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Lakehe~d Pipe Line CompanY. T.imited Partnership 
Opinion No. 397-A 

75 FERC ~ 61,181 (1996) 

I n  O p i n i o n  No. 397-A, t~he Commiss ion  a f f i r m e d  i t s  
c o n c l u s i o n s  i n  O p i n i o n  No. 397 r e g a r d i n g  t r e n d e d  o r i g i n a l  c o s t ,  
s t a r t i n g  r a t e  b a s e ,  t a x  e x p e n s e s ,  L a k e h e a d ' s  r a t e  f l o o r ,  and t h e  
treatment of natural gas liquid facilities and requirements. 
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LakeheKI Pipe Line Company. Limited Partnership, Docket Nol. IS92-27-001. 
IS93-4-001. and IS~-33-002 

Opinion No. 397-A; Opinion snd Order Denying Rehearing and Clarifying 
Opinion No. 397 

(lmmed May 17, 1996) 

BeforeCommiuioners:  Elizabeth Anne Moler. Chair;. Vicky A. Bailey. ]ames J. 
Hoecker, William L. Mmmey, and Donald F. Santa. Jr. 

[Opinion No. 397-A TeTt| 

On June 15. 1995. the Commission issued Opinion No. 397 s in which the Commis- 
sion addressed Lakehead Pipe Line Company, Limited Partnershlp'$ (Lakehead) rates 
for the shipment of crude oil and natural gas liquids (NGL) through its system and 
issues concerning Lakehead's conduct of its NGL business. On July 17, 1995. Lakehead, 
the Association of Oil Pipe Lines (AOPL), and the Canadian Association of Petroleum 
Producers and the Alberta Depm-tment of Erm'gy (the Camtdian Asso~ation) filed 
requests for rehearing. 2 In addition, the CoaliUon of Publicly Traded Partnerships 
(Coalition) and SFPP. Inc. (SFPP) eoch filed a motion for leave to file an ~unlcus cur/ae 
brief in support of Lakchnd's request for ~ The Commission grants those 
motions) As discussed below, the Commission denies rchem~g of and clarifies Opinion 
No. 397. 

L Rate Base Ismt~ 

A. Trended Or/~m~/Cost 

1fl Opinion NO. 397, the Commission conchsded that ~ original cost CTOC). 
ratlm" than depreciated original cost (DOC), is the appropriate form of rate base to use 
in determining Lakchead's rates. In doing that. the Commission rejected several 
arguments presented by the Canadian Association in support of ~ as opposed to 
TOC. The Canadian Association seeks rehearing. 

The Commission will not repeat its discussion of why i t  adopted TOC in Opinion 
No. 1S,$-!~ as the appropriate form of rate base to replace the valuation rate base. s 

The Canadian Assoc~tion first nmintains that the Commission erred in applying 
TOC to Lakehead without engaging in a cme.4peciflc analysis and determining that the 
resulting rat~ sire just and reesormble. It accepts the Commission's conclusion that 
TOC and DO(: are essentisdly the same over time. However, i t  submits that the 
Commission's conclusion "is correct only if TOC and DOC are both applied (1) 
beginning in 'yem- zero' and (2) to the same rate base. ''~ I t  asserts that. in this case. 
Lakd'm~ calculated its rates under TOC even though it had not charged TOC-based 
lover rates since 1963. It describes this "phantom" trending ~ insupportable became 
it is the same as if shlppcrs propmed switching frum TOC to DOC in midstream. It 

: ~ R ~  £Jne Can~tny. ~ 
71 F I ~ C  | 6t**KI (199S'). 

2 L~wh~d  ~ d  the CaJ~ l i~  A ~ c ~ t k m  *h,. 
se~ ~ ~ some m~m'L  

J The Commml~ a ~  ~ NavlJo R e ~  
C o ~ j ~ , ' s  (Nl~. io)  request to f l k  • " s ~ l m ~ "  In 
resl~m~ to S~P '$  brief. ~ d i ~ u ~ o n  Infm. 

¶ 61,181 
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relates that Lakehead's rate base in 1992 is $98.8 million higher under TOC than under 
[X)C. I t  concludes that the Commission should determine that TOC does not produce 
just and reasonable rates or should require Lakehead to start trending in 1992 based on 
the net depreciated original cost of its rate base in 1992. 

The issue is the appropriate starting point for the institution of TOC. The 
Canadian Association maintains that 1992 (the test year) is the appropriate period 
rather than when TOC was adopted. | t  bases this argument on the fact that Lakehead 
did not charge TOC-based rates prior to the instant rate filing. The Commission rejects 
the Canadian Association's argument. In Opinion No. 154-B, the Commission adopted 
• TOC as part of the methodology to "test the reasonableness of oil pipeline rates on a 
case-by-case basis", at which time, "the Commission will determine whether the 'end 
result' of this methodology produces just and reasonable rates. ''~ The appropriate 
s tar t ing point for trending an oil pipeline's rate base under TOC was when the new 
methodology became effective for oil pipelines. At that time, the valuation method was 
inoperative and the new methodology was operative. Lakehead did not have to file for 
new rates under TOC to activate the new methodology, If a shipper had filed a 
complaint from that point on. Lakehead's rates would have been anaiyzecl under TOC 
and not under the previous valuation methodology. DOC was and is irrelevant to this 
issue because it was never used as the rate base. There is no phantom trending of the 
s tar t ing rate base because trending began at the appropriate starting point. To 
conclude, TOC produces just and reasonable rates. 

The Canadian Association also maintains that the application of TOC is unreason- 
able because it will not further the Commission's policy goals for which TOC was 
adopted. It  submits that because Lakehead has been in operation since t94cj it, unlike 
new pipelines, does not require TOC to allow it to charge more competitive rates. [t 
contends that  old pipelines, like Lakchead, were not the intended beneficiaries of TOC 
and that  Lakehead does not face the front-end load problem faced by new pipelines 
under DOC. It maintains that  the protection of intergenerationai equity is not, 
s tanding alone, a sufF~ient basis to support TOC in this case. 

The Commission rejects the Canadian Association's argument. The Commission 
adopted TOC for all oil pipelines, not just new pipelines. Because, as admitted by the 
Canadian Association, TOC and DOC are essentially the same over time, there is no 
reason to reject TOC for all oil pipelines, 

B. SUu-tin~ Rate Base 

In Opinion No. 397, the Commission concluded that the Canadian Association had 
not shown that  Lakehead was not entitled to a start ing rate base as adopted in Opinion 
No. 154-B. The Commission found that  the Canadian Association failed to meet its 
burden of showing that  investors had not relied upon the valuation rate base replaced 
by TOC. The Commission stated: 

Opinion No. t54-C set forth as one avenue for showing no reliance on future 
earnings under a valuation rate base. the existence of earnings in past years higher 
than those allowed under valuation. The Commission asqrees with Lakehead that 
the Canadian Association has not met its burden under that avenue. This is 
because Lakehead's actual earnings on valuation of 9.3 percent in 1983 and 9.8 
percent in 1984 are not so much higher than allowed earnings of eight percent so 

31 t ~ l l C  | 61,377, at p. 61.838. 
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as to rebut the presumption of entitlement to a starting rate base. In addition, the 
Commission does not find relevant the data about Lakehead's earnings on its 
equity capital. This is because that data is nothing more than the earnings on 
valuation adjusted to reflect earnings from an accounting standpoint as earnings 
on equity capital. This data thus provides no additional pertinent information 
beyond that provided by earnings on valuation, s 

The Commission will not repeat its discussion of why it adopted a starting rate 
base in Opinion No. 154-B to brldBe the transition from valuation to "I'0C. 9 

The Canadian Association malntalm that the Commission's application o( a 
starting rate base to Lakehead directly violates the D.C. Circuit's decision in Farmers 
Unim:, Central Exchange v. FERC. t° The Canadian Association first argues that this is 
so because the starting rate base is a valuation methodology, which is not cost-based, 
and ~hich will permit the reaping of "creamy returns." The Canadian Association next 
submits that Farmers Union prohibited the adoption of a transition methodology 
based on the eapectation that an unlawful methodology would continue to be applied. 

The Canadian Association also maintains that it has established that a starting 
rate base is not appropriate in this case. I t  ~ that Lakchead's earnings on 
valuation were 23 percent and 16 percent higher in 1983 and in 1994, respectively, 
than the allowed 8 percent e a r n i n ~  and that this is substantial excess earnings. It 
adds that the Opinion No. 154-B standard, in any event, does not involve a specific 
degree of higher earnings, but only higher earnings. 

Last, the Canadian Association submits that the Commission's analysis approving 
TOC contradicts its decision about starting rate base, because the former ignores the 
valuation methodology in analy'~dng TOC while the latter finds valuation reliance 
disl~sitive in the adoption of a startinB rate base. I t  asserts that Lakehead's prior 
history under valuation should not be a basis for the approval of the starting rate base 
for l,akehead. 

I t  is true that Farmers Union H questioned the need for transitional rate bases." 
However, the Commission found, in Opinion No. 154-B, that a starting rate base was 
needed because pipeline investors had long relied on a rate base adjusted for inflation. 
The essence of this conclusion was that investors had forelDs~ current allowed earnings 
reflecting that ln_qatlon in order to have the opportunity to collect, the hlBt~'r earnings 
in the future. However, Opinion No. 154-B permits participants in a rate case to 
attempt to im~ve that a particular company is not entitled to the starting rate base 
there adopted. 

The Cammission adheres to its conclusion that Lakehe~ 's  "earnings on valuation 
of 9.3 percent in 1983 and 9.8 percent in 19~1. are not so much hiffher than allowed 
earnings of eight percent so as to rebut the presumption of entitlement to a starUng 
rate base. ''lz Further, as noted in Opinion No. 397, " l .akehe~ 's  earnings on va/uatlon 
from 1985 th rou~  1990 were actually lower and range from 8..5 percent (1~5)  to 7.05 

L 

s7 l  F£RC 161,338, at Pig 62,311-12 (Fcmmote 
OmRtcd). 
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percent (1990). ' 'u Thus, while it is true that the Opinion No. 154-B standard speci~i~ 
"'earning in p~st years higher than those allowed under valuation, ''|4 that does not 
mean that earnings could not be above valuation in some years. 

Last, the Commission sees no error in its analysis of starting rate base compared to 
its analysis of TOC. The Commission ignores the past (i.e., valuation method) in 
analyzing TOC versus DOC because that analysis must begin at the time the new rate 
base is adopted. The Commission did not ignore the inflation /actor in valuation in 
adopting a starting rate base because earnings may have been foregone. ~s [n short, ~he 
two analyses are not inconsistent because they are different in purpose and nature. 

11. Tax  Expense 

In Order No. 397, the Commission concluded that Lakehead is not entitled to an 
income tax allowance for income attributable to limited partnership interests held by 
individuals. The Commission stated: 

This is because those individuals do not pay a corporate income tax. Since there is 
no corporate income tax paid, there should be no corporate income tax allowance 
built into Lalcehead's rates with respect to income attributable to individual 
limited partners. This comports with the principle that there should not be an 
element in the cost-of-service to cover costs that are not incurred. 

The lndividmd limited partners ~ entitled to an after tax return "commensurate 
with returns on investments in other enterprises having corresponding risks." I! 
L~ehe~l  were to receive a corporate tax allowance with respect to individual 
limited partners, l.~kehead and those investors would be earning an after tax 
return on equity in excess of that to which they are entitled for Lalcehead's risks. 

This would overcompensate Lakehead for its risk. i t  is true that Lakehead's 
individual limited partners will pay income taxes on their share o[ partnership 
income. However, with respect to those partners, the corporate level of income tax 
has been avoided and no tax allowance is needed to ensure that the partnership 
has the opportunity to earn its allowed return on equity. ~6 

Lake.head seeks rehearing of that conclusion. |7 The Coalition and SFPP in their ~unicus 
curfae briefs also ask the Commission to overturn its conclusion; *s The Canadian 
Association seeks clnrific-tion that Lakehe~ is not entitled to an income tax allowance 
for income that is received by individuals, but is allocated to its corporate partners for 
tax purposes. 

Lakehead maintains that the Commission arbivarl ly failed to consider the adverse 
impact of Opinion No. 397's decision on the market value of the Lakehead partnership 
units held by the public. '9 I t  adds that the market did not predict that decision 
because the Commission provided, in the past, a full tax adlowm~e to partnerships, 

I.* ld .  ~39 .  

J60~n lm No. IS4-C, 33 FERC | 61.327. at p. 
61,64L 

13 Ho~,ver, unUke TOC, the~e w ~  no ~lUd~am- 
Urm o( ~ fur luture recovery v ~  m~rttzsUea. 
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including limited partnerships, ao It also refers to Ocean St,,tes Power. n where the 
Commission provided a tax allowance for "a  partnership in which some partners will 
not be corporations. '':2 Last, it maintains that Opinion No. 397 will discourage the 
limited partnership vehicle as a means for raising capital for the pipeline industry at a 
lower cost through increased sources of supply of capital, u 

While the Commission must  consider the financial integrity of its regulated 
companies, there is no argument here that  Lakehead's financial integrity is even 
remotely in jeopardy owing to Opinion No. 397. In Ocean States Power, the issue of the 
appropriate income tax rate was considered. No participant raised the issue of whether 
an income tax allowance should be denied with respect to individual partners. In any 
event, to the extent inconsistent, Ocean States Power was in error. The Commission is 
not requir~ci to perpetuate psst error3 and permit the recovery of a phantom cost. 
Similarly. i t  is not ~ a b l e  to deny the recovery of a phantom cost even i f  i t  wil l 
have an impact on the raising of capital. 

Lakehead next submits that the Commimton's "actual taxes paid" rationale does 
not justify the ruling in this case because, in other contexts, the Commission permits, 
under the "stand alone" tax policy, a regulated enti ty to collect a full tax allowance 
even where no actual tax liability is incurred, z4 It  compares partnerships to corporate 
subsidiat tes--"rate  payers should be r e ~ b k  for the tax liability otherwise associ- 
ated with the revenue generated from jurisdict|onal activities, without resard to any 
actual amount  paid to the [RS."~ S~i lar ly ,  the Coalition claims that the fact that the 
enti ty paying the tax is an a ~ a t e  of partners rat l~r  thsn  a corporation does not 
make it any le~ true that  tax has been paid. It  maintains that  bemuse the partner 
pays tnx on his allocated share of income, the tax Js ~ to the tax paid by a 
corporation and not a corporate shareholder. Further. it submits that a cash distribu- 
tion is not the same as a corporate dividend, but is a non-taxable return on the 
partner 's  capital. 

Lake.head has misconstrued the Commission's policy as to actual taxes paid. As 
with other projected cost.of-service items, the Commission doe5 not true up the 
difference between projected test period income taxes used to establish a tax allowance 
in a rate case. and the actual amounts incurred during the period the rates are in 
effect. N e v ~  the Commission as part  of its ongoing aud| t  activities does review 
taxes incurred by pipelines. If the Commission finds that  the amount of corporate 
income taxes reflected in • pipoline's rates is not representative of the amount of taxes 
actually being incurred by the pipeUne, the Commission wil l adjust the tax allowance 
in future rate cases to a representative level of taxes actually incurred. ~ 

Jo g4r~ Rh, e m ~  ~ ~ml~t~. L.P. 
VgaC 161,.309 ( 1 ~  

zt 38  P E R C  ! 61.140 (1987). 
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As to its arguments regarding actual taxes paid versus the stand alone tax policy. 
Lakehead again is incorrect. The Commission's s tand alone policy fully comports with 
the actual taxes paid principle. In this regard, Lakebead misunderstands the Northern 
Border case. In that case, the Commission explained that  there may be situations in 
which no consolidated income taxes are paid to the IRS because the tax liability 
generated by some members of the consolidated group is offset by tax deductions 
generated by other members of the group. The Commission provides a tax allowance in 
that situation for a jurisdictional pipeline member of the group (based on the pipeline's 
allowed return on equity) because the allowed equity return generates an actual tax 
liability for the pipeline that must  be paid to the IRS, either in cash or through the use 
of another member's deductions. As stated in Northern Border, either way. the tax 
l iability of the jurisdictional company is a real cost of providing service. In contrast, 
there is no corporate tax liability associated with individual partners' equity return 
and therefore it is not appropriate to allow Lakehead to collect for such amounts in its 
cost of service. 

The Coalition argues otherwise, that the tax paid by individual partners is 
analogous to that paid by a corporation, but the Commission disagrees. Rather, the tax 
paid by partners who are individuals is similar to the tax paid on dividends by 
individuals who are corporate shareholde~ I f  the Commission were to permit a tax 
allowance for the taxes paid by individual limited partners, it would be analogous to 
the Commission permitting a tax allowance for the taxes paid by ~ shareholders of a 
corpm'ation on the dividends they receive. Conversely. permitting a tax allowance only 
for the corporate partners allows beth the individmd stockholders of the corporate 
Hmited parxne~ and the individual limited partners to earn a return on equity in file 
partnership commensurate with Lakehud'$ risk. 

The existence of owners that are not corporatious is akin to finding in an audit 
that a pipeline has incurred taxes that are less than the amount of corporate income 
taxes reflected in its rates. If taxes paid are cumsbtent|y less than the corporate tax 
allowance, the Commission will adjust the tax allowance downward, since otherwise the 
pipeline would overrecover the cost of its taxe~ The Commission must do the same 
here, where the pipeline is a partnership whose owners are not all corporations and thus 
have a Cecl~rate tax liability that  is k s  than if all the partners were corporations. As 
Lakehead's tax allowance reflects a corporate tax on all the partnership earnings, it too 
must  be adjusted downward. 

Lakehesd rnaintalus that  the Commission's comparison of tax liabiUty imposed at 
the corporate level was simplistic because the Commission should have looked at the 
alternatives from the investor's point of view. I t  refers to several circumstances where 
shareholders pay no taxes and to the fact that  individual stockholders are taxed only if 
divtdemis are distributed. It  states that  a partnerv~hip interest owner is taxed on the 
owner's allocable share of the partnership's net income, reprdkss of the amount 
actually distributed in cash. I t  concludes that  therefore "it simply cannot be assumed 
that  the ultimate tax bill paid on a parmership's  net income will be smaller than the 
ult imate tax bill paid on a corooration's net income. ' ' °  The Coalition also maintains 
flint, under ~ e  corporate model, not all corporate earnin~ are subject to double 
tazation. It  refers to earnings retained rather than distributed to shareholders and 
stock that  is owned by tax exempt entities~ It further states that the hishest corporate 
tax rate is 35 percent and the highest tax rate for individuals is 39.6 percent. It 

u Reqoest tot rehearlr4 at p. 26. 
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concludes that all this shows is that it is not fixed or predictable to compute the 
difference between the overall tax rate paid by a publicly-held limited pannership and 
a corporation. 

The Commission adheres to the simple example of Opinion No. 397. becau~ it 
.,~ost~ the impact of this issue on the return to investors without resard to matters  that 
simply put  are beside the point. That  is, the appropriate comparison is in the context of 
the allowed return on equity to Lakehead's investors from Lakehead and not with the 
individual investors' own tax situations or whether earninBs are or are not distributed. 

Lakehead also claims that the Commission's decision contravenes Congressional 
Intent by discouragin8 the master  limited p a r t n e r ~ p  structure that  Congress permit- 
ted in adding section 7704 to the Internal Revenue Code. = The Coalition also 
maintains that  the Commission has contravened the policy underlying section 7704 of 
the I.R.C. by denying, Lakehead a tax allowance, which is allowed other pipelines. 
solely on the basis of its partnership structure. 

The Commission is denying Lakehead this particular tax allowance because that 
tax expense does not exist. Congress did not endorse phantom taxes in enacting section 
7704 of the I.R.C. It  simply endorsed this particular form (partnership) in connection 
with taxing an enterprise. That  form should be advantageous on its own merits without 
the addition of phantom taxes in a cost-of-~erviee just as it is advantageous for 
companies without a cost of service that are coveted by section 7704"s exception. 

Lakehead asserts that  the Commission has penalized It for tax purposes, but has 
disregarded Its change in status to a partnership from a corporation. It refers to its 
failure to seek a step-up in basis for its rate base to reflect what the partnership 
investors paid for their partnership interests. It also states that its rates with the tax 
allowance are no higher than they would be if it were a corporation (and possibly lower 
owing to sreater  leverage in its capital structure). It  a r s~ ' s  that  fairness requires an 
ncquis/tion adjustment since the acquisition made possible the reduced tax allowance. 
Further, it maintains that  the issue of its appropriate rate of return on equity must  be 
revisited. 

t\i 

Lakehead's choostn E not to seek a step-up in basis when the partnerv~fip was 
formed was its own, as was its choosing dta'in8 Iltisation to stipulate to the appropriate 
rate of return on equity. [t  would be inappropriate to comider or revisit those issues. 

Next, the Coalition claims that  the Commission's decision will be hard to adminis- 
ter became it is dlHk'uit to know on an onselng basis who the public individual 
partners are. It  refer~ to units  held in street name by broke~ which information a 
pipeline receives yearly. 

The Commission sees no reason that  a yearly listing of partners would not be 
frequent enouSh to determine whether a change In the mix of corporate and individual J ,  
partners were sizeable enoush to merit a change in rates under the cost-of-sen, ice 
method. 

SFPF a r s u ~  that ,  if the Commission is not at  present inclined to revise Opinion 
No. 397's income tax ruling, it should hold it in abeyance while it Initiates a broader 
inquiry into what, if any, policy c h a n s ~  it should adopt with respect to publicly traded • 
p a c t ~ p  pipeUnes. I t  maintains this will make available a broad range of perspec- M 

m l.m.¢. Ii ??O4. 
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rives, facts about the practical implications of the decision, and its impact on form of 
organization and investments. ~ Lakehead also maintains that the Commission should 
have proce~ed by notice-and-comment rulemaking rather than acting in an isolated 
adjudicatory context, it states that this would have allowed for more and fairer input 
and for transition mechanisms to account for reliance. 

The Commission sees no reason to institute a rulemaking or to hold this decision in 
abeyance. There is simply no need for a broad inquiry for this cost-of-service issue. The 
Commission also sees no need for transition techniques. This precise issue was never 
formally adjudicated between the regulated entity and its ratepayers. Thus. it is 

'difficult to see how Lakehead could rely on Commission precedent to support the 
allowance of phantom costs. 

Last, the Canadian Association seeks clarification that Lakehead is prevented 
from r~'eiving a tax allowance for income that is earned by and received by individual 
partners, but that is allocated for tax purposes to a corporate partner under a curative 
allocation or other private agreement. The Canadian Association is concerned that 
Lakehead will argue that its tax allowance should be based on which partner pays 
income tax rather than which partner receives income. Since Lakehead Pipe Line 
Company, [nc. (Lakehead. Inc.), is a corporate partner, Opinion No. 397 could be read 
to permit Lakehead to recover all income taxes paid by Lakehead, Inc. The Canadian 
Association argues that taxes paid through a curative allocation are in effect taxes paid 
by shareholders on profits from the sale of interest in a utUity, z° The Canadian 
Association argues that the tax allowance inquiry must focus on the income actually 
received by the corporate and Individual investors and not on the fact that income is 
distributed to the corporate pm'tner for tax purposes under the curative allocation 
procedure, a' According to the Canadian Association. since the gain from the sale of 
ownership interests was retained by slmrel~lders, the related taxes should not be 
recoverable from ratepayers, z2 The Commission alpx, es and will clarify its holding in 
Opinion No. 397 to exclude income taxes paid by a corporate partner under the 
curative allocation procedure. 
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When Lakehead was reorganized from a corporation into a partnership. Lakeheacl. 
Inc.. contributed all of its assets to the partnership in exchanse for a 20 percent 
ownership share of the partnership. The 20 percent interest was based on the fair value 
of the assets contributed, i.e.. Lakehead, Inc.. effectively "sold'" its assets to the 
partnership at their fair value. The other 80 percent ownership of the new partnership 
was effected thronsh the public sale (for cash) of partnership shares. 

Under the Internal Revenue Code, the tax value of the assets contributed by 
Lakcheacl, Inc., did not change, i.e., the property retained the same "tax basis" as it 
had when owned by Lakehead, Inc. Because the fair value of the contributed property 
was more than its tax value, Lakchead, Inc., would have paid tax on the difference 
between the property's fair value and its tax basis had it sold the property and used the 
cash to buy partnership shares. In this type of situation, section 704(c) of the Internal 
Revenue Code requires the partner contributing property (in this case, Lakehead, Inc.) 
to effectively pay the tax on such gain throush the "curative allocation" process. 

The curative allocation proce~ re-allocates partnership income, deductions, gains 
or losses among partners so that more tax liability is assigned to Lakehead, Inc., than 
would have been absent the curative allocation. Generally, each partner is taxed on the 
income of the partnership in proportion to the partner's ownership share of 
partnership. The curative allocation changes this by shifting the allocation of, e.g., 
depreciation deductions away from Lakehesd, Inc., and to the other p~ner~  Because 
~ ,  Inc., is allocated fewer deductions, its shame of the partnership'$ tax liability 
is greater. Thus, the liability for corporate income taxes is greater than it would have 
been based on the proportionate ownership share of the corporate partners. Therefore, 
rather than a corporate tax being incurred on 20 percent of Lakchead's profits, a higher 
percentage would actually be subject to corpo~te tax. This is done to ensure that the 
partner that  contributed property, and not the other partners, pays the tax on the 
incrtase In the value of such property. ~ 

The Commission concludes that Lakehead is not entitled to an income tax 
allowance in connection with taxes attributed to its corporate partner under the 
curative allocation. Lakchead's income tax allowance must be determined solely 
according to how the income is attributed on the books of Lakchead. Only in this way 
will Lakehead's tax allowance provide it with the full amount of income taxes associ- 
ated with provkling utility service, while not overcompensstin~ Lakehead for income 
taxes that  are unrelated to its operations. The fuct that  income earned by the 
p a r t n e ~ p  is r e d e d  to the corporate partner in the roperting of income to 
I.R.S. in order to "cure" a situation related solely to the value afforded ownership 
interests upon the formation of the partnership, simply put. is not relevant to the 
determim~on of the tax cost associated with providing service. The Comml~ton agrees 
with the Canadian Association that  since the curative allocation taxes are essentially 
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taxes on the gain realized by Lakehead, Inc., on its sale of assets to the partnership. 
Lakehead, Inc., and not ratepayer% must bear the tax associated with such gain. Since 
Lakehead is entitled to recoup from ratepayers only the cost of providing service, it is 
not appropriate to allow it to recover curative allocation taxes, notwithstanding that 
they are paid by the corporate partner. Accordingly, the language in Opinion No. 397 
that "Lakehead should not receive an income tax allowance with respect to income 
attributable to the limited partnership interests held by individuals" and "there should 
be no corporate income tax allowance built into Lakehead's rates with respect to 
income attributable to limited partners ''a4 is clarified to mean income as attributable 
on Lakehead's books for earning and distribution purposes to its partners accordinR to 
their p a r t ~ p  interests and not as attributable in the reporting of income for 
income tax p ~ . 3 s  

i l l  Rate  Floor 

In Opinion No. 397, the Commission concluded that Lakehead's rates in effect on 
October 24. 1991 were not deemed just and reasonable by the Energy Policy Act of 
1992, became those rates were subkct to a complaint of October 13, 1992, filed by the 
Canadian Association. However, the Commission also concluded that the Canadian 
Association had not sousht reparations. Hence, I ~kehead's rates were subject to refund 
down to the level of its effective rates on May 2, 1992. 

Lakehead seeks rehearing and argues that its rates in effect on October 24. 1991 
(its pre-May 3. 1992 rates) are deemed just and reasonable under the Energy Policy 
Act because the Canadian Association's October 13, 1992 pleading did not meet either 
the Commission's or the Interstate Commerce Act's complaint requirements. With 
reslx'Ct to the former, i t  submits that the Canadian Association did not meet the 
requirements of rule 206 of the Commission's Rules of Practice and Procedure for 
complaints. With respect to the latter, it maintains that the Canadian Association 
never asked that the Commission take action against Lakehead's pre-existing rates. 
The AOPL also argues that the Commission e . ~  in not finding Lakehead's rates to be 
deemed just and reasonable. The AOPL maintains that the Canadian Association's 
October 13, 1992 pleading was not a valid complaint because it was captioned as a 
protest a6 and the Commission did not notice the complaint so that Lakehead could 
respond or launch an investigation of Lakehead's prior rates. 

The Canadian Association also seeks rehearing and argues that it is entitled to 
reparations for unjust and unreasonable rates in effect prior to May 3, 1992. I t  
maintains that the Commission should apply a common-seuse approach to this issue as 
it did in finding its October 13, 1992 pleading a complaint. I t  submits that the only 
rational I ~  for filing a complaint against prior rates is to seek reparations. It adds 
that Lakehead's rates on May 2, 1992, may not be used as a refund floor and it (the 
Canadian Association) is entitled to refunds down to the level of the rates found to be 
just  and reasonable. 

The Commission adheres to its conclusion that the Canadian Association had filed 
a complaint against Lakehead's rates under section 13 of the ICA. That  was the 
substance of its October 13, 1992 protest filing whether or not it was styled as a 
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complaint or noticed, rule 206 of the Commisslon'5 Rules of Practice and Procedure 
does not require more than an allegation of the Violation which the Canadian Associa- 
tion did. Section 2002% heading requirement is ministerial and the Canadian Associa- 
tion'5 protest wus not rejected. 

The Commission also adheres to its conclusion that  the Canadian Association did 
not seek reparations for unlawful rates prior to May 3, 1992. The Canadian Association 
is in error that  that  would be the only rational purpose of a complaint under the ICA. 
Such a complaint would enable the Commission to lower Lakehoad's rates to the lawful 
level prospectively, if that  level were lower than its rates in effect May 2, 1992. Here, 
however, after the complaint was filed, Lakehoad made a new rate filing (June 4, 1993) 
became of which Lake.head did not have to reduce its rates prospectively. ~ 

IV. Na tu ra l  Gas  Liquids  

In Opinion No. 397, the Commission concluded that Lakehead did not Violate the 
ICA at  this time by transporting natural gas liquids (NGLs) only for shipper~ who 
provide their own breakout storage tank (BOST) facilities at Superior, Wisconsin, 
because no potential shipper could make a |'¢~|sonable request for NGL service, since 
there is no access for those shipper~ in Canada to the pipeline connecting with 
Lakebead. However, the Commission co~inded that if shippers obtain access in 
Canada to Lakchcad, it must  ensure that  their NGLs can move beyond Superior. 
L a k ~ e n d  seeks clarification and, in the alternative, rehearing. The AOPL requests 
rehearing. 

Lak~ead asks that the Commission clarify that the advisory aspects of its 
decision are not meant  to prevent Lakehead from presenting a full range of defenses in 
a future proceeding with respect to its obligation to provide NGL service. It states that 
the Commission need not reverse its current view of the statutory requirements, but 
that  those issues should remain open for further argm~ent if a concrete case is 
presentecL It  is concerned abc~t Opinion No. 397% failure to address economic viabil- 
ity, which it maintains should be ¢omidered as part  of the determination of whether 
L a k e h e ~ ' s  response for service is made "upon reasonable terms and conditions, and 
without undue discrimination. ''~a In particular, it maintains that  "[tlhe clarifw.ation 
that  is necessary is simply to provide an assurance that  Lakehead can address requests 
for NGL tramportation m-rico on their merits and, ff it determines that such service is 
not economically justified, can defend its refusal of sel'vtce on all available g ro~ds ,  
without regard to any advisory language in Opinion NO. 397."~ 

The AOPL requests that  Opinion No. 397 with respect to Lakehe~ ' s  future duty 
to provide B O ~  facilities be withdrawn because it is an advisory opinion. It  dainm 
that  it is not sound administrative policy to resolve this issue in the absence of a 
concrete shipim'/carrtor dispute. 

The Commission will not withdraw Opinion No. 397'5 disctmion of Lakchead's 
future duty  to p¢ovlde BOST facilities. That  issue was hotly contested and It is within 
the Commission's discretion to provide jpddsnce with respect to Its policy on the issue. 
However, the Commission dartfles that  If and when a concrete dispute arises, Lake. 
hesd nmy request recondderation of that p~icy on any ~mm¢l which it elects to 
proffer. 

o See ?1 F E R C  1 6 L . ~ 8 ,  s t  F 6.~J 19. 

a C I t l ~  r l  F E R C  16L&18. ~ ~ ~ , 3 . ~  
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Lakehead and the AOPL maintain that the Commission erred in concluding that 
Lakehead must provide or arrange for the provision of BOST facilities if shippers of 
NGLs without BOST facilities receive service in Canada for delivery to Lakehead. In 
brief, Lakehead and the AOPL argue that, in Opinion No. 397, the Commission 
exceeded its authority under that Act and failed to distinguish precedents. The essence 
of Lakehead's and the AOPL's arguments is that, under the ICA and the precedents, an 
oil pipeline is obligated only to provide those services that it holds itself out to perform 
to the public and that, here, it is holding itself out to provide NGL service only to those 
shippers that  provide their own BOST facilities. The Commission adheres to its 
discussion in Opinion No. 397 and reiterates that a common carrier has a statutory 
duty to "provide physical facilities essential to a complete system," that "the BOb~ 
facilities are essential to completing Lakehead's system by filling a gap in the pipeline 
system," and that  while Lakehead "can make reasonable and appropriate rules 
respecting the acceptance and transportation of traffic, . . .  those rules cannot . . .  
vi t iate . . .  [its] obligation to hold out service upon reasonable request [and thereby] . . .  
render its common carrier obligation a nullity and convert Lakehead into a private 
carrier for Amoco. ''4° 

The cases referred to by Lakehead and the AOPL in their rehearing requests do 
not require a different result. 41 In Chevron Pipe Line Co., 42 the Commission refused to 
order the pipeline to repair terminal facilities for barges as outside the Commission's 
jurisdiction. However, the Commission believes that terminal facilities are distinguisha- 
ble from BOST facilities filling a gap in a system. The BOST facilities are the 
functional equivalent of missing pipe. In Chamber of Commerce of Demopolis, AI& v. 
Sout~bern R a / / w ~  Co., ~ the ICC found that  the failure of the railroad to repair or 
replace a destroyed bridge and to resume transportation across the river was not a 
violation of its duty to furnish transportation upon reasonable request. However, there, 
the railroad continued to provide service, albeit not as satisfactory, for all customers on 
the discontinued line. There was no issue, as here, about providing service for one 
customer and not for others. In Cooper Jarett, Inc. v. U.S., 44 the court upheld the 
provision of flat car service with the shipper supplying the flatcar. The court agreed 
with the ICC's determination that the "obligations of the railroads to furnish transpor- 
tation are limited by the extent of what they hold out to the shipping public in their 
tariffs, and further that  the furnishing of services under the tariffs and as required by 
the Act did not occur until the flatcars or trailers were placed in the possession of the 
railroad for the purpose of being transported. ' ' is  However, here, Lakehead wants to 
refrain from providing an I n s ~ t a l i t y  or facility essential to service after the 
NGLs are in its possession. 46 This would result in its violation of section I(4)% 
requirement that  it provide transportation of NGLs upon reasonable request through 
its failure to provide "all instrumentalities and facilities of shipment and carriage" as 
required by section I(3). ° 

4o 71 FERC | 61,338, at p. 62,325. 
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The Commission orders: 

The requests for rehearing are denied and Lakehead's and the Canadian Assocta. 
tion's requests for clarification are 8ranted as discussed in the body of this order. 


