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Prepared Direct & Answering Testimony of
Patrick R. Crowley

Summary

Mr. Crowley presents the FERC Trial Staff cost of service
recommendation regarding the FERC federal income tax allowance, FERC
state income tax allowance, and an adjustment to the federal income tax
allowance to adjust for the over-funding of the accumulated deferred
income tax balance.

Protected material in the following discussion is highlighted by the

designation [begin protected text end protected].

Public Version



Northern Border Pipeline Company
Docket No. RP06-72-000

List of Exhibits

Table of Contents

Introduction & Qualifications

Federal Income Tax Allowance

A)

B)
C)

D)

Background on Federal Income Tax Allowance

1)
2)
3)
4)
5)

Brief History of Income Tax Allowance Issue

Cost Incurrence and Responsibility

Stand Alone Analysis

How is the Federal Income Tax Allowance Calculated?
Actual Income Tax Evidence

Should Partnerships Receive an Income Tax Allowance?

Has NB Met Its Burden to Establish the Tax Status
of the Ultimate Holders of NB?

1)
2)

Burden of Proof

NB Witness Testimony

a) Mr. John L. Peters’ Evidence
b) Mr. Peter L. Faber’s Evidence

Exhibit No. S-9
Page 3 of 147

12
18
18
23
24
29
35
40

44
44
46
46
59

Even If NB Has Not Met Its Burden, Is There a Potential Income
Tax Liability of the Part of NB’s Ultimate Owners Nonetheless? 61

1)

Partnership Agreements

a) Capital Accounts

b) Cash Distributions v Income Allocations
C) Cash Distribution Provisions

d) Income Allocation Provisions

e) General Partner Guaranteed Payments

Public Version

63
63
69
73
80
94



Northern Border Pipeline Company
Docket No. RP06-72-000

2) Tax Shelter Aspects of Partnership
a) IRS Schedule K-1
b) Book v Taxable Income
C) Character of the Tax
d) 8743(b) Adjusted Basis Write-Up
E) NB’s Weighted Average Marginal Federal Income Tax Rate
1) Federal Income Tax Rate
2) 28% Rebuttable Presumption
NB’s Weighted Average Marginal State Income Tax Rate

IV Accumulated Deferred Income Taxes

A)  Whyan ADIT?

B) Partnerships & ADIT

C)  8§743(b) Deferred income Tax & ADIT
\Y/ Summary
Affidavit

Public Version

Exhibit No. S-9
Page 4 of 147

98

98

103
107
112
115
115
118
123
127
127
129
139
141

147



Northern Border Pipeline Company
Docket No. RP06-72-000

Exhibit
S-10
S-11
S-12
S-13
S-14
S-15
S-16
S-17
S-18
S-19
S-20
S-21
S-22
S-23
S-24
S-25
S-26
S-27
S-28
S-29
S-30
S-31
S-32
S-33
S-34
S-35
S-36

Descriptive Title

NB Organizational Charts

NBP Annual Report 2004 Excerpts

Instructions for IRS Form 1065

NB 2004 IRS Form 1065 & Associated GP Schedule K-1
NBILP 2004 IRS Form 1065 & Associated GP Schedule K-1
TCILP 2004 IRS Form 1065 & Associated GP Schedule K-1
NBP 2004 IRS Form 1065 & Associated GP Schedule K-1
TCP 2004 IRS Form 1065 & Associated GP Schedule K-1
NB Taxation Schematic Chart

NB Partnership Agreement

NBILP Partnership Agreement

TCILP Partnership Agreement

NBP Partnership Agreement

TCP Partnership Agreement

NBP Web Site Notes on Cash Distributions

NBP and TCP Cash Distribution History

Weighted Average Federal Marginal Income Tax Rate
Exhibit number not used

IRS Tax Rates & Shares Study 1999

NB State Corporate Income Tax Calculation — Statement H3(1)
Weighted Average State Marginal Income Tax Rate

ADIT Schematic Diagram

NB ADIT Balance Update

NBP 2004 Annual Report

A. G. Edwards & Sons “MLP Primer”

Coalition of Publicly Traded Partnerships “MLP Primer”
Wachovia Capital Assets “MLP: Primer 2" Edition”

Public Version

Exhibit No. S-9
Page 5 of 147

Protected?

X X X X X



Northern Border Pipeline Company Exhibit No. S-9
Docket No. RP06-72-000 Page 6 of 147

United States of America
before the
Federal Energy Regulatory Commission

Northern Border Pipeline Company ) Docket No. RP06-72-000

Prepared Direct & Answering Testimony of
Patrick R. Crowley
Witness for the Trial Trial Staff of the
Federal Energy Regulatory Commission

1 | Introduction & Qualifications

2 Q. Please state your name and business address.
3 A My name is Patrick R. Crowley.

4 My business address is 888 First Street, Northeast, Washington, D.C. 20426.

o
O

By whom are you employed and in what capacity?
6 A | am employed by the Federal Energy Regulatory Commission (FERC or

7 Commission) as an economist in the Office of Administrative Litigation.

8 Q. Please state your educational background.

9 A | graduated from DePaul University in Chicago, Illinois, in 1976 with a Bachelor
10 of Arts degree in Economics. In 1978, | received a Master of Arts degree in
11 Economics from DePaul University.
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Q.

A

> ©

Please summarize your duties from the time you entered your employment
with the Federal Energy Regulatory Commission.

| began work at the Commission in 1979 as an Industry Economist in the Pipeline
Rates Division of the Office of Pipeline Rates. As an expert witness with the Trial
Staff gas and oil litigation team from 1979 to 1992, | prepared pipeline
depreciation studies, long-term forecasts of natural gas reserves and production,
mortality studies of plant retirements, cost behavior studies for pipeline facilities,
and Mcf/mile studies. From 1992 through 1994, | worked on the operational
aspects of the restructuring of Texas Eastern Gas Pipeline Companies and was the
team leader for the restructuring of the Tennessee Gas Pipeline Company. From
1994 through 1998, | worked on the advisory side of the Commission where |
prepared reports for Commission orders regarding proposals for revised tariff
terms; new services, rate designs, and tariff rates; and a wide variety of utility
reports and cost studies. In 1998, I returned to the litigation side of the
Commission where | now work on electric utility, and natural gas and oil pipeline
rate cases and complaint cases.

Have you filed testimony before the FERC?

Yes, | filed testimony before the Commission in the following cases:

Black Marlin Pipeline Company, Docket No. RP81-67-000;
Tarpon Transmission Company, Docket No. RP84-82-000;
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National Fuel Gas Supply Corporation, Docket No. RP86-136-000;

Pacific Gas Transmission Company, Docket No. RP87-62-000;

Sea Robin Pipeline Company, Docket No. RP88-181-000;

Natural Gas Pipeline Company of America, Docket No. RP88-209-000;

Paiute Pipeline Company, Docket No. RP88-227-000;

Southwest Gas Storage Company, Docket No. RP89-60-000;

Montana Power Company, Docket No. ER98-2382-000;

Big West Oil Co. & Chevron Products Co. v Anschutz Ranch East Pipeline Co.
& Express Pipeline Partnership, Docket No. OR02-1-000 & OR02-3-000;

Big West Oil Co. & Chevron Products Co. v Frontier Pipeline Inc.
& Express Pipeline Partnership, Docket No. OR02-2-000 & OR02-4-000;
Boston Edison Company, Docket No. ER01-890-000;
Avista Corporation & Avista Energy, Docket No. EL02-115-000;
Ameren Services Company, Docket No. ER02-929-000;

Sinclair Oil Corporation v__Rocky Mountain Pipeline system, LLC

& BP Pipelines (North America), Inc., Docket No. OR02-6-000;
Enron Power Marketing Inc., Docket No. EL03-180-000, et al.;
SFPP, L.P., Docket No. 1S05-230-000.

What is the purpose of your testimony?
The Commission’s Order, 113 FERC { 61,230, established hearing procedures to

explore the issues raised by the protestors, including whether Northern Border
Pipeline Company’s (NB) income tax allowance in the cost of service comports

with the Commission’s Policy Statement on Income Tax Allowance (111 FERC |
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61,139) (Policy Statement). The purpose of my testimony is to present the FERC
Trial Staff recommendation on the cost of service federal and state income tax

allowance and an accumulated deferred income tax adjustment for NB.

In addition to your written testimony in this case, are you sponsoring any
supporting exhibits?

Yes, the exhibits supporting my recommendations regarding federal and state
income tax rates and the adjustment to the ADIT balance are listed in the Exhibit

List on page 5 of this exhibit.

What Trial Trial Staff witnesses are testifying in this proceeding and what are
their responsibilities?

The following FERC Trial Staff witness are presenting testimony in this docket:

Veronica Vansco — Exhibit Nos. S-1, S-2, S-3, and S-4: cost of service
Harriet Burtt — Exhibit Nos. S-5, S-6, S-7, and S-8: cost of service
Patrick Crowley - Exhibit Nos. S-9 through S-36: income tax allowance
William Rappolt — Exhibit Nos. S-3 through S-41: rate of return
Ulunma Nwokeafor — Exhibit Nos. S-42, S-43, and S-44: depreciation
Meagan McComb — Exhibit Nos. S-45 through S-48: rate design

What are the names of the entities you will be discussing and what is their
relationship to Northern Border Pipeline Company?

The ownership structure and income allocation structure for Northern Border

involves several tiers of entities as illustrated by the ownership schematic provided
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by Northern Border witness Mr. Peters in Exhibit No. NB-16, Schedule 3, which |

have included in my supporting documents as Exhibit No. S-10.

Northern Border Pipeline Company (NB) is the first tier pipeline operating entity

regulated by FERC.

Northern Border Intermediate Limited Partnership (NBILP) is a second tier pass-

through entity with a 70% general partner interest in NB as of 2004. NBILP is not

regulated by FERC.

TC Pipelines Intermediate Limited Partnership (TCILP) is a second tier pass-

through entity with a 30% general partner interest in NB as of 2004. TCILP is not

regulated by FERC.

Northern Border Partners, L.P. (NBP) is a third tier pass-through entity with a

99% limited partner interest in NBILP as of 2004. NBP is not regulated by FERC.
Ninety-nine percent of NBP interests are in turn held by publicly traded limited

partner interests.

TC Pipelines, L.P. (TCP) is a third tier pass-through entity with a 99% limited

partner interest in TCILP as of 2004. TCP is not regulated by FERC. Ninety-nine
percent of TCP interests are in turn held by publicly traded limited partner

interests.
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Northwest Border Pipeline Company (NBPC) is both a third tier and fourth tier
entity with a 0.18% general partner interest in NBILP and 0.18% general partner

interest in NBP as of 2004. NBPC is not regulated by FERC.

Pan Border Gas Company, LLC (PBGC) is both a third tier and fourth tier pass-

through entity with a 0.18% general partner interest in NBILP and 0.18% general

partner interest in NBP as of 2004. PBGC is not regulated by FERC.

Northern Plains Natural Gas Company, LLC (NPNGC) is both a third tier and

fourth-tier pass-through entity with a 0.50% general partner interest in NBILP and
0.50% general partner interest in NBP as of 2004. NPNGC is not regulated by

FERC.

TC Pipelines GP, Inc. (TCPGP) is a both a third tier and fourth tier entity with a

1.01% general partner interest in TCILP and 1.00% general partner interest in TCP

as of 2004. TCPGP is not regulated by FERC.

What materials did you examine in preparation for your testimony?
| examined the following materials in preparation for this testimony: the

organizational ownership chart for NB and its affiliates; the taxation schematic
diagram for NB and its affiliates; the IRS Form 1065 and associated schedules for

NB, NBILP, NBP, TCILP, and TCP; the NBP and TCP IRS schedule K-1 data
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base of reports to partners; the IRS tax code sections dealing with partnership
income taxes; the partnership agreements for NB, NBILP, TCILP, NBP, and TCP;
the testimony of NB witnesses Peter Faber and Jerry Peters; the testimony of NB
witness Robert Palmquist from Docket RP96-322; the IRS tax study “1999 IRS

Tax Rates & Shares,” and the master state tax guide.

How is your testimony organized?
My remaining testimony is divided into three components: 1) Part Il below is my

recommendation regarding the appropriate federal income tax allowance for the
NB cost of service, 2) Part I11 below is my recommendation regarding the
appropriate state income tax allowance for the NB cost of service, and 3) Part IV
below is my discussion of the consequences of the Policy Statement on NB’s
accumulated deferred income tax balance, and a recommendation for a flow back

adjustment to the ratepayers. Part V is the summary of my recommendations.

Federal Income Tax Allowance

Please describe the basic issue in regard to income tax allowances.
Statement H-3 of the generic natural gas pipeline cost of service model calculates

an interstate federal income tax allowance as if the pipeline entity were a

corporation that paid corporate income tax. Generally accepted ratemaking
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practice requires that the regulated entity must be made whole for all costs incurred
in providing service. Revenue must be sufficient to cover all costs, including
corporate income taxes. However, since NB is a partnership, as are its parent
organizations, it pays no federal income tax. Consequently, dollars embedded in
the cost of service that are intended to reimburse the pipeline for a corporate
income tax — a tax it does not pay — instead become more in the nature a return on

equity to the investors who then pay an income tax on their earned income.

In order to fully address this issue, and in compliance with the
Commission’s directive in the Policy Statement, | have sought to ascertain the
actual or potential tax liability of NB’s partners. | conclude that there is, in fact,
little or no actual or potential income tax liability on the part of the great majority
of NB’s partners. Therefore, the 35% income tax allowance embedded in the NB

cost of service is unjust and unreasonable and should be adjusted.

What did the Commission Policy Statement conclude in regard to permitting
income tax allowances embedded within pipeline cost of service derived tariff
rates?

The Commission’s Policy Statement concluded:

that it should return to its pre-Lakehead policy and permit an income
tax allowance for all entities or individuals owning public utility
assets, provided that an entity or individual has an actual or potential
income tax liability to be paid on that income from those assets.
Thus a taxpaying corporation, a partnership, a limited liability
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corporation, or other pass-through entity would be permitted an
income tax allowance on the income imputed to the corporation, or
to the partners or members of pass-through entities, provided that the
corporation or the partners or the members, have an actual or
potential income tax liability on that public utility income. [111
FERC 161,139 at P 32]

What did the Commission surmise might be the outcome of an investigation
into the actual income tax status of the holders of partnership interests?

In its Policy Statement the Commission surmised:
Thus, the policy the Commission is adopting should not result in
increased costs to public utility ratepayers, and may actually reduce
them if a partnership or LLC has a lower weighted marginal tax rate

and fewer administrative expenses than the normal corporate form of
ownership. [111 FERC 1 61,139 at P37]

That forecast is, indeed, the outcome in this case. Upon close examination if the
facts of actual tax liability, rather than NB’s vague weighting of maximum
marginal income taxes rates by category of partner rather than by individual
partner tax status, it was possible to determine that the vast majority of the ultimate
holders of actual or potential income tax liability for NB and its parents NBP and
TCP have little or no income tax liability. The consequence of this determination
is that the ratepayers will, in fact, benefit from a lower cost of service due to the
lower weighted marginal tax rate enjoyed by the owners of the partnership interests
in NBP and TCP, if NB’s proposed inclusion of a full income tax allowance is

rejected.
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Q.
A.

How is your federal income tax allowance testimony organized?
The federal income tax section is organized around five basic points: 1) A brief

history and background to the income tax allowance issue, 2) whether master
limited partnerships should receive an income tax allowance in the cost of service,
3) whether NB met its burden to establish the tax status of the ultimate holders of
NB, 4) whether, even if NB has not met its burden at the outset, there is,
nonetheless, a potential tax liability on the part of NB’s ultimate owners, and 5)
whether the available evidence indicates an actual tax liability for NB’s ultimate

owners.

What are your basic findings as a result of your investigation into the
guestion of federal income tax allowance for the NB cost of service?

The Commission’s Policy Statement found:

[W]hile the pass-through entity does not itself pay income taxes,
the owners of a pass-through entity pay income taxes on the utility
income generated by the assets the own via the device of the pass
through entity. Therefore, the taxes paid by the owners of the
pass-through entity are just as much a cost of acquiring and
operating the assets of that entity as if the utility were owned by a
corporation. [111 FERC 61,139 at P35]

In other words the Commission has deemed that a partner’s personal income tax is
a cost of doing business for the regulated pipeline entity, even if the entity is three

or four tiers removed from the partner. Given that proposition, | found that the full
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35% corporate federal income tax allowance proposed by NB is inappropriate for

NB for several reasons:

1) Under NB’s approach, NB’s regulated income is co-mingled with income from
other sources as it moves up the chains of ownership and, consequently, an isolated
calculation of the income tax associated with the regulated income becomes
impossible. Further, the co-mingled, unregulated income streams augment the
taxable, regulated income that would otherwise be allocated to the fourth or fifth
tier partner and push that partner into higher tax brackets, thereby increasing the
low tax burden for which the ratepayer would otherwise be held responsible on a
stand alone basis. Thus, the ratepayer effectively ends up paying the partner’s

income tax on income generated from non-regulated sources.

2) NB fails to account for the fact that the partnership agreements, by which NB’s
net income is ultimately allocated, are designed to minimize allocated net income
to the partners and to avoid taxation. The partnerships were designed from the
beginning to shelter income from taxation and, in fact, take pride in doing so. For
example, the 2004 Annual Report for NBP notes on page F-21 that the effective

tax rate for NBP in 2004 was 3.5%. (See: Exhibit No. S-11, page 7)
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3) NB fails to account for the fact that the mechanisms for distributing partnership
cash and allocating partnership net income create a divergence between
ratemaking accounting and tax accounting whereby ordinary income is converted
to capital gains income, and thereby the partner is taxed at the lower capital gains

rate.

4) Even the presumption of a 28% income tax rate for individuals, as suggested in
the Commission’s December 16, 2005 Order in the SFPP case (113 FERC
61,277), appears to be based on an inaccurate reading of an IRS income tax study
and is substantially out of line with the average income tax rate paid by Americans
and way out of line with the actual stand alone tax burden on the net income

allocated by NB or NBP to the vast majority of its partners.

5) NB fails to account for the fact that Northern Border Partners, L.P. and TC
Pipelines, L.P., which are master limited partnerships, allocate a substantial
amount of gross income to their general partners, NPNGC and TCPGP
respectively, to compensate them for management services and, as such, from a
ratemaking perspective these gross income allocations constitute an expense to the

partnership and not an allocation of taxable net income from the partnership.
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6) As a result of the factors noted above, the weighted average marginal federal
income tax rate applicable to the taxable entities to which NB could conceivably

trace allocated net income is no more than 1.76%.

A)  Background on Federal Income Tax Allowance

1)  History of Income Tax Allowance Issue

In a nutshell, what is your understanding of the pertinent history of the issue
regarding an allowance for federal income taxes for partnerships?

The derivation of just and reasonable rates for public utilities requires that the cost
of service underlying those rates must be designed to recover enough revenue to
cover all proper costs of the utility’s operations, including corporate income taxes,
plus a fair return to the investor. If a utility is part of group of entities, some
elements of the cost of operations flow down from the parent organization (e.qg.,
corporate overheads) while some elements flow upward (e.g., the tax on net
income). The umbrella organization may be able to take advantage of various tax
code provisions to offset the income from some entities with the losses from

others.

The question of whether and how ratepayers should share in the tax burden
or benefits of a utility’s parent organization tax status, harkens back to the claim

made by the City of Charlottesville in 1981 that the Commission should require the
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Columbia Gulf Transmission Company to share with its ratepayers the pipeline’s
tax benefits that arose from the operations of other affiliated entities. There were
at the time two methods of incorporating a parent organization’s tax status in rate
design: flow-through and stand-alone. Under the flow-through method, the
regulated entity’s tax status was assumed to the same as the parent organization
and all tax benefits and burdens of the parent flowed through to the subsidiary
entities, including those that were regulated. Under the stand alone method, each
entity was treated as if it were a sole corporation, allowing the parental entity alone
to garner the benefits and burdens of a consolidated tax statement. The
Commission eventually opted for the stand-alone method to avoid regulating one
company on the basis of the activities of another. (See: 23 FERC  61,396) The
Commission’s Opimion No. 173 was upheld by the U. S. Court of Appeals. (See:

City of Charlottesville, Virginia v FERC 661 F 2" 945, 950 DC Circuit 1981)

What is your understanding of the Commission’s rationale for permitting a
tax allowance for partnerships only so far as the owning interests in the
partnership were corporations, prior to the Policy Statement?

As expressed in Lakehead Pipeline Company, L.P., (71 FERCY61,338 (1995)), the

Commission’s rationale for permitting an income tax allowance only for corporate
interests in the partnership was: 1) Equity owners of corporations experience a double

taxation because, in addition to the personal income tax its stockholders pay on corporate
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dividends, the revenues of the corporation are also taxed before they are distributed; thus
it is appropriate to provide a corporate income tax allowance on income attributable to
corporate owners. 2) However, inasmuch as the income attributable to interests held by
individuals is not subject to a corporate income tax, giving them a corporate tax
allowance would simply increase their earned return on equity vis-a-vis the corporate
owners, despite having identical financial risks related to the utility operation. (See:

Lakehead Pipeline Company, L.P., 71 FERC { 61,338 (1995), on rehearing, 75

FERC 1 61,181 (1996))

Do you believe that the Policy Statement has resolved the problem of unequal
pre-tax return on equity vis-"a-vis corporate stockholders and partnership
unit holders?

No, | do not believe the Policy Statement has resolved the problem of unequal pre-
tax return on equity vis-"a-vis corporate stockholders and partnership unit holders.
Under Lakehead, the corporation form received a gross up in the revenue
requirement to compensate for the double income tax burden (at the corporation
level and at the stockholder level), and the partnership form received a gross up in
the revenue requirements only for the portion represented by corporate investors.
Consequently, under Lakehead, the revenue requirements of the two entities differ
despite identical risks and operating costs. If you then divide the net income by

the equity rate base for each entity, the pipeline corporation earns a higher pre-tax
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return than a pipeline partnership despite their both having similar risk profiles.
The after-tax returns, however, should be equal. The Policy Statement, as
interpreted by NB, does not resolve that problem but rather reverses it. Under the
Policy Statement, as interpreted by NB, a partnership pipeline would receive a pre-
tax return high enough to garner sufficient revenues to pay an implied 35% income
tax for all partners. However, because the partnership pipeline does not in fact pay
any income tax (the actual corporate income tax is in essence zero, as noted
earlier), the actual “after-tax” return to equity using the built in 35% allowance
would result in a substantially higher actual return to equity. The difference would
now flow the other direction: the partner would earn a substantially higher return

than the corporate stockholder for similarly situated pipeline investments.

Do you believe that your interpretation of the Policy Statement resolves the
problem of unequal pre-tax return on equity vis-"a-vis corporate stockholders
and partnership unit holders?

No, I do not. The difference, however, is that my interpretation is premised on an
analysis of the actual circumstances of the owners in question. Under my
interpretation of the Policy Statement, each pipeline entity is compensated for the
actual estimated tax burden shouldered by its investors: the corporate pipeline
receives a 35% income tax allowance to compensate it for the cost of the corporate

income tax, and the partnership pipeline receives an income tax allowance equal to
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the estimated actual tax burden shouldered by the partners on the net income
allocated by the partnership. Because of the nature and intent of the organizational
structure of partnerships as tax shelters, the actual tax burden will be substantially
lower for a pipeline partnership than for a corporate pipeline. While each will be
compensated for actual costs incurred, the corporation would earn a higher gross
return than the partnership, even though both would earn the same net rate of
return on equity. | do not think the divergence of the pre-tax return issue can be
resolved because the nature of the governance structures dictates substantially
different results vis-a-vis the federal income tax allowance. Nor do I think it is the
responsibility of the cost of service revenue requirement model to resolve that
problem. The choice of ownership form is an election, made by the regulated
entity, from which certain consequences flow, including income tax liability and

the realized return on equity.
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2)  Cost Responsibility and Cost Incurrence

What is your understanding of the principle of “cost responsibility and cost
incurrence”?

In Opinion No. 173, the Commission held that in order for a cost to be included in
a company’s cost of service, it must pass a benefits/burdens test where the cost to
be included must bear some causal link to benefits derived by the ratepayer:

Despite the profusion of allocation methods we employ, there is

a common thread that ties them together. That thread is the

concept of cost responsibility or cost incurrence. Each of the

methods attempts to allocate costs to the group of ratepayers in

question on the basis of a causal link between the services the

company provides them and the expenses the company reports.

That this is a fair method of allocation is self-evident. And it

limits the allowance for expenses to the costs associated with the

goods and services provided in the period. (footnote omitted) (23
FERC 1 61,396 at 61,850)

In other words, if a cost arises out of the provision of services to the ratepayer, the
ratepayer ought to be held responsible for those costs; if a cost arises out of the
provision of services unrelated to the service to ratepayers, the ratepayers should
not he held responsible for those costs. Here the question arises as to whether the
income tax cost proposed by NB in its cost of service arises solely from the
provision of regulated services or whether some portion of the income tax cost
arises out of the tax burden on income earned from services unrelated to the

provision of regulated services.
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3)  Stand Alone Analysis

What is your understanding of the stand-alone principle?
The stand-alone principle seeks to measure the costs of providing regulated

services as nearly as possible in a manner reflecting the actual cost of operating the
regulated entity by itself, as an entirely separate entity. Toward that end, the stand-
alone principle seeks to avoid shifting the benefits of consolidated corporate tax
benefits from those who paid for the assets that generated the benefits to those who
did not pay for the assets that generated the tax benefits. Similarly, the stand-alone
principle suggests the opposite is its goal as well, that is, to avoid shifting the costs
of consolidated corporate tax burdens from those who generated the tax costs to
those who did not generate the tax costs. This is grounded in Opinion No. 173,
which set the standard for the “stand alone” policy.

“...a utility [is] considered as nearly as possible on its own

merits and not on those of its affiliates.” This method is called

the stand-alone method, for “a stand alone income tax allowance

is one that takes into account the revenues and costs entering

into the regulated cost of service without increase or decrease

for tax gains or losses related to the other activities...”

(footnotes omitted) (emphasis added) (23 FERC { 61,396 at
61,852)

The paragraph quoted above ends with the note that the stand-alone method
results in a tax allowance equal to the tax on the allowed return on equity. This

method of calculating the tax allowance works well if the regulated entity is a
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single corporate entity that earns the return and pays the corporate income tax. In
this docket, however, we do not have a single entity that earns the return and pays
that income tax. Rather, we have some 93,700 owners that earn some portion of
the return and pay some unknown amount of income tax. Further, we have an
entity structured so as to minimize net income reported to the limited partners and
shelter income from income taxes. Under this new paradigm, the stand-alone
philosophy remains as attractive as ever but implementing it appropriately requires
putting generalized assumptions aside and analyzing the particular circumstances
of the owners involved. Any other approach may result in the creation of an unjust

tax burden where virtually none actually exists.

How does the partnership governance structure create the possibility of an
unjust tax burden?

The tax liability of an individual partner is a function of that individual partner’s
income from all sources. Any one source may provide the taxpayer with modest
income taxed at a modest tax rate. However, multiple sources of income may push
the taxpayer into higher tax brackets. For instance, suppose your milkman, a
modest man with a modest income, delivered milk to your home every week for
$3.00 per gallon for an annual commaodity charge to you of $156. Suppose too that
he tacks on the personal income tax rate that applies to his milk run earnings, i.e.,

10%, and thereby increases the weekly cost to $3.30/gallon (annual cost $171.60).
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Later, he takes a second job in the afternoon that is much more lucrative than the
milk run. Now he earns enough that he is taxed at 28% of his total income. He
then comes to you to say that although your service has not changed, he is now
subject to a higher tax burden because of his side job and you now must pay $3.84
for your gallon of milk ($199.68/year); a 16% increase in your costs due to his
outside income. You might well introduce him to the concept of stand alone and
inform him you are willing to pay for his milk run services on stand-alone basis,

with the tax based solely on his milk run operation.

Here, as will be seen when | examine the actual tax returns and K-1s for
NBP and TCP the actual net income allocated to the limited partners is, more often
than not, so small or negative that the recipient may have no tax liability at all. On
a stand-alone basis, the net income earned by the partners of NBP and TCP from
regulated services will, more often than not, place them in a zero income tax
status. It is other income, if any, from other unregulated sources that throws them
into higher tax brackets. To require ratepayers to subsidize the tax burden for
partners’ unrelated, unregulated income activities would be unjust and

unreasonable.
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Q. Do you find any income tax liability?

A. Given the finding in the Policy Statement that the partner’s tax burden on the net
regulated income allocated by the partnership to the partner is a cost of doing
business for the pipeline partnership, it follows that the partner’s tax burden is a
cost incurrence for the pipeline. However, the amount of that cost burden must be
measured in such a way as to avoid shifting any additional tax cost due to the
partner’s unregulated income sources to the ratepayers.

Q. How does the tax status of a partnership’s owners play into the concept of
stand-alone ratemaking?

A. The Commission’s stand-alone policy generally suggests that a regulated entity

must pay its own way and not stand under the shelter of a parent organization’s
benefits drawn from other operations. Indeed, the whole question of stand-alone
arose when ratepayers sought to garner the benefits of the utility’s tax benefits
from affiliated operations. The Commission’s directive in Opinion No. 173 was
that the tax status of the parent organization and affiliates was not relevant to the
utility’s derivation of income tax related costs, and that the utility must be
examined if as if it were a stand-alone entity. The Policy Statement, as interpreted
by NB, stands that principle on its head and requires us to look past the stand-alone
tax status of the partners to the presumed tax status of the owners of the parent
organizations including all income from all sources.
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Q.

Returning to your milkman analogy, if the milkman’s various income sources
are all low net income sources where none individually give rise to more than
the 10% income tax rate but his total income leads to a higher tax rate,
doesn’t your approach essentially shift tax costs to some other set of
customers?

It does if the milkman can and does raise his rates to the other customers. The
milkman dilemma takes us back to the City of Charlottesville problem, but in
mirror image. The milkman is attempting to raise the rates to his milk run
customers to pay for incremental costs that arise due to other businesses.
Charlottesville tells us that tax benefits may not be shared with ratepayers who did
not contribute to building the other businesses; by extension, nor should the tax

costs of that arise due to other businesses be foisted upon the ratepayers.

We should keep in mind that the inclusion of a corporate income tax in the
cost of service is not intended to produce tax-free investments for investors. The
inclusion of a corporate income tax allowance was intended to account for the

double taxation experienced by corporate stockholders, not eliminate all income

taxes for investors. Similarly, partners of a regulated entity ought not be
guaranteed a tax-free ride either; if their additional sources of income should push
them into a higher tax bracket, they should pay the incremental taxes, not the

ratepayers.
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4) How is the Federal Income Tax Allowance Calculated?

Q. How does a traditional pipeline corporate cost-of-service calculate federal
income taxes?

A. Traditionally, pipeline corporations develop a cost of service for rate making

purposes that includes a corporate income tax allowance at the highest marginal
tax rate for corporations, equal to 35% of the recommended return on equity. The
cost of service revenue requirement is then grossed up to generate sufficient
revenue to cover the cost of the federal and state income taxes. However, because
the additional revenue is itself taxable revenue, even more revenue must be
generated to pay the income tax on that income, and so on. The iterative process
results in a 53% tax factor for grossing up the after-tax return built into the revenue
requirements to cover the total federal income tax allowance. Adding in, for NB, a
state income tax estimate of 5.4% generates an income tax factor equal to 61% of
the return on equity.

The federal income tax allowance is in the cost of service calculation to
ensure that investors in a pipeline corporation receive the full intended after-tax
return on equity, i.e., after the corporate tax, not after their personal taxes. The

allowance works to mitigate the impact of a double taxation on corporate profits.
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Q.

A

Does the assumed corporate income tax rate used in the cost of service get
adjusted to account for different brackets of corporate income?

| am not aware of any instances were the federal income tax rate used in a cost of
service was adjusted to reflect that a small corporation paid a small income tax
rate, probably because there are no small enough pipeline entities for us to
encounter such an event. But for illustrative purposes, let’s assume there is one.
Let’s assume a small pipeline corporation that is assumed to have a federal income
tax liability of 35% that in fact has an actual income tax liability of 25%. The
presumption of a higher income tax rate results in a revenue requirement that

awards higher returns for its owners than intended.

@35% @25%  Presumed
vs Actual

Rate Base $740,000 $740,000
Return on Equity 10% $ 74,000 $74,000
Gross-up for tax collection:
35% tax (53% tax factor) $113,220 $113,220
25% tax (33% tax factor) $ 98,420
Actual Tax Paid $ 39,627 $ 24,605 $ 24,605
Realized Return $ 73,593 $ 73,815 $ 88,615
Realized Return on Equity 9.95% 9.98% 11.98%

In my example above, | used a small corporation that earned $74,000, which
subjects it to a 25% federal income tax rate. | assumed however, a 34% federal
income tax bracket for derivation of its cost of service. Given a 10% return on

equity, the tax factor gross-ups that provide sufficient revenue to cover the income
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tax due on the respective returns generate $113,220 on which it is assumed to pay
a 35% tax — $39,627. In reality, it will pay a 25% tax — $24,605, which will
provide it with a realized return of $88,615 an 11.98% realized return on equity.
Had we factored in the true tax liability rate, it would have generated $98,420 on
which it would have paid $24,605, leaving a realized return of $73,815 — the
intended return on equity of 10%. To the extent the cost of service model assumes
an income tax rate that is not actually paid, the model is flawed.

A similar phenomenon takes place when we examine partnerships; the
assumption of a 35% federal income tax rate, where there is in fact almost none,
leads to an enormous leap in the realized return to equity, creating an unjust burden

on ratepayers.

How does a partnership organizational structure affect the calculation of the
pipeline cost-of-service federal income tax allowance?

Under a partnership ownership structure where there is no income tax liability at
the operating entity level, the grossing up of the revenue requirement to ensure an
after-tax return on equity for a presumed 35% income tax that does not exist only
compounds the problem, and simply results in a significantly higher return on
equity to the partners. Here, NB and its parent organizations are not corporations

and do not, themselves, pay any corporate income tax. Nor, as | demonstrate in
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this testimony, do the partnership owners incur much of any tax liability associated
with the regulated income. As a result, any income tax allowance embedded
within the cost-of-service derived tariff rate will simply flow through to the
partners of NB’s parent pass-through entities. The impact is two-fold; one, a cost
that is not actually incurred by the pipeline entity or anyone else is being assessed
upon the ratepayers, and two, the dollars so collected inure to the partnership
owners such that the realized return on equity for the partners in NB will be
substantially in excess of the allowed cost required to attract capital at reasonable
rates. Therefore, if a 35% presumed income tax allowance is incorporated into the
cost-of-service derived tariff rates, | believe the resulting rates will be unjust and

unreasonable.

What is the impact of including a federal income tax allowance in the cost-of-
service?

The example below provides a simplified corporate cost of service to show how
the federal income tax component affects the overall revenue requirement and
return to investors. The figures are approximate to NB’s filed cost of service and

represent a “book” analysis versus a “tax” analysis.
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Assumptions:

Rate Base $1,150,000,000 Debt/Equity @ 50% / 50%
Equity Return $80,500,000 Return on equity @ 14%
Debt Return $40,250,000 Debt costs @ 7%

Overall Return $120,750,000

Corporate Cost of Service:

Operating Expenses $31,000,000
Debt Costs $40,250,000
Taxes Other than Income $31,400,000
Depreciation $86,000,000
Return on Equity $80,500,000
Income Taxes $49,105,000 (61% * $80,500,000)

Total Revenue Requirement $318,255,000

In general, the cost of service is made up of six basic elements: operating costs,
debt costs, taxes other than income (TOTIT), depreciation, return on equity, and
income taxes. Of these six elements, operating expenses, debt costs, and TOTIT
may be considered as “cash expenses,” in that they are costs of doing business and
go out the door to the providers of the services or capital. Depreciation and return
may be considered as “non-cash expense” in that they accrue to the corporation
and may, in general, be held for future use, reinvested, or paid out as dividends.
Income taxes depend on the ability of the enterprise to meet its goals and turn a
profit, and for a corporation will head out the door to the federal government. As
noted above, the presumed 35% federal income tax rate and 5.4% state income tax

rate generate a tax factor of 61% of the return on equity. The depreciation and
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return on equity components make up the cash available for the payment of
dividends to the stockholders. The return component of 14% reflects the “after-
tax” return (meaning after the corporate tax) that the investor will earn on his or
her investment and take home.

The next example provides a simplified partnership cost of service to show
how the inclusion of a 35% federal income tax component, regardless of the actual
tax liability, affects the overall revenue requirement and return to investors. It uses
the same underlying cost of service assumptions. But here we see that because the
partnership does not pay a federal income tax, the portion of the revenue
requirement generated by the inclusion of a 35% income tax allowance does not go
“out the door” to the federal government as a cost to the partnership, but rather

goes directly to the investors as return, symbolized hereafter as “Income Faxes”.

Partnership Cost of Service:

Operating Expenses $31,000,000

Debt Costs $40,250,000

Taxes Other than Income $31,400,000

Book Depreciation $86,000,000 Total Realized
Return on Equity $80,500,000 Return on Equity
Income Faxes $49,105,000 $129,605,000

Total Revenue Requirement $318,255,000
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Because the actual corporate income tax at the pipeline operating level is in
essence zero, the “after-tax” return to investors in this partnership is 22.5% rather

than the targeted 14%. [(return + income taxes)/(rate base * 50% equity ratio)]

Return on Equity $80,500,000
Income Faxes $49,105,000
Total Return on Equity $129,605,000

Equity Rate Base*50% Equity Ratio $575,000,000
$129,605,000/$575,000,000 = 22.5% Realized Return on Equity

The realized return is substantially in excess of the recommendations of any return
witnesses in this case. Indeed, Trial Staff witness William Rappolt is

recommending a 10% return on equity.

5)  Actual Income Tax Liability Evidence

What is taxable income?
Taxable income is the amount of net income that is subject to federal income tax.

From a ratemaking perspective, a regulated entity has “gross revenue,” which is
the total revenue generated by the operation; “gross income,” which is essentially
gross revenue less depreciation; “net income,” which is gross income less
operating costs, book depreciation, debt costs, and TOTIT; and “taxable income,”
which is net income adjusted to include deductions allowable under tax law that

are not allowed for ratemaking purposes, such as accelerated depreciation. The

IRS tax forms use the term “ordinary business income” where the partnership
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agreements use the term net income. The instructions for IRS Form 1065 are

included in Exhibit No. S-12.

Q. Assuming there is taxable income to a person or entity, what are the
associated income brackets and federal tax percentages that determine actual
tax payments?

A. The Internal Revenue Service taxes income through a progressive tax schedule.

As an individual’s income increases, taxes are paid for brackets of income such
that the first $10,200 is taxed at just 10% (assuming a single tax payer not filing a
joint return). Additional income above $10,200 up to $38,900 is taxed at 15%.
Additional income between $38,900 and $100,500 is taxed at 25% and so on, as
shown on the table below.

Individuals (Head of Household)
less than $0 0.00%
$0 - $10,200 10.00%
$10,200 - $38,900 15.00%
$38,900 - $100,500 25.00%
$100,500 - $162,700 28.00%
$162,700 - $319,100 33.00%
Over $319,100 35.00%

The whole of one’s income is not taxed at the maximum rate, but rather taxes are
assessed in increments such that the highest tax level is only assessed on marginal

income. Similarly, corporate income taxes are also levied on a tiered bracket basis,
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although the cost of service assumes a 35% income tax on all the corporate equity

return.

Corporate Partners

less than $0 0.00%

$0 - $50,000 15.00%
$50,000 - $75,000 25.00%
$75,000 - $100,000 34.00%
$100,000 - $335,000 39.00%

$335,000 - $10,000,000 34.00%
$10,000,000 - $15,000,000 35.00%
$15,000,000 - $18,333,333 38.00%

Over $18,333,333 35.00%

This tiered structure will play an important part in the derivation of the potential
weighted average tax rate to be applied to NB’s cost of service. Mr. Faber lists the
income tax treatment for several classes of owners among the partners of NBP and
TCP. (See: Exhibit No. NB-18, page 4 to end) Each class of owner falls within a
tiered tax structure similar to those listed above. As | will demonstrate, the taxable
net income allocated to the vast majority of these owners falls well below the
income level necessary to be taxed at the maximum marginal tax rate in any set of
tables. Most, in fact, have a zero tax liability with respect to their regulated
income. The income brackets and associated income tax rates will be discussed

later.
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Q.

A

Did NB have taxable income in 2004 and did it pay any income tax on that
income?

Because NB is a partnership, it does not have income tax liability and therefore
cannot have “taxable income,” nor did it pay any income tax. However, NB did
report ordinary business income in 2004, as seen on NB’s 2004 IRS Form 1065.
(See: Exhibit No. S-13, page 1 of 21.) NB reported this ordinary business income
on IRS tax schedule K-1, for its general partners NBILP and TCILP respectively.

(See: Exhibit No. S-13, Page 14 and 17 of 21.)

Did NBILP have taxable income in 2004 and did it pay any income tax on that
income?

Because NBILP is also a partnership, it does not have income tax liability and
therefore cannot have “taxable income,” nor did it pay any income tax. However,
NBILP did report ordinary business income in 2004, as seen on NBILP’s 2004 IRS
Form 1065. (See: Exhibit No. S-14, page 1 of 47.) NBILP reported this ordinary
business income on IRS tax schedule K-1, for its general partners NPNGC, PBGC,
and NBPC. (See: Exhibit No. S-14, NBP at page 36; NPNGC at pages 38 and 44;
PBGC at pages 40 and 46; and NBPC at page 42, respectively. Two schedules K-1
were reported for some entities because the capital accounts were zeroed out and

the partner’s interest was re-capitalized during the year.)
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Q.

A

Did TCILP have taxable income in 2004 and did it pay any income tax on that
income?

Because TCILP is also a partnership, it does not have income tax liability and
therefore cannot have “taxable income,” nor did it pay any income tax. However,
TCILP did report ordinary business income in 2004, as seen on TCILP’s 2004 IRS
Form 1065. (See: Exhibit No. S-15, page 1 of 47.) TCILP reported this ordinary
business income, on IRS tax schedule K-1, for its general and limited partner TCP.

(See: Exhibit No. S-15, pages 6 and 7 of 11.)

Did NBP have taxable income in 2004 and did it pay any income tax on that
income?

Because NBP is also a partnership, it does not have income tax liability and
therefore cannot have “taxable income,” nor did it pay any income tax. However,
NBP did report ordinary business income in 2004, as seen on NBILP’s 2004 IRS
Form 1065. (See: Exhibit No. S-16, page 1 of 31.) NBP reported this ordinary
business income on IRS tax schedule K-1, for its general and limited partners
NPNGC, PBGC, and NBPC. (See: Exhibit No. S-16, NPNGC at pages 18, 20, 26,
and 28; PBGC at pages 22 and 30; and NBPC at page 24, respectively. Two forms
K-1 were reported for some entities because the capital accounts were zeroed out

and the partner’s interest was re-capitalized during the year.) The K-1 reports for
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NBP’s limited partners were provided in response to Trial Staff data request TAX-

2.19 in a data base format and will be discussed later.

Did TCP have taxable income in 2004 and did it pay any income tax on that
income?

Because TCP is also a partnership, it does not have income tax liability and
therefore cannot have “taxable income,” nor did it pay any income tax. However,
TCP did report ordinary business income in 2004, as seen on the TCP’s 2004 IRS
tax Form 1065. (See: Exhibit No. S-17, page 1 of 13) The K-1 reports for TCP’s
general partner were not included in the IRS tax return. The K-1 reports for TCP’s
limited partners were provided in response to Trial Staff data request TAX-2.19 in

a data base format and will be discussed later.

B) Should Partnerships Receive a Federal Income Tax
Allowance in the Cost of Service?

What are the different forms of partnerships?

A general partnership is a form of business created when two or more persons
form an entity as co-owners. No documentation need be filed with the state or
federal government to establish a partnership, and it is in fact the default business
form when people begin a business. Partners in a partnership have equal rights to

manage the business, unless they come to some other specific arrangement; the
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partners are personally liable for the debts of the entity; each partner is liable for its
share of income tax generated by the income of the enterprise; partners can

generally exit the business whenever they want.

A limited liability partnership (LLP) is a form of business created generally

to shelter partners from some or all of the debts of the business. Under an LLP,
all the partners are general partners. Establishing an LLP requires a filing with the
state government. Some states provide shelter from all debts, similar to a
corporate stockholder, while other states restrict the LLP to certain businesses, and

other states provide debt shelter only from some types of activities.

A limited partnership (LP) is a form of business established with at least

one general partner and one limited partner. The general partner shoulders
personal responsibility and liability for the debts of the enterprise; limited partners
are not liable for the debts of the enterprise and do not have management rights in

the organization. Some states also have limited liability limited partnerships

(LLLP), which extends limited liability to the general partner as well as the limited

partners.

A limited liability company (LLC) is a form of business similar to a

partnership wherein the owners (referred to as “members”) enjoy limited liability
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for the debts of the enterprise, taxation as if they were in a partnership, and equal

management in the enterprise unless they elect to create a managing member.

A master limited partnership (MLP) is a limited partnership that engages in

certain natural resource commaodities and services for 90% or more of its income,
and is permitted to trade its ownership units in the partnership on public exchanges
as though they were corporate stock shares. Master limited partnerships exist
pursuant to IRS regulations, added to the federal income tax code in 1987 and
amended in 1997, that created provisions permitting the public trading of
partnership interests. NB’s parent organizations, Northern Border Partners, L.P.
(NBP) and TC Pipelines, L.P. (TCP) are limited partnerships that operate within
the IRS regulations for master limited partnerships. (An excellent primer on MLPs

is included in Exhibit No. S-34)

Partnerships are pass-through entities for tax purposes, so no income tax is
paid at the partnership level. Partnership net income, or loss, is generally passed
through to the partners in proportion to their interest in the partnership and each
partner pays a tax on his or her share of the partnership net income at his or her
own individual tax rate. Losses passed through to the partners cannot be used to
offset income from other sources but must be carried forward and used to offset

income from the same limited partnership in future tax periods.
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Q.

Do you believe a pipeline entity organized as a limited partnership should
have a federal income tax allowance permanently embedded within its cost of
service and in the tariff rates paid by its shippers?

| believe that such an allowance should be permitted only to the extent that an
actual or potential income tax liability for the partners can be established, and the
weighted average tax rate of the partners can be determined. | do not believe that
partners in a regulated partnership experience anything close to a 35% income tax
burden on their regulated income. Entities operating pipelines, or any other
regulated utility, in the public interest should, in the first instance, be awarded only
those costs actually incurred in the operation of the business at hand. Costs
incurred by unregulated affiliates of those entities have no bearing on the cost of

operating and managing the regulated public utility.

Moreover, the Commission’s Policy Statement instructs those seeking an
income tax allowance to establish the tax status of those ultimately holding the
income tax liability on the income derived from utility operations. However, the
co-mingling of revenues and costs for the consolidated enterprises makes it
difficult, if not impossible, to assess the direct tax burden placed on the partner due

solely to the net income generated by the regulated entity.

This is more emphatically the case for entities such as NBP and TCP whose

partnership agreements are structured so that the limited partners receive little or
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C)

no net income. The closest we can get to determining actual or potential income
tax liability of the individual partners is to look at the net income allocations made
by the holding partnership to each partner. As the evidence will show, the
resulting actual or potential income tax burden placed on the partners is virtually
zero. When one considers that the Commission’s Policy Statement directs that
regulated utilities should only be awarded the actual average weighted tax liabil