining capital in the last 10 years. Id. at 61,244 (footnote omitted).

?1 Kern River Brief on Exceptions at 32, citing Ex. KR-23 at 42:9-16, 43:7-11.
Kern River explains that it expects its capital structure “to include a significant debt
component after the end of the shipper’s contracts. This reflects Kern River’s plan to roll
over some debt, similar to the current balloon payments as a part of a refinancing at the
time the last of the current shippers’ contracts terminate.” However, Kern River goes on
to explain that because it is contractually obligated to pay off its debt within the
levelization periods and because it is uncertain whether any debt will be refinanced it “is
appropriate and necessary to ensure that the levelized rates produce sufficient revenue to
pay off the debt in full in accordance with the terms of the indentures.” Ex. KR -23 at 42-
43.
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52.

53.

[A]nother instance where a form of rolling in would be appropriate is where
a pipeline has vintages of capacity and thus charges shippers different
prices for the same service under incremental pricing, and some customers
have the right of first refusal (ROFR) to renew their expiring contracts.
Those customers could be allowed to exercise a ROFR at their original
contract rate except when the incremental capacity is fully subscribed and
there are competing bids for the existing customer capacity. In that case, the
existing customer could be required to match the highest competing bid up
to a maximum rate which could be either an incremental rate or a “rolled-up

rate” in which costs for expansions are accumulated to yield an average
expansion rate. 88 FERC at 61,746-47.

Subsequently, in Order No. 637-A, the Commission stated that:

[I]n Order No. 637, the Commission explained that, consistent with the
holding in the Policy Statement concerning Certification of New Interstate
Natural Gas Pipeline Facilities (Certificate Policy Statement), the
maximum rate that the existing shipper must meet in order to exercise its
right of first refusal may be higher than its current rate in certain very
limited circumstances, i.e., where a shipper has a right of first refusal on a
pipeline that has vintages of capacity and thus charges different prices for
the same service under incremental pricing, the pipeline is full, and a
competing shipper bids a rate for the capacity that is above the existing
shipper’s current maximum rate. In addition, in order to charge a higher
rate than the previous maximum rate, the pipeline must have in place an
approved mechanism for reallocating costs between the historic and
incremental rates so all rates remain within the pipeline’s cost of service.

Order No. 637-A at 31,635- 36. (emphasis added)

Therefore, this policy only contemplates certain limited circumstances. In the

instant case, it appears that the pipeline has different vintages of capacity, and it is
difficult to determine whether the pipeline will be full at the time that the subject
contracts expire. Even more speculation would be necessary to determine whether a
bidder would be likely to outbid an existing 10 or 15-year shipper for its expiring
capacity. However, as stated above, in order to charge a higher rate than the previous
maximum rate, the pipeline must have in place an approved mechanism for reallocating
costs between the historic and incremental rates so all rates remain within the pipeline’s
cost of service. No party argues that such a mechanism is in place on Kern River’s
system or that Kern River is considering such a mechanism. Kern River states that it has
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no such mechanism.” Therefore, BP’s concerns that the Commission’s policies would
inhibit the shippers’ step-down benefits are without merit.”

54. However, the Commission’s original and subsequent approvals of the levelized
methodology for Kern River were premised on the eventual availability of the step-down
of rates bargained for by the shippers. In the instant proceeding, this step-down benefit
of the lower Period Two rate remains an essential component of Kern River’s proposal.
Here, parties argue that Kern River’s proposed rates are complex and are not transparent.
While the Commission finds that these claims are overstated, in the Commission’s view,
all of Kemn River’s proposed rates should be easily ascertained. For example, in the
Commission’s order accepting Kern River’s initial use of the levelized methodology, the
Commission required Kern River to file tariff sheets setting forth the Period One rates it
proposed to charge for the first 15 years of its project, the Period Two rates it proposed to
charge for years 16-25 and the Period Three rates to be charged thereafter. >* This action
permitted all parties to know what rates were to be in effect at any given.time on Kemn
River’s system and assured that the reduced rate would take effect upon the agreed to
dates. Therefore, the Commission directs Kern River to file revised tariff sheets setting
forth its currently proposed rates based upon the instant cost of service as well as the rates
and effective date of the step-down rates to be available to its 10 and 15 year shippers.
Absent further action pursuant to sections 4 or 5 of the NGA, the rates as set forth will
become effective, as noted, as a component of the filed rate accepted by the Commission.

55.  Parties argue that, even if stepdown rates were implemented, shippers would still
not receive the benefit of their bargain because Kern River’s unilateral changes to its
levelization methodology, including the acceleration of compressor engine depreciation

%2 Kern River Brief on Exceptions at 40-41.
93Moreover, as the Commission stated in Order No. 637-A:

[PJrocedures for approving such a mechanism will allow interested
petitioners to participate, and settlements can be taken into account in
determining whether a particular methodology is just and reasonable on a
particular pipeline. Order No. 637-A at 31,141.

Therefore, even if Kern River proposed such a mechanism in the future,
Kern River would be required to show that the possible denial of stepdown rates to
its 10 and 15-year customers would be just and reasonable.

% Kern River Gas Transmission Co., 50 FERC Y 61,069 at 61,150-51 (1990).
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which Kern River proposed to carve out from levelization for the first time in this
proceeding, change the terms of the levelization “bargain.”*®

56.  Kern River argues that certain compressor engines and general plant should be
removed from the levelized methodology because they constitute short-lived assets and
are retired at a faster rate than Kern River’s longer-lived transmission facilities.
Therefore, Kern River argues that applying the levelized depreciation rates to these short-
lived assets results in their retirement and replacement long before Kemn River can recoup
its capital investment in such facilities. BP and Pinnacle West Capital Corporation
(Pinnacle West) argue that Kern River’s proposal to remove compressors and general
plant from its levelized methodology and to collect depreciation for these expenses using
a straight line depreciation methodology is unwarranted and inconsistent with the
levelized depreciation methodology.

57.  Asthe Commission stated earlier, the plan for recovery of depreciation is by
nature a long-term proposition. As the Commission has found, Kern River will be
permitted to maintain its levelized depreciation methodology as originally accepted by
the Commission and revised by the agreement of the parties to the ET Settlement. The
Commission understands Kern River’s argument that this levelized methodology may not
be uniquely suited for the precise recovery of all depreciation for all facilities, but this is
the method that Kern River originally proposed, and the Commission accepted, and that
all parties have relied upon. The Commission will not now permit Kem River to continue
its preferred method of depreciation for most of its assets while at the same time consider
its argument that it might benefit to a greater extent if certain facilities were excluded
from the levelized methodology and treated to a more advantageous depreciation
recovery methodology. For its part, Kern River states that, if the Commission determines
that keeping compressor engines and general plant in the calculation of the levelized cost
of service is essential for its acceptance of Kern River’s levelized methodology, Kem
River would be willing to forego its proposal to remove these categories of plant from the
levelzation calculations.”® The Commission so finds, and Kern River is directed to
include these amounts in its levelized methodology calculations.

58. RCG and SCGC argue that that Kern River should use a modified version of
levelized cost-of-service/ratemaking methodology. However, based upon the discussion
above, the Commission finds that Kern River’s proposal, as modified, is just and

%> BP Brief on Exceptions at 15-16, citing, Ex. CES-86; Tr. 288:13-17.

% Kern River Brief on Exceptions at 37.
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reasonable. Therefore, the Commission need not consider whether RCG and SCGC’s
proposed levelized rate methodology would also be just and reasonable.”’

A. Shipper Rate Differential
Initial Decision

59.  The ALJ found that Kern River carried its burden of proving that the distinction in
rates between the ten-year and fifteen-year shippers produces just and reasonable rates.”®
The ALJ also found that different rates are merited for shippers with contracts that expire
in 2011 and shippers with contracts that expire in 2016 because the former “bargained for
the option of paying rates that included more depreciation expense.”®® The ALJ reasoned
that “[t]he bargained-for benefit for the ten-year shippers [e.g., with contracts expiring in
2011] is that they qualify for the lower, stepdown rates . . . sooner than do the fifteen-year
shippers.” 1% The ALJ concluded that the different rates for 10 and 15-year shippers
must be maintained in order to avoid any disruption of the expectation of the signatories
to these contracts.'™

Briefs on Exceptions and Opposing Exceptions

60.  The Staff argues that Kern River’s proposal to require its customers with 10-year
contracts to pay higher rates than shippers with 15-year contracts is inequitable and
discriminatory.'® The Staff argues that it is unfair to require unique and excessive debt
payments from the 10-year shippers that are burdened with the same amount of debt as
the 15-year shippersStaff argues that the Natural Gas Act requires that shippers receiving
similar service should pay similar rates.'®® Further, it argues that this differential is
discriminatory because rates should be designed based on the use of the system and not

*T Consolidated Edison Co. v. FERC, 165 F.3d 992, 998, 1002-4 (D.C. Cir. 1999)
and cases cited therein.

% ID at P 479.
*ID at P 480.
100 Id.
101 Id.

192 Staff Brief on Exceptions at 14-15.

193 Staff Brief on Exceptions at 79, citing United Gas Pipe Line Co. v. Mobile Gas

Serv. Corp., 350 U.S. 332 (1956).
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on the length of the contracts.'® Staff concludes that since contracts can be extended,
renewed or replaced by another contract, they cannot be relied upon to accurately reflect
the remaining life of the facility. Pinnacle West also supports the position taken by Staff.

61.  BP also argues that there is no valid justification for customers who subscribe to
the same facilities for the same service at the same priority under the same rate schedule
to pay different rates. BP argues that the shippers whose contracts expire in 2011 receive
precisely the same quality of service that shippers whose contracts expire in 2016 receive,
yet they pay significantly higher rates and that this unlawfully discriminates between
various shippers on Kern River's system based solely upon differences in contract
expiration dates.'® BP also argues that the ALJ’s rationale for maintaining the rate
differential ignores the fact that shippers have no assurance that the bargain for lower
stepdown rates will be honored.

Commission Determination

62.  On exceptions, the parties have argued that shippers receiving similar service
utilizing the same facilities should pay the same rates for service. The Commission’s role
under the NGA is to ensure that the rates offered and accepted as a result of individual
negotiations are just and reasonable and not unduly discriminatory.'®® The Supreme Court
has held that the purpose of the NGA was not to “abrogate private contracts to be filed
with the Commission” and that the NGA “expressly recognized that rates to particular
customers may be set by individual contracts.”*®” Therefore, not all differentiations in
rate treatment are unreasonable or illegal. Rather, “[it] is only when a preference or
advantage accorded to one customer over another is undue or a difference in service as

104 1d at 15, citing Ex. S-35 at 20.
195 BP Brief on Exceptions at 48-52.

1 United Gas Pipeline Co. v. Mobile Gas Service Corp. (Mobile), 359 U.S. 332 at
pp- 338-39 (1956); FPC v. Sierra Pacific Power Co. (Sierra), 350 U.S. 348 (1956). NGA
section 4 prohibits natural gas companies subject to the Commission's jurisdiction from:

(1) making or granting any undue preference or advantage to any person or
subjecting any person to any undue prejudice or disadvantage, or (2)
maintaining any unreasonable difference in rates, charges, service, facilities
or in any other respect, either as between localities or as between classes of
service.

197 Mobile, 350 U.S. 332 at 338-39.
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between them is unreasonable that . . . [the undue discrimination provisions] of the Act
come [ ] into play.” % :

63. Moreover, in Cities of Bethany, et al v. FERC, ' the Court of Appeals found that
the “mere fact of a rate disparity [between customers receiving the same service] does not
establish unlawful rate discrimination” under the NGA, and that “rate differences may be
justified and rendered lawful by facts - cost of service or otherwise.”''® Relying on the
Supreme Court’s decisions in Mobile and Sierra, the court held that the anti-
discrimination mandate of NGA section 4(b) should not be interpreted as “obliterating the
public policy supporting private rate contracts” between natural gas pipelines and their
customers. ' Therefore, it is clear that pipelines may provide different rates to different
customers based upon different circumstances.'*2 ‘ '

64. Here, the Commission cannot find that the rate disparity is unduly discriminatory
or preferential. No party on exceptions argues that the shippers on Kern River’s system

198 Aichigan Consolidated Gas Co. v. FPC, 203 F.2d 895, 901 (3" Cir. 1953).
199727 F2d. 1131 (D.C. Cir. 1984).

110 77 at 1139. Thus, the court observed that fixed rate contracts between the
parties may justify a rate disparity, citing, Town of Norwood v. FERC, 587 F.2d 1306,
1310 (D.C. Cir. 1978); Boroughs of Chambersburg, et al. v. FERC, 580 F.2d 573, 577
(D.C. Cir. 1978) (per curium). See also, United Municipal Distributors Group v. FERC,
732 F.2d 202 (D.C. Cir. 1984).

111 Id

112 Consistent with this statutory scheme, the Commission has authorized natural
gas companies to negotiate individualized rates with particular customers under its
discounted rate, See Policy For Selective Discounting By Natural Gas Pipelines,

113 FERC 4 61,173 (2005), and negotiated rate programs. See Alternatives to Traditional
Cost-of-Service Ratemaking for Natural Gas Pipelines, Regulation of Negotiated
Transportation Services, Statements of Policy and Comments, 74 FERC 61,076 (1996),
order on clarification, 74 FERC 4 61,194 (1996), order on reh'g, 75 FERC § 61,024
(1996). In addition, in the Commission’s 1999 Policy Statement Concerning
Certification of New Interstate Natural Gas Pipeline Facilities (1999 Pricing Policy
Statement) 88 FERC 9] 61,227 (1999), order on clarification, 90 FERC § 61,128 (2000),
order granting further clarification, 92 FERC ¥ 61,094 (2000), the Commission
encouraged pipelines to negotiate risk sharing agreements with shippers participating in a
new project regarding the effect of cost overruns and underutilized capacity on rates for
the proposed construction of facilities. 88 FERC § 61,128 at 61,747.
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were not permitted a choice concerning the length of their contract term and the rate
treatment associated with that choice. In essence, 10-year Shippers were given the option
of obtaining 15-year contracts but voluntarily chose 10-year contracts retiring 70 percent
of the project’s costs for a 10-year term in order that they might receive step down rate
benefits after their contract terminated. Conversely, 15-year Shippers chose rates that
retired the same amount of costs over 15 years and deferred the benefit of step down rates
until the termination of their contracts. Based on their choices, these two classes of
shippers are not similarly situated and the rates for the services they choose need not be
similar,'"> The Commission cannot find that the pipeline, in giving all shippers an
opportunity to elect various rate options, is now unduly discriminating against shippers
based on the fact that some of its shippers chose different rate options than other shippers.

B. 95 Percent Load Factor Billing Determinants for the Original System

65.  When the Commission certificated Kern River’s original system under the
optional expedited certificate procedures adopted in Order No. 436, the Commission
required Kern River’s rates to be designed based on volumes equal to 95 percent of its
design capacity.""* This has been referred to as the 95 percent load factor condition. Its
purpose was to place the risks of underutilization of capacity on Kern River.''* The
Commission rejected Kern River’s request for permission to design its rates based upon
an 85 percent load factor. The Commission pointed out that it had already imposed a
95 percent load factor condition in the optional expedited certificates of two competing
pipelines, Mojave and WyCal,"*® and the three pipelines should “be accorded |

13 Whether a shipper now believes that it might have fared better in choosing
another option is not at issue. As the court found in Exxon Mobil Corp. v. FERC,
430 F.3d 1166, 1177 n.7 (D.C. Cir. 2005), a company “is not typically ‘entitled to be
relieved of its improvident bargain.”” Transmission Access Policy Study Group v. FERC,
343 U.S. App. D.C. 151, 225 F.3d 667, 710 (D.C. Cir. 2000) (quoting Sierra, 350 U.S. at
355). “Despite recent cynicism, sanctity of contract remains an important civilizing
concept”; moreover, ‘“’the general rule of freedom of contract includes the freedom to
make a bad bargain.” Morta v. Korea Ins. Corp., 840 F.2d 1452, 1460 (9th Cir. 1988)
(citations omitted). While BP may now regret choosing 10-year service, “’wise or not, a
deal is a deal,’” and therefore “people must abide by the consequences of their choices.”
Id. (alteration in the original) (citations omitted).

14 Kern River Gas Transmission Co., 50 FERC 61,069, at 61,150 (1990).
115 Id ]

8 wyoming-California Pipeline Co., 45 FERC ¥ 61,234, at 61,687 (1989)
(WyCal I) and Mojave Pipeline Co., 47 FERC ¥ 61,200, at 61,697 (1989).
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9117 d »118

comparable regulatory treatment” " in order to “compete on a level playing fiel
Finally, the Commission required that Kern River make a tariff filing three years after its
in-service date either justifying its existing rates or proposing alternative rates, and that
the filing “must use the same or greater throughput levels on which Kern River’s initial
rates have been predicated.”"”

66. In Kern River’s Order No. 636 restructuring proceeding, the Commission
permitted Kern River to continue to design its rates based on the 95 percent load factor
condition.’* However, the Commission stated that, in light of the required shift to an
SFV rate design, the 95 percent load factor condition may serve little purpose, and
therefore in Kern River’s next section 4 rate case, “the parties may consider removal of
the 95 percent throughput condition so that costs may be allocated based upon actual
projected volumes instead of 95 percent of design capacity.”'!

67. Kern River states that, in the 1995 settlement of its Docket No. RP92-226-000
section 4 rate case'> and the 1999 settlement of its Docket No. RP99-274-000 rate
proceeding,'? the parties agreed to design its rates using reservation billing determinants
equal to 96 percent of its Original System’s design capacity.124 The 2000 ET Settlement
provided for continued use of those same billing determinants.'?’

68.  In this case, since at least 2002, Kern River has had firm contracts for 100 percent
of the capacity of its Original System.126 Nevertheless, Kern River proposed to continue
to design its rates for Original System firm shippers using demand and commodity billing

117 50 FERC at 61,150.

118 Id

" Id. at 61,151.

120 64 FERC 9 61,049, at 61,418 (1993).

121 Id. .

122 Kern River Gas Transmission Co., 70 FERC 4 61,072 (1995).
183 Kern River Gas Transmission Co., 87 FERC 61,128 (1999).
124 Ex. KR-17 at 15.

125 92 FERC 9 61,061, at 61,157 (2000).

126 £xs. S-27 at 18; S-22.
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determinants equal to 95 percent of the design capacity of its Original System, arguing
the 95 percent load factor condition capped its billing determinants at that level.'*’

Initial Decision

69. The ALJ concluded that Kern River had not carried its burden of proving that
continued use of the 95 percent load factor rate design for the Original System produces
just and reasonable rates. According to the ALJ, the original purpose of the 95 percent
load factor rate design, which was to place the risk of lack of full subscription on the new
pipeline rather than on shippers, does not now apply. More specifically, the throughput
requirement is intended as a floor to the throughput/design determinants to keep the
pipeline at risk of at least that level of contract entitlements in its rates. The ALJ stated
that Kern River has been fully contracted on the Original System since its inception and
has operated above a 100 percent load factor design level for more than a decade. The
ALJ found that Kern River’s 95 percent load factor does not produce just and reasonable
rates, since the amounts of guaranteed revenue attained by Kern River above the
designed-for-revenue requirement of the pipeline were between $5.4 and $7.8 million
annually- essentially a built-in rate design over-collection. Since the 95 percent load
factor was not to be a windfall for the pipeline, the ALJ determined that the 95 percent
requirement should be dropped, leaving the normal test period ratemaking concepts to
govern the rate determinants for Kern River.

Briefs on Exceptions and Opposing Exceptions

70.  Kern River urges the Commission to reverse the Initial Decision and approve Kern
River’s proposal, asserting that its longstanding 95 percent load factor rate design for the
Original System is a critical component of Kern River’s levelized cost-of-service
methodology. Kern River argues that its levelization methodology is a package which
Kern River, its shippers, and lenders agreed to in arms-length negotiations in order to
allocate the risks and rewards of the construction of its original system, and which the
Commission approved in the certificate order. Since Kern River relied on the overall
package in deciding to proceed with the project, it contends that the entire package
should remain in place, including the 95 percent load factor condition.

71.  Kern River argues that the 95 percent load factor condition gives it an opportunity
to offset other aspects of the levelization package that depress its revenues. Kern River
asserts that the use of a levelized rate base and the Ozark capital structure method both
produce a lower equity rate base, and thus a lower return allowance, than would occur
under a traditional rate calculation. However, designing its rates based on 95 percent of

27 Ex. KR-17 at 11, 15-16.
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design capacity allows it to obtain some additional return if it is able to exceed the

95 percent load factor level. Kern River therefore, argues that under the ALJ’s ruling it
could no longer have a reasonable opportunity to earn its allowed return. Kemn River
takes exception to the ALJ’s findings'?® that Kern River’s proposal provides a “built-in
rate design over-collection'? and is not just and reasonable. Kern River claims that it
continues to face the potential of unsubscribed capacity and the risks of remarketing that
capacity in the future. Kern River also claims that the Commission’s orders requiring a
continuation of Mojave’s similar 95 percent load factor condition'*" supports its position
to maintain the 95 percent load factor condition.

72.  Several parties and Staff all oppose Kern River’s exception and support the ALJ’s
decision. The RCG states that Kemn River’s proposal conflicts with Commission
regulations,”! precedent, and violates sections 4 and 5 of the NGA. Basing the billing

determinants for the design of just the original system component of rolled-in rates on
the 95 percent load factor condition, constitutes undue discrimination against one class
of customers and results in unjust and unreasonable rates. Several parties argue that the
95 percent load factor condition permits Kern River to over-recover costs from its
shippers on the original system component of the rolled-in system. BP argues that Kern
River has, in conflict with the Commission’s order,”*? been computing the load factor as
95 percent of firm shipper contracted capacity (i.e., MDQs) rather than as a percentage of
actual system physical capacity, which has increased Kern River's overrecovery.'*?

73.  Several parties and Staff argue that Kern River erroneously relies on outdated
Commission precedent'®* and that Mojave is not controlling. BP and the RCG assert that
Mojave is distinguishable on several grounds.

128 See ID at P 444, 509.
129 1D at P 510.
30 Mojave, 81 FERC at 61,683-84.

B118 C.F.R. § 284.10(c)(2) (2005) (that pipelines’ transportation rates must
be based on “projected units of service.”)

132 Kern River Gas Transmission Co., 50 FERC 9 61,059, at 61,146 (1990).
133 Ex. BP-42 at 15:22-16:7.
134 66 FERC 63,014 (1994).



Docket No. RP04-274-000 -33-

74. BP, the RCG, and Staff, argue that the Initial Decision’s rejection of Kern River’s
95 percent load factor rate design is supported by the record and should be upheld by the
Commission. BP and the RCG argue that much has changed since the issuance of Kern
River’s optional expedited certificate, including the balance of risk and reward, and that
the 95 percent load factor is not necessary to ensure that Kern River has the opportunity
to earn its allowed return. Further, Staff and BP argue that Kern River cannot claim that
its levelization “package” is inviolable when the change is not to its liking yet at the same
time seek changes to its levelization “package” when doing so benefits Kern River.

75.  Several intervenors state that the ALJ appropriately recognized that the 95 percent
load factor condition was meant to be a floor and not a permanent condition of Kern

River’s rates.

Commission Determination

76.  We affirm the result reached by the ALJ, although for somewhat different reasons.
We agree with Kemn River that the 95 percent load factor condition imposed by Kern
River’s optional expedited certificate was a part of the allocation of risks as between the
pipeline, its customers and lenders approved by the certificate order. Consistent with our
holding earlier in this order requiring a continuation of the levelized rate methodology
approved in the certificate proceeding, we also hold that the 95 percent load factor
condition should continue in effect. Therefore, the rates for Original System shippers
should be designed consistent with the 95 percent load factor condition imposed by our
orders in Kern River’s optional expedited certificate proceeding.

77. However, where we part company with Kern River is in the interpretation of what
the 95 percent load factor condition requires. We interpret the 95 percent load factor
condition as requiring that Kern River design its original system rates based upon at least
95 percent of its design capacity. We see nothing in the certificate orders to support Kern
River’s assertion that the 95 percent load factor condition also capped its rate design
volumes, so that in future section 4 rate cases it could continue to design its Original
System rates based upon 95 percent of design capacity, even when it obtained contracts
for more than 95 percent of design capacity. In the same certificate order imposing the
95 percent load factor condition, the Commission also required Kern River to make a
tariff filing three years after its in-service date either justifying its existing rates or
proposing alternative rates under NGA section 4. The Commission stated, “That filing
must use the same or greater throughput levels on which Kern River’s initial rates have
been predicated.”’*® This language is consistent with our interpretation of the 95 percent
load factor condition as only establishing a floor on Kern River’s rate design volumes. If

135 50 FERC at 61,151 (empbhasis supplied).
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the Commission had intended that the 95 percent load factor condition also act as a cap
on Kern River’s rate design volumes, there would have been no reason to include the
phrase “or greater” in the requirement concerning the throughput to be used to design
Kern River’s rates in the future tariff filing required by the certificate order.

78.  This interpretation of the 95 percent load factor condition is buttressed by the fact
it carries out the intent of the Commission’s then effective optional expedited certificate
regulations. In the certificate order,"*® the Commission began its discussion by pointing
out that Kern River had applied for an optional certificate and therefore the Commission
would examine its application in view of the optional certificate regulations, citing
sections 157.100 through 157.106 of the Commission’s regulations.'*’

Section 157.103(d)(3) of those regulations provided, “Any rate filed for new service must
be designed to recover costs on the basis of projected units of service. The units
projected for the new service in the initial rates filed under this subpart may be increased
in a subsequent rate filing but may not be decreased.” Order No. 436 explained that the
purpose of this requirement was to help ensure that the applicants for such certificates
were “willing to assume the full responsibility of their ventures.”"*® Thus, the optional
expedited certificate regulations required that such certificates include a floor on the rate
design volumes to be used to design the pipeline’s rates in future rate cases as a means of
ensuring that the pipeline assumed the risk of the project. The regulations did not provide
for any cap on the rate design volumes in order to give the pipeline a reciprocal
opportunity to increase its profits above the return allowed in its rates. To the contrary,
the regulations required that rates be designed based on projected units of service, subject
only to the proviso that rate design volumes not be “decreased” below the level set in the
certificate.

79.  The language of the Commission order granting Kern River’s certificate

and imposing the 95 percent load factor conditions is fully consistent with

section 157.103(d)(3) of the optional certificate regulations, particularly the requirement
that in its next tariff fling Kern River use “the same or greater throughput levels.” If the
Commission had intended to depart from the optional certificate regulations and permit
Kern River to design its rates based upon 95 percent of its design capacity even when its
projected units of service exceeded that level, the Commission would have more
expressly stated that intent.

136 Id., at 61,149.
37 18 C.F.R. §§ 157.100-157.106 (1989). Ex. BP-77.

38 Ex. BP-78. Regulation of Natural Gas Pipelines After Partial Wellhead
Decontrol, Order No. 436, 50 Fed. Reg. 42,408 (1985).
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80.  Kern River points to no specific language in the orders granting its optional
expedited certificate to support its claim that the 95 percent load factor condition acts as a
cap as well as a floor on its rate design volumes. Rather, it relies on (1) provisions in its
precedent agreements with two of its original shippers*® and (2) language in subsequent
orders issued by an ALJ and the Commission. Kern River’s reliance on the two
precedent agreements is misplaced. Those two contracts, which were entered into in
1989 before the Commission issued Kern River’s certificate, simply provided that neither
Kern River nor the shipper would seek to change the use of a 95 percent load factor for
rate design purposes as set forth in the particular contracts and in Kern River’s certificate
application, without the consent of the other. However, those contractual provisions only
govern the positions the parties to the contract would take concerning rate design in
subsequent proceedings. The contracts did not purport to bind the Commission to any
particular action, and in fact, as discussed above, the Commission’s subsequent certificate
order actually adopted only a 95 percent load factor floor on rate design volumes.

81. Second, Kemn River relies on an initial decision issued in its Docket No. RP92-
226-000 section 4 rate case, in which the ALJ held that the 95 percent load factor
condition required that Kern River’s rates be designed based upon 95 percent of capacity,
even when its projected units of service exceeded that level.'*® However, the
Commission later approved a settlement of that rate case and vacated the initial decision,
as provided in the settlement."*! In any event, the ALJ’s analysis of this issue was
contrary to our discussion above.

82.  Finally, Kem River relies on the Commission’s orders in a section 4 rate
proceeding filed by Mojave Pipeline Co.'? Mojave’s optional expedited certificate also
contained a 95 percent load factor condition. In a subsequent Mojave section 4 rate case,
shippers sought to increase Mojave’s rate design volumes above 95 percent of its
certificated design capacity, or 380 MMBtu. The shippers argued that this was
appropriate because Mojave had firm contracts for 392.5 MMBtu. The Commission
rejected the shippers’ contentions, and approved Mojave’s proposal to continue to design
its rates based upon 95 percent of design capacity. Among other things, the Commission
stated it was not clear that rates based on continued use of the 380 MMBtu figure would
overrecover Mojave’s cost-of-service, since Mojave’s firm contracts had rate caps and

139 Exs. KR-23 at 55-56; KR-41.
140 66 FERC 9 63,014, at 65,090 (1994).
14170 FERC 9 61,072, at 61,180 (1995).

42 Mojave, 81 FERC 61,150, at 61,683-4 (1997), reh’g, 83 FERC § 61,267, at
62,110-3 (1998).
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other provisions that caused it to collect about $1,000,000 less per year than if it were
able to charge its maximum rates.'*> By contrast, Kern River does not assert it has any
similar contractual provisions that would prevent collection of the maximum rates
established in this proceeding.

- 83. The Commission recognizes that Mojave did state that, while the 95 percent load
factor condition in Mojave’s certificate imposed on it a risk of underrecovery, “the
reciprocal of that risk is that if Mojave is able to sell more than 95 percent of its capacity,
then it is normally entitled to keep the balance for the term of the contracts.”*** To the
extent this language may be read as interpreting 95 percent load factor condition in
Mojave and Kern River’s optional certificates as capping the rate design volumes at the
95 percent level, the Commission now believes that such an interpretation is incorrect.
For the reasons discussed above, we find that the 95 percent load factor conditions in the
certificate orders only set a floor on the rate design volumes.

84.  We thus conclude that the ALJ correctly held that Kern River’s rates should be
designed based on projected units of service, consistent with the Commission’s ordinary
test period methodology, to the extent those projected units of service exceed the 95
percent load factor condition. As we stated in Williston, “rates for pipelines are based on
actual data for a one-year base period, as adjusted to reflect known and measurable
changes that will occur within the following nine months (adjustment period).”*** In the
present case, Kern River concedes that during the test period for this rate case it had firm
contracts for 100 percent of its Original System capacity.'*® It points to no known and
measurable change that occurred during the test period that would justify reducing its
projected units of service below that level.

85.  Kem River does argue that it “continues to face significant business risks
associated with the near-term prospect of remarketing unsubscribed original system
capacity.”™’” Kern River Witness Smith'*® describes several risks Kern River faces due
to past and possible future occurrences: the credit quality of Kern River’s shippers, which

' Mojave, 83 FERC at 62,113.

144 d

145 Id

146 Ex. KR-86 at 12.

47 Kern River Brief on Exceptions at 62.

148 Bx. KR-12 at 16-24.
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was affected by the 2000-2001 California energy crisis and the Enron scandal; the
possibility of supply constraints in the Rocky Mountain region; in the event of supply
shortages and reduced demand, an exposure to throughput risk due to its rate design; and
the possibility of being required to discount its rates, should competing pipelines expand
“or new projects be built. However, Kern River points to no loss of contract or throughput
that actually occurred during the test period. It is well settled that the speculative risks
described by Kern River’s witness are not “known and measurable” as required by
Commission policy and precedent.'®

86.  Therefore, as explained above, we reject Kern River’s proposal to design its
Original System rate using billing determinants equal to 95 percent of its design capacity.
Instead, we adopt Staff’s proposed demand billing determinants equal to 100 percent of
Kern River’s design capacity and commodity billing determinants equal to Kern River’s
actual throughput over the last 12 months of the test period."*

C. Inflation Factor for A&G and Q&M Expenses

87. In order to levelize its Period One rates, Kern River first projects its annual costs
of service for each of the years included in the levelization period, assuming it used a
traditional ratemaking methodology. It then uses an iterative process to determine the
variations in annual depreciation expense necessary to produce equal costs of service for
each year.

88.  In projecting annual costs of service for each year of the levelization period, Kern
River has consistently included an inflation adjustment of 3 percent per year for its A&G
and O&M costs. In its January 30, 1992 certificate amendment order, the Commission
included a 3 percent per year increase in O&M and A&G expenses for years 1-15."' The
Commission initially employed a slightly lower adjustment for years 16-25, but reverted
to Kern River’s position on rehearing.’® In subsequent rate settlements'> and the

9 Williston Basin Interstate Pipeline Co. 87 FERC ¥ 61,265, at 62,021 (1999)
(Williston) (citing 18 C.F.R. § 154.303 (2000)).

150 Bx. S-12.
151 px. 31 at 23; Ex. 36 in Docket No. RP92-226-000.
152 Id

13370 FERC 1 61,072 (1994) (approving settlement filed October 19, 1994);
90 FERC 9 61,124 (2000) (approving settlement filed March 31, 1999); 92 FERC
961,061 (2000) (approving settlement filed June 13, 2000).
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compliance filings to implement the initial rates for the 2002 and 2003 Expansions,'*
the Commission approved rates which reflected this same inflation factor in conjunction
with Kern River’s overall levelization methodology. In the instant filing, Kern River
proposes to continue including an inflation factor that increases its O&M and A&G
expenses at a rate of 3 percent per year.

Initial Decision

89.  The ALJ concluded that Kern River had not carried its burden of proving that its
proposed 3 percent inflation factor for O&M and A&G expenses produces just and reasonable
rates. The ALJ determined that Kern River had not shown that it had experienced such inflation.
The ALJ found that Calpine had effectively demonstrated that Kern River had incorrectly
calculated its inflation rate and that the properly adjusted amounts showed no material inflation
had occurred with respect to O&M and A&G expenses. The ALJ noted that while Kern River
had opportunity to address Calpine’s claim, it failed to do so.

Briefs on Exceptions and Opposing Exceptions

90.  On exceptions, Kern River argues that the 3 percent inflation factor is a
longstanding key component of Kern River’s levelization package that should be
retained. Moreover, Kern River claims that the Commission approved an identical 3
percent inflation factor in Mojave and that the record in this case fully supports retaining
the 3 percent inflation factor. Kern River challenges Calpine’s analysis of an inflation
study submitted by Kern River witness Warner in order to show that Kemn River’s A&G
and O&M costs have experienced inflation of about 3 percent. Kern River also
challenges the accuracy of Calpine’s own inflation study. Kern River further challenges
arguments of the parties contending that Kern River’s ability to make periodic section 4
rate increase filings permit it to recover increases in O&M and A&G expenses without
the need for an inflation adjustment. Kern River claims that such filings would not offset
or recoup Kern River’s earnings lost to inflation between rate cases and defeats the
objective and benefit of levelized rates. Kern River contends that the Initial Decision
presents no valid factual or legal basis for changing Kern River’s levelization
methodology.

91.  Staff and intervenors' argue that the AL)’s decision should be affirmed. They
contend that Kern River’s proposal is contrary to Commission policy, speculative,
unsubstantiated, and leads to unjust and unreasonable results.

154103 FERC 4 61,102 (2003) (order accepting compliance filing by Kern River
for 2003 Expansion Project).

155 Bp, Calpine, High Desert, SCGC, and the RCG.
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92.  Several intervenors argue that Commission policy precludes the use of an
automatic inflation adjustment factor."*® They point out that automatically changing rates
by use of an index or periodic adjustment is prohibited by the Commission’s regulations:
“The tariff may not provide for any rate or charge to be automatically changed by an
index or other periodic adjustment, without filing for a rate change pursuant to these
regulations.”™’ Moreover, use of an inflation factor to project costs has been consistently
rejected by the Commission, as contrary to the known and measurable changes
contemplated by its regulations.

93. Several intervenors contend that Kern River’s reliance on Mojave is misplaced.'*®
In Mojave, the intervenors explain, the Commission approved the reduction of an annual
inflation adjustment from 5 percent to 3 percent, noting that the 3 percent inflation factor
did “not appear unreasonable given the current economy and the levelized rate
methodology authorized in the certificate.”"® Intervenors assert that in the instant case,
Kern River is not proposing to reduce its inflation adjustment and the ALJ has already
determined that the 3 percent inflation factor “would not produce just and reasonable
rates because Kern River has not shown that it has had such inflation.”*® According to
the RCG, the rate impacts are not comparable because the shippers in Mojave had

negotiated rate caps, which protected them from the effects of an automatic escalator.®!

94. RCQG also argues that, while Mojave and earlier Kern River decisions before the
Commission “may stand for the proposition that an inflation factor is generally
permissible when establishing levelized rates over the entire useful life of the pipeline,
such a rule should not be applied to Kern River, which files to adjust its rates on a regular
basis.”"® The RCG states that Kern River’s practice of filing a rate case every five years

156Calpine Brief on Exceptions at 66-67; High Desert Brief on Exceptions at 18;
the RCG Brief on Exceptions at 34; SCGC Brief on Exceptions at 12-13; Staff Brief on
Exceptions at 49.

157 18 C.F.R. § 154.3 (2005).

138 BP Brief on Exceptions at 22-23; Calpine Brief on Exceptions at 69; the RCG
Brief on Exceptions at 32; SCGC Brief on Exceptions at 13-14.

15981 FERC Y 61,150, at 61,680.
160 Initial Decision at P 445.
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