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This order addressed petitions scding review of four FERC opinions: ~ 
L.P., Opinion No. 435,86 FERC 161,022 (1999); SFPP. L.P .. Opinion No. 435-A, 91 
FERC 1 61, 135 (2000); SFPP. L.P., Opinion 435-B, 96 FERC 1 61,281 (200 I); and 
SFPP. L.P .. 97 FERC 161,138 (2001). The issues presented for review included the 
question of application of the grandfathering principle under the EP Act, the allocation of 
litigation coats between the East IDd West Lines, tax pass-tbrouab problCIDI involving 
non-taxed subsidiaries of taxable entities, the payment of reparations after a finding of 
unjust or WU'ei.SOI18ble rates, and the correct determination of capital stn1cture to 
determine a starting rate base. With the exception of several areas. the Court of Appeals 
affirmed the decisions made by the Commission. 

With regard to the West Une rates, tbe Court granted the petition and n:manded 
with respect to the Commission's decisions that the Watson enlutnrGnent rates are 
gnmdfatbered under the EP Act, and that the turbine fuel rate can be deemed just and 
reasonable as a substantive matter simply because it was equal to certain grandfathered 
rates. Baaed upon the ruling discussed below. the Court also remanded with respect to 
the Comm;S!Sion's determination that changes in its tax allowance policy do not by 
themselves comtitute "substantially chaDgcd circumstances" under the EP Act 

With regard to the East Line rates, the Court reversed the Commission's decision 
to calculate an income tax allowance based on the policy expressed in Lakehead Pipe 
Line Company. L.P .. 71 FERC 1 61,338 ( 1995), rM' & dcqied. 75 FERC , 61,181 (1996). 
Because a limited partnership opc:rating jurisdictional pipelines incurs no income tax 
liability or cost, the Commission • s decision to permit even a partial allowance for income 
taxes was vacated The Court alao granted the petition aod remanded for the Commiuion 
to determine IDd explain an appropriate allocation of the civil litigation costs between the 
West Line and East Line shippers. Finally, the Court granted the petition and remanded 
for the Commiuion to articulale and justify more carefully its policy regarding the 
recoverability of non-test-year cxpcllliC8 aa it relates to reconditioning costs. 

With regard to reparations, the Court did not grant any oftbe petitions for review. 
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DrenMn, George L. Weber, Marcus W SiBk, Jr., Steven A 
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Ill, Assistant Attorney General. U.S. Department of Justice, 
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Before: SENTELLE, RooERS, and RoBEJtTS. Cireuit Judgu. 

Opinion for the Court filed PEa CURIAM. 

brnwoocnoN 

The consolidated petitions before UB seek review of four 
opinions of the Federal Energy Regulatory Commission 
("FERC" or "the CommiBRion"): 

1. SFPP, L.P., Opinion No. 435, 86 FERC ' 61,022 (1999) 
("Opinion No. 435"); 

2. SFPP, L.P., Opinion No. 435-A, 91 FERC , 61,136 
(2000) ("Opinion No. ~A"); 

3. SFPP, L.P., Opinion No. ~B. 96 FERC , 61,281 
(2000) ("Opinion No. 435-B"); and 

4. SFPP, L.P., 97 FERC t 61,138 (2001) ("Clarification 
and Rehearing Order"). 
In these opinions FERC considered the tariffs of SFPP, L.P., 
and complaints and other tilings by shipper customers of 
SFPP. SFPP, L.P., both a petitioner and an intervenor­
respondent in the consolidated dockets, operates pipelines 
that transport petroleum products in Texas, New Mexico, 
Arizona, California, Nevada, and Oregon. SFPP's operation 
includes a West Line and an East Line. The West Line 
consists of pipelines extending from Watson Station in Los 
Angeles, California, into Arizona to Phoenix and Tucson, and 
connects at Colton, Cali!omia, with another pipeline syatem 
extending to Las Vegas. SFPP's East Line consists of 
pipeHnes from El Paso, Texas to Tucson and Phoenix. The 
orders under review consider, set, and otherwise govem rates 
on both tines. We consider three separate sets of petitions: 
the petition of SFPP, L.P.; the petition of the West Line 
Shippers ("WLS"); and the petition of the East Line Ship­
pers ("ELS"). Petitioners and Intervenors include the fol­
lowing: BP West Coast Products LLC ("BP WCP"; formerly 
ARCO Products Company); Chevron Products Company 
("Chevron"; including the fonner Texaco Refining and Mar­
keting, Inc.); ConocoPhillips Company ("ConocoPhillips"); 
Exxon.Mobil Oil Corporation ("ExxonMobil"; fonnerly Mobil 
Oil Corporation); Navajo Refining Company, L.P. ("Na~o"); 



4 

Western Refining Company, L.P. (~'Western"); ffitramar Inc. 
{"Ultramar"); Valero Energy Corporation ("VEC"); Valero 
Marketing and Supply Company {"Valero"); and SFPP, L.P. 
("SFPP"). 

The administrative proceedings before FERC began with 
tariff filings by SFPP for both East and West Lines. 'The 
lengthy, complex, and convoluted proceedings that followed 
included complaints and/or protests filed by shippers on the 
two lineBt as well as investigation into SFPP's tariff filings by 
FERC's Oil Pipeline Board. The issues are further compli­
cated by novelty in that this is the first oil pipeline case in 
which the "changed circumstances" standard of the Energy 
Policy Act of 1992 ("EPAct") has arisen for litigation. Ener­
gy Policy Act of 1992, Pub. L. No. 1Q2....486, 106 Stat. 2716 
(codified 88 42 U .S.C. §§ 1320-566 (2003)). While we will not 
detail the administrative proceedings before FERC's adminis­
trative law judge and the full Commission 88 we discuss them 
at length in the analyses that follow, we note that issues 
presented for review include, among other things, the impor­
tant question of application of the gnmdfathering principle 
under the new EP Act, the allocation of litigation costs be­
tween the East and West Lines, tax pas&-through problems 
involving non-taxed 811beidiaries of taxable entities, the pay­
ment of reparations after a finding of unjust or unreasonable 
rates, and the correct determination of capital structure to 
detennine a starting rate base. The reader is duly warned. 

For reasons set forth more fully below, we are able to 
affinn many of FERC's answers to specific issues, but be­
cause we find error in several fundamental areas, we order 
the decisions under review vacated and remand the matter 
for further proceedings consistent with this opinion. 

I. The West Line 

A. Gmndfathering of Rata under the EPAct 

Section 1803 of the EPAct limits the ability of shippers to 
challenge pipeline rata in effect at the time of the enacbnent 
of the EPAct. Section 1803 provides that any oil pipeline 
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rate that was "in effect" for a full year before the EPAct's 
enacbnent on October 24, 1992, and was not subject to 
"protest, investigation, or complaint" during that 866-day 
period, is .. deemed to be just and reasonable." EP Act 
§ lSOO(aXl). These "grandfathered" rates are categorically 
immune from ehallenge in a complaint proceeding under 
Section 13 of the Interstate Commerce Act. ("'CA"), 49 U.S.C. 
app. § 13(1) (1988) (repealed),1 except when: 

(1) evidence is presented to the CoiDJIUasion which estab­
lishes that a substantial change has occurred after 
the date of the enactment of this Act.-

(A) in the economic circumstances of the oil pipeline 
which were a basis for the rate; or 

(B) in the nature of the services provided which 
were a basis for the rate; or 

(2) the person filing the complaint was under a contrac­
tual prohibition against the filing of a complaint 
which was in effect on the date of enactment of this 
Act . . . . 

Id. § 1803(b). In the ~EPAct. world, the analysis of a 
pipeline rate challenge thus proceeds in two stepe: first, 
FERC determines whether the rate in question is grandfa­
thered; if it ia, FERC then asks whether the rate falls within 
either of the exceptions outlined in Section 1803(b). The 
Commission may not alter a grandfathered rate that does not 
fall within an exception. 

1 Although tbe ICA was repealed in 1m, au Pub. L. No. 96-473 
§ 4(b), (c), 92 Stat. 1~ 1470 (Oet. 17, 1978), FERC hu "the duties 
and powers related to the eataNIRhment of a rate or charge for the 
transportation of oil by pipeline or the valuation of that pipeline that 
were vested on October 1, 19'17, in the lntentate Commerce 
Commission." 49 U.S.C. § tn502 (2003}. The relevant version of 
the ICA wu, but is no loDger, reprinted in the appendix to title 49 
of the United States Code. Therefore, when we refer to FERC'e 
authority under t.be ICA, we cite to the 1988 edition of the U.S. 
Code, the lut sw:h edition that reprinted the ICA u it appeared in 
1977. 
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B. Gro:ndfatl&eri:ng of W eat Line Rates 

The WLS contend that none of the West Line rates are 
grandfath~ and further argue that even if the rates are 
grandfath~ their ehallenges fall within the exceptions set 
out in Section 1803(b). We examine each of these contentions 
in turn. 

1. Rau "In Effect!' fur One Year 

To be eligible for grandfathering, a pipeline rate must have 
been "in effect for the 365-day period ending on the date of 
the enactment of this Act [October 24, 1992]." EP Act 
f 1808(aX1). Thus, to be grandfathered, a rate must have 
been "in effect" on October 25, 1991, and have remained in 
effect at least until the enactment of the EP Act. 

The WLS do not contest this element with regard to the 
bulk of the West Line rates. Nor could they; the West Line 
rates became effective in 1989 pursuant to a settlement 
tenninating a 1985 rate proceeding. Su Opinion No. 435, 86 
FERC at 61,007; SDWJuwn PIM!. Pipe Line3, Inc., 45 FERC 
, 61,242 (1988) (order approving settlement). The WLS do, 
however, ehallenge the eligibility for grandfathering of cer­
tain improvements to the West Line made alter October 1991. 

a. East H1/f&U Origination Puint 

In July 1992, SFPP made revisions to its Tariff's Nos. 15, 
16, and 17 to add a new origination point on its West Line­
the East Hynes station in Los Angeles County, California­
and to add a rate for shipping services from that new 
origination point to Arizona. The rate came into effect in 
October 1992. The rate, however, was not new; it was the 
same as the rates from SFPP's two other source points in the 
Los Angeles area. Examining this situation, the Commission 
concluded that the rates from the East Hynes station quali­
fied for grandfathering because the July 1992 "filing did not 
involve a change to a rate or service SFPP was providing at 
the time the EP Act was ena.ct"al" Opinion No. 435, 86 
FERC at 61,063. SFPP's revision to its tariffs "only added 
another tap within an existing rate cluster . . . . No rate . .. 
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was changed, and there was no change in the products 
transported or the serviceJ provided." I d. 

The question essentially boils down to the Commission's 
interpretation of the tenn "rate" in Section 1800. As this is 
the first case to be Jitjgated under the new standards of the 
EP Act, we must consider the level of deference - if any -
to which FERC's interpretations of the EPA.ct are entitled. 
It is true, as some petitioners have noted, that the EP Act 
does not expressly confer rulemaldng authority on the Com­
mission. Section 1803 of the EP Ad. does, though, clearly 
contemplate that the Commission will enforce the terms and 
conditions of the statute through formal acijudications. Stre 
EPA.ct § 1803(b) (referencing "proceeding instituted 88 a 
result of a complaint"). When Congress authorizes an agency 
to adjudicate complaints arising under a statute, the agency's 
interpretations of that statute announced in the adjudications 
are generally entitled to Clwnmm deference. Su United 
States v. Mead Corp. , 533 U.S. 218,229 (2001) ("(A] very good 
indicator of delegation meriting Chevron treatment [is] ex· 
press congressional authorizations to engage in the process of 
rulemaking or adjudication that produces regulations or rul­
ings for which deference is claimed."); au al80 Tram Union 
Corp. v. Fl'C, 81 F .3d 2?Jj, 230 (D.C. Cir. 1996) ("[WJe have 
expressly held that Clwrrmm deference extends to interpreta­
tions reached in adjudications 88 much as to ones reached in a 
rulemaking." (citing Midtec Paper Corp. v. UniUd SttJtu, 857 
F .2d 1487, 1497 (D.C. Cir. 1988))). We see no reason to 
accord any less deference to FERC's interpretations of the 
EPA.ct. 

UDder the familiar Clwttmm ~inquiry, we first ask 
whether Congress bas direclJy spoken to "the precise qu~ 
tion at issue." CMvnm U.SA lJtC. v. Natuml Rea. DtJf. 
COK'JIC'il, Inc. , 4fY1 U.S. 887, 842 (1984). If it has, that is the 
end of the inquiry; we "must give effect to the unambiguous­
ly expressed intent of Congress." I d. at 843. If Congress 
bas not spoken so precisely, though, we reacl1 the second 
step, and will defer to any reasonable interpretation of the 
statute by the agency. Id. Not smpriaingly, Congress did 
not have occasion to confront the specific question of whether 
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the addition of a new source point on an existing rate cluster 
would constitute a new rate. We thus proceed to the second 
step of Chevron, and inquire whether the CommiJUrion's con­
struction is a reasonable one. It is. It is certainly permissi­
ble to conclude that the addition of a tap to an existing rate 
structure, completed without any change in the existing ship­
ping rates, does not constitute a new rate. To employ an 
analogy that we .ftnd helpful, in adding the East Hynes 
station to its West Line, SFPP merely added an on-ramp to 
its existing expressway. We think that the Commission's 
conclusion reflects a permismble interpretation of the statute 
and thus affinn its holding that the rate for shipping from 
East Hynes is eligible Cor grandfathering. 

b. Wataon Station EnJumcenumt Facility 
Watson is the primary origin point for West Line ship­

ments to Phoenix and Tucson. In 1989, SFPP notified its 
shippers that, starting in 1991, the minimum pumping rate 
and pressure from Watson Station would increase. SFPP 
gave its shippers the option of providing their own pressuriza­
tion facilities by a date certain, or using, for a surcharge, a 
facility built by SFPP. By late 1991, most of SFPP's ship­
pers had contracted to DBe SFPP's new enhancement facility, 
and on November 1, 1991, SFPP initiated the enhancement 
services. See Opinion No. 435, 86 FERC at 61,<Y74; In " 
SFPP, L.P., 80 FERC t 63,014, 66,156 & n.406 (1997) ("ALJ 
Decision"). SFPP, though. never filed those conb'acts with 
the Commission, because it beHeved its enhancement services 
were beyond the reach of FERC's jurisdiction. See Opinion 
No. 435, 86 FERC at 61,<Y74. The Commission, however, 
concluded otherwise and ordered SFPP "to file a rate equal 
to the historic charge in the shipper contracts." ld. at 61,076. 

Despite FERC's concession that "Section 1803 only ad­
dresses rates that were on file with the Commission." Opinion 
No. 435-A, 91 FERC at 61,502, and .ita acknowledgment that 
the enhancement rates had never before been filed, FERC 
nevertheless concluded that, because "the charges for the 
Watson Station facilities are part of enforceable contracts," 
the rates were "the equivalent of a lawful, effective rate." 
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Opinion No. 435, 86 FERC at 61,076. The Commission 
reasoned that because all the Watson enhancement rate 
contract charges "were in ef'l'ect before October 24, 1992," the 
shippers ehallenging thaw! charges had to establish "substan­
tially changed circumstances." Id.. at 61,075, 61,0'76. The 
fact that no statute permitted a shipper to challenge an 
unfiled rate before the CommiBSion did not matter. For "if 
[the rates] had been .filed . . . , it is clear that they would have 
been grandfatbered because there was no challenge to them 
during the 12 months proceeding [sic] the enactment of the 
Act" Opinion No. 435--A, 91 FERC at 61,502. 

We find the Commission's reasoning on this point to be 
fundamentally flawed, and vacate this portion of its order. 
First, if FERC is indeed correct in its interpretation that 
Section 1800 applies only ro filed rates, the Commission may 
not grandfather unfiled rates on the assumption that if the 
rates had been filed, no challenge would have been broughl 
The Commistrion may not regulate rates as if they existed in a 
world that never was. It must take the rates 88 it finds 
them, and here, FERC found them unfiled. If FERC inter­
prets Section 1800 to app)y only to filed rates, then it may not 
extend the benefits of that provision to unfiled rates based on 
speculation about what would have happened had they in fact 
been fiJed. lllvoking the so-ailed "filed rate" doctrine -
which "forbids a regulated entity to charge rates for its 
services other than those properly filed with the appropriate 
federal regulatory authority," Arkanaas Louiria.na Gaa Co. v. 
Hall, 4li3 U.S. 571, 577 (1981) - the WLS argue that the 
pipeline's failure to file a Watson enhancement rate tariff' with 
the Commission precludes the Commission's treatment of the 
unfiled rate 88 gnmdfathered.. Our disposition of this is­
sue - which is based on the CoDliilission's flawed reasoning, 
and not a flawed conclusion - does not require us ro decide 
definitively whether Section 1800 of tbe EP Act applies only to 
filed rates. 

Second, Opinion No. 435 suggests that any rate agreed 
upon before the EPAct's en.actment on October 24, 1992 could 
be grandfathered. Su Opinion No. 436, 86 FERC at 61,0'75 
("The clear purpose of the EP Aces grandlathering provisions 
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is to insulate pipelines from challenges to ... rates ... if 
those charges were in effect before October 24, 1992. "). 
Seclion 1803, though, allows grandfathering of only those 
rates that were in eft'ect (and unchallenged) for at least 365 
days prior to the date of enactment of EP Act. EP Act 
§ lBOO(a). Even if we assume aa a general proposition that 
Section 1800 applies oo un1iled rates, other statements sprin­
kled throughout Opinion No. 435 suggesting that some of the 
rates were contracted for after the 36&-day window had 
closed would remain problematic. Su Opinion No. 435, 86 
FERC at 6l,a75 ("the oontracta were entered into voluntarily 
by the parties, mostly before the end of 1991"); id.. ("all the 
relevant contracts were required to be, and bad been, execut­
ed well before June 1, 1992"). H the Commission allows 
Section 1803 to apply to unfiled rates, those rates, to be 
grandfathered. must be in effect for at least 366 days prior oo 
the EPAct's enactment. The reasoning of Opinion No. 435 
gives UB no comfort that this was the ease. Without such an 
888UraDce, we cannot afftnn the Commission's conclusion that 
the Watson enhancement rate is subject oo grandtathering. 

c. Turbim Ful Serviu 

In December 1992, SFPP filed its Tariff No. 18, proposing 
the transportation on its West Line of a new product, turbine 
fuel (also known as jet fuel). The rate for the new turbine 
fuel service was equal to other grandfathered rates in Tariff 
No. 18 that had been in effect since 1989. The shippers 
argue that because the turbine fuel rate was not initiated 
untill992 -long after the grandfathering window had closed 
(indeed, aft.er the EPAct had been enacted) - the rate 
cannot be grandf'athered. The Commission does not contest 
this; it recognized that the turbine fuel service was new, and 
therefore could not be grandfathered. id. at 61,063. It 
nevertheless foreclosed further challenge to the turbine fuel 
rate, concluding, as a aubstan.tive matter, that the turbine fuel 
rate was just and reasonable. /d. at 61,078. The Commis­
sion reasoned that because the turbine fuel rate was equal to 
other Tariff No. 18 rates that had been deemed just and 
reasonable, "there is no basis for providing a different rate 
level for turbine fuel at this time." /d. 
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That analysis falls far short of the mark. The fact that the 
Tariff No. 18 rates were dumed just and reasonable does not 
mean that the rates actually are just and reasonable. Per­
haps if the Commission had undertaken a substantive review 
of the reasonableness of the West Line rates listed in Tariff 
No. 18, then its conclusion that the turbine fuel rate is 
reasonable - because it is equal to those rates - might be 
supportable. But here, the West Line rates bad been 
"deemed just and reasonable" by operation of law - solely 
because they had persisted without challenge for one year 
prior to the enactment of the EP Act. The turbine fuel rate, 
not itself eligible for grandfathering, cannot simply piggyback 
on the grandfathered status of other rates. The Comm.i&­
sion's contrary conclusion reflects a fundamental misappre­
hension of the nature and purpose of the grandfathering 
provisions of the EP Act. 'l1le requirements for grandfatber­
ing- the rate must be in effect and not subject to challenge 
for the year prior tD the EP Act's enactment - are not 
proxies for actual reasonableness. Those requirements in­
stead operate principally as a means tD constrain litigation 
over pre-EP Act pipeline rates. The fact that the turbine fuel 
rate is equal to other Tariff No. 18 rates thus says nothing 
about that turbine fuel rate's BUbstantive reasonableness. 
The Commission's declaration that, aa a 31d>stantive matter, 
the turbine fuel rate W88 just and reasonable - a conclusion 
reached without the benefit of any &ubstantive review of the 
underlying cost of service and rate of return - was an 
arbitrary and capricious exercise of the Commiuion's authori­
ty and c:annot stand. 
2. Compl4iftts. ProtutB. or lnveBtigaticms 

While the WLS concede that moat of the West Line rates 
were in effect for the required year prior to the EP Act's 
enactment, they contend that no West Line rate is eligible for 
grandfathering because each of them was "subject tD protest, 
investigation. or eomplaint" during that same one-year win­
dow. In support of their argmnent, the WLS point principal­
ly to prot.eBtB ftled by ahippers El Paso Refinery, L.P. 
("EPR") and Chevron, and an investigation opened by the Oil 
Pipeline Board ("OPB") purauant to those protests. In Qeto.. 
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ber 1900, the Commission ntiecred these arguments, holding 
that the West Line rates were "presumed just and reason­
able" and, therefore, a suceessful challenge had to "prove the 
existence of the extraordinary circumstances set forth in 
section 1803 of the Energy Policy Act." SFPP, L.P., 65 
FERC ' 61,028, 61,378 (1900); au alBo SFPP, L.P., 66 FERC 
, 61,210 (1994) (denying rehearing). 

What does it mean for "the rate" to be "subject to protat, 
investigation, or complaint"? EP Act § 1803(a). The WLS 
maintain that a general attack on a tariff is sufficient to 
challenge all the rates and activities described therein. See 
WLS Br. 14 ("a protest of a tariff tiling did subject all rates in 
the tariff to ~. The Commission, though, in ruling 
that the shippers' pleadings did not challenge the West Line 
rates, interpreted this clause of Section 1800 to require that 
the protest, investigation, or complaint specifically challenge 
the reasonableness of the rate in question. See SFPP, L.P., 
66 FERC at 61,378 n.l4 (while Chevron's protest did include 
"a request for suspension of revised tariCt no. 16, which 
contains . . . only west line rates," the protest "pled no 
concerns with the existing rates set forth in this tarifJ"). The 
WLS object to FERC's interpretation on a general level, 
arguing that it grafts onto the statute a particularity require­
ment not found in its text. Here, too, we find the CMvrrm 
deference that we must accord to the agency's interpretation 
to be dispositive. Because we cannot say that the Commis­
sion's adjudicative interpretation is an impermissible reading 
of the statute - the statute provides, after all, that it is "the 
rate" (not the tariff) that must be subject to "protest, investi­
gation, or complaint" - we defer to the Commission's inter­
pretation. And with that interpretation in mind, we turn to 
the particular contentions of the WLS. 

a. West Line Shipper Protests 
On September 4, 1992, EPR, an East Line shipper, filed a 

protest to SFPP's Tariffs Nos. 15 and 16, and followed with 
three 811pplements that same month, one of which requested 
the suspension of Tariffs Nos. 15 and 16 and that the Oil 
Pipeline Board ("OPB" or "Board") open an investigation into 
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the same. That same month, Chevron, which shipped on both 
the East and the West Line, filed a protest to Tariff's Nos. 15 
and 16, also calling for their suspension and investigation. 

The WLS contend that because EPR's and Chevron's 
protests challenged Tariff No. 16- which listed only West 
Line rates - those protests had challenged the West Line 
rates. The Commission rejected this contention, looking 
beyond the relief requested by the protests to the shippel'B' 
substantive arguments for that relief. Examining the rele­
vant pleadings, the Commission concluded that the protesting 
shippers "raised coneerns with only three matters - fiow 
reversal, prorationing, and existing rates on SFPP's east 
line." /d.., 65 FERC at 61,378. AB "(n]othing within the four 
corners of these protests indieate{d] a eoncern with the 
existing rates on SFPPs west line," the Commission reJected 
th08e protests as a basis for denying grandfathered status to 
the West Line rates. I d. 

Our examination of the relevant pleadings convinces us that 
the Cornmis8ion correctly concluded that EPR and Chevron 
did not challenge the reasonableness of the West Line rates 
in their protests to SFPP's Tariffs No. 15 and 16. The EPR 
and Chevron pleadings scarcely mention the West Line at all, 
let alone mount an attack on the reasonableness of its rates. 
The onl11 mention of the West Line rates is found in EPR's 
first supplement to its protest: "Santa Fe's proposed Tariff 
Nos. 15 and 16 retain Santa Fe's previously effective rates for 
service on its East Line and West Line systems, but repre­
sent the first tari1Js under which product will flow in a 
reversed direction on the 'Six-Inch Line' portion of the East 
Line system from Phoenix to Tucson." In re SFPP, L.P., 
Supplement to Protest of El Paso Refinery, L.P., 1-2 (Sept. 9, 
1992) (emphasis omitted). This statement obviously concerns 
the fiow reversal on the Phoenix-Tucson pipe - not the 
reasonableness of West Line rates. Chevron's protest, as the 
Commission noted, "simply faDs to contain any statement 
indicating a challenge to existing rates on SFPP's west line." 
SFPP, L.P., 65 FERC at 61,378. The Commission thus 
reasonably concluded that t.heae protests by East Line s~ 
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pers were insufficient to render the West Line rates "subject 
to protest." EPAct § 1800(a).2 

b. Oil Pipeline Boa:rd Invutigatiun 
On September 29, 1992, in response to the prot.estB filed by 

EPR and Chevron, the OPB, pursuant to its authority under 
Section 15(7) of the ICA, 49 U.S.C. app. § 15(7) (1988), 
opened an investigation of SFPPs rates listed in revised 
Tariffs Nos. 15, 16, and 17, suspended the tarifTs for one day, 
and imposed refund obligations on SFPP. SFPP, L.P., 60 
FERC t 62,252 (1992).1 In April1993, the Commission vacat­
ed the suspension orders and the refund obligations. SF P P, 
L.P., 63 FERC , 61,014 (1900). Observing that the protests 
against the tarifrB did not challenge any change in a listed 
rate or practice (BUch as the addition of the East Hynes 
origination point or the turbine fuel service), but rather 
attAcked only existing, unchanged rates and policies (the East 
Line rates and the f1ow reversal and prorationing practices), 
the Commission concluded that the OPB lacked authority to 

1 In Angust 1900, Chevron filed a eomplaint that did specifically 
challenge the reaaonableneaa oC the West Line rate8. S• ALJ 
Decision, 80 FERC at 66,121. The WLS maintain that this 1993 
complaint should "relate back" to ita 1992 protest. We do not 
agree. Relation back is a concept born in the context oC statutee of 
limitations. Amendments to complaints are said to relate back to 
tbe date of the original complaint. Su Fed. R. Civ. P. 16(e). Even 
auuming that this suggested use of the relation back doctrlne eould 
superaede the Commission's own time limitlltiona governing amend­
ments of protests, the WLS concede that to relate back "the claim 
. .. in the amended pleading [must have] &J{iaen) out of the 
conduet, tranaaction, or occurrence eet forth . . . in the original 
pleading." Fed. R. Civ. P. 16(eX2). That clearly is not the ease 
here. AB the Co11lJ!liMion found, Chevron's initial protest "aimply 
fails to contain any statement indicating a challenge to existing 
rates on SFPP's west line." SFPP, L.P., 66 FERC at 61,378. 

a After SFPP ftled Tarit! No. 18, adding the turbine fuel service 
on the West Line, the OPB, acting pu.l"'IWUlt to a protest by 
Chevron to Tariff No. 18, instituted an investigation and eotUIOlidat.­
ed that case into the open investigation and BUBpenaion of SFPP's 
Tariffs Noe. 16, 16, and 17. SFPP, L.P., 62 FERC t 62,060 (1993). 
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open an investigation under Section 15(7) of the ICA, which 
pennits the Board only to investigate newly filed rates or 
practices. Jd. at 61,125 ("It was not appropriate for the 
Board to suspend the proposed tariff changes and initiate an 
investigation under section 15(7) when the focus of the protest 
was existing, unchanged, portions of the tariff."); 49 U.S.C. 
app. § 15(7) (1988) (limiting application to "any schedule 
stating any new individual or joint rate . . . or charge") 
(emphasis added). The Commission held that the case should 
continue as a complaint proceeding before the Commission 
under ICA Section 13(1), 1d. § 18(1), and be limited to the 
issues properly raised by EPR, Chevron. and the intervenors. 
SFPP, L.P., 63 FERC at 61,125. But as the Board "does not 
po88e88 delegated authority to order initiation of a section 
13(1) proceeding," the Commission vacated the tarifl' truSpen­

sions and the refund obligations. Id. The Commission even­
tually terminated the Board's suspension docket entirely, 
stating that matters would proceed only in the instant com­
plaint docket. SFPP, L.P., 63 FERC 1 61,275 (1~). And 
based on its conclusion that the OPB's investigation had been 
unlawfu.Dy initiated, the Commission detennined that SFPPs 
West Line rates were not "subject to investigation" for 
grandlatbering purposes. SFPP, L.P., 66 FERC at 61,~. 

Parsing with care the words of the Comm.i.ssion's counter­
mand of the Board, the WLS argue that the Commission 
never formally vacated the Board's investigation of the 
SFPP's Tariff's Noe. 16-18, and thus the rates within thoee 
tariffs - including the West Line rates -· remained subject 
to investigation in 1992, precluding grandfatbered status. 
We, like the Commission, are unpersuaded. Firat, while the 
WLS are quite right that the Commission did not, in its 
ordering clauses, vacate the Board's investigation, the ship­
pers' interpretation of the Commission's action nms head-on 
into the Commission's statement that it was inappropriate "to 
suspend the proposed taritf ehanges and initiate an inwsti­
gation under section 16(7)." SFPP, L.P., 68 FERC at 61,125 
(emphasis added). Moreover, the shippers offer no explana­
tion haw such an illvestigation by the Board could proceed in 
light of the Commission•s order that the ease would continue 
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as a Section 13(1) complaint. But even if common sense 
bowed to fonnalism and the Board's investigation remained 
~nically open, the scope of the Board's investigation -
lawful only insofar as it enforces ICA Section 15(7) - must 
be limited to newly tariffed rates or practices. See 49 U.S.C. 
app. § 15(7) (1988). As SFPP's tariffs made no clumges to 
the West Line rata (except to add the Watson enhancement 
and the turbine fuel services), the Board could not have 
investigated the West Line rates. 

We therefore conclude that FERC reasonably detennined 
that the West Line rates (except, as noted above, for the 
Watson Station enhancement and turbine fuel rates) were 
grandf'athered and therefore deemed just and reasonable 
under the tenns of Section 1803(a) of the EPAct. 

C. Ezceptitm.B to G:a11ll,.fatJ&erin 
We turn now to the WLS' contention that the rates fall 

within the exceptions outlined in Section 1803(b) and there­
fore are still open to challenge under the ICA. Seetion 
1803(b) permits a shipper to challenge a grandfathered rate if 
the shipper establishes either that (1) there has been a 
"substantial change" in the economic circumstanees or ser­
vices provided that "were a basis for the rate"; or (2) "the 
person filing the complaint" was under "a contraetual prohibi­
tion against the filing of a complaint" on the date of the 
enactment of the EPAct. EP.Arl § 1800(b). The complain­
ing shipper bears the burden of proving the existence of one 
of the circumstances triggering an exception. The Commis­
sion concluded that the WLS had not met either requirement. 
See SFPP, L.P., 68 FERC, 61,105, 61,581 (1994) (contractual 
prohibition); Opinion No. 435, 86 FERC at 61,064-71 
(changed circumstances). The shippers were therefore 
barred by the EP Act from challenging the grandfathered 
West Line rates. The WLS appeal both rulings. 

1. Substantially Changed Circumstances 

Before the ALJ and the Commission, the WLS argued that 
there were five circumstances that had substantially changed 
so as to penn it a challenge to the grand fathered West Line 
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rates, including increased throughput on the West Line and 
the impact of the Commission's Lakehead decisions on 
SFPP's income tax cost allocation. The ALJ rejected all the 
substantial change arguments. Su ALJ Decision, 80 FERC 
at 65,192-96. Concerning the claim based on throughput, the 
ALJ concluded that the evidence of a forty-percent increase 
in throughput from EPA.ct's enactment in October 1992 to 
1995 (the last year for which data was obtained), by itself, 
could not prove a change in economic circumstances. ld. at 
65,194.. Missing, according to the ALJ, was any evidence 
demonstrating that the increase in throughput produced high­
er revenues and profits for SFPP. /d. 

The Commission aflinned the holdings of the ALJ on each 
of the WLS' clairnB of BUbstantial change, aee Opinion No. 
435, 86 FERC at 61,064-71, but, with respect to the through­
put claim, did so on somewhat difl'erent reasoning, Ne id. at 
61,067-69. The Commission found that the ALJ had erTed by 
measuring change from the date of enactment of the EP Act, 
and by using data generated after the filing of the shippers' 
complaint. I d. Determining whether there has been a sub­
stantial change in economic circumstances providing the basis 
for the rate, the Commission held, requires comparing (a) the 
period before the rate first became effective (the basis for the 
rate) with (b) the period starting on the date of enactment 
and ending on the date of the complaint. ld. The WIE 
substantial change claim baaed on increased throughput failed 
because the shippers measured changed circumstances 
against the "wrong base period" and with pos~mplaint 
evidence. ld. at 61,069. To establish a substantial change, 
FERC held, the shippers should have compared the period 
before the West Lble rates became effective in 1989 to the 
period between Oetober 24, 1992 (EP Act's enactment) and 
August 7, 1900 (the date of Chevron's complaint). 

The shippera contest neither the Commission's interpreta­
tion of the substantial change provision of EP Act, nor its 
conclusion that the shippers lailed to demonstrate a substan­
tial change under that standard. The WLS do, however, 
maintain that the Commisaion's ruling employed a "newly 
articulated standard" and that they are, therefore, entitled to 
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a remand so that they may have an opportunity to litigate 
under the Commission,s "new" evidentiary requirements. 
WLS Br. 23. We reject this contention. 

Even before the Commission annowteed this interpretation, 
the correct points of comparison in a substantial change 
analysis were clear from the race of the statute. 'llte statute 
~ a shipper to show a change in economic circum­
stances "which were a basis for the rate." EPAct § 1803(b). 
AB the Commission noted in its Opinion No. 435, this phrase 
could only mean "the basis upon which the rate was last 
considered to be just and reasonable, either as a filed rate, a 
settlement rate, or one for which the Commission has made a 
legal determination., Opinion No. 435, 86 FERC at 61,068. 
Any other moment in time would lack "correlation to the 
economic circumBtances that were the basis of the rate at the 
time it was designed." I d. 

The textual clues to the second point of comparison are 
perhaps less obvious but no less certain. The statute pro­
vides that "[n]o person may file a complaint ... unless . .. 
evidence is presented . . . which establishes that a substantial 
change has oceurred after the date of . . . enactment." 
EPA.ct § lBm(b}. From the "after the date of enactment" 
language we are given the earliest point at whieh a shipper 
may show a substantial change. The closing date for evi­
dence is the day the complaint is fiJed; this conclusion follows 
from the language providing that no "complaint" may be filed 
unless "evidence is presented" with the complaint that dem­
onstrata that a substantial change "has occurred." AB the 
Commission stated, "[i]t is diflicnlt to see how language that 
so explicitly uses the past tense could apply to evidence that 
would be developed at some indeterminate time after the 
complaint is filed." Opinion No. 435, 86 FERC at 61,069. 
Because the foregoing requirements of the statute are clear 
from its face, the shippers had adequate notice or the stan­
dard they were required to meet. See, e.g., Midtec Paper 
Carp., 857 F .2d 1487, 1510 (D.C. Cir. 1988) (rejecting petition­
er's argument that it had inadequate notice specific evidence 
was required to support its complaint where the text of the 



19 

regulations at issue "clearly indicates" that such evidence was 
to be considered).• 

The WLS also argue that the Commission erred in reject­
ing their argument that the Commission's decision in Lake­
head PitM Line Co., L.P., 71 FERC t 61,338 (1995) (Lake­
head}, reh!g dmitd., 75 FERC t 61,181 (1996) ("La.UMad 
I r), insofar as it changed the ability of limited partnerships 
like SFPP to include certain income tax allowances in their 
cost of service, represented a 8Ubstantial change in SFPP's 
economic circumstances. The Commission reasoned that the 
mere existence of the Lakela6ad. policy, without any showing 
how the application o( that policy aft'ects the economic basis 
(or the rates, cannot constitute subetantially ehanged circum­
stances. Su Opinion No. 435, 86 FERC 61,~71. In light 
of our conclusion below that aspects of the Commission's 
LakeMa.d policy are arbitrary and capricious, we think the 
best course is to remand this claim to the CommiABion for 
further consideration in light of our disposition in this case. 

• COMOlidaUd Edi.Mm Co. 1'. FERC, 316 F .8d 316 (D.C. Cir. 2000) 
and the other aaee cited by the ahippers (tee WLS Br. 23) are 
diatinguiahable. Thoee euee stand for the unremarkable propolli­
tion that when an agency abandons ita own precedent in the course 
of an adjudication, the new rule may be applied ret:road:ively to the 
parties only 1110 long u the parties . . . are given notice and an 
opportunity to offer evidence bearing on the new standard." 316 
F .3d at 323 (citing Ho.tcJ& 11 FERC, 664 F .2d 826, ~ (D.C. Cir. 
1981)). Here, FERC did not abandon ita own preeedent. ShipperB 
point to So.'PIIM Diltrib. Co. 11 Dizie ~ Co., 71 FERC 
161,206 (1996), n.\~ dAied, 76 FERC , 61,264 (1996), but tllat 
ruling - iuued nearly two yean after Cbev.ron's complaint was 
filed, aDd aevera1 montba after the partieB had submitted tMlr 
direct c:uee to the ALJ, a. ALJ Deciaion, 80 FERC at 66,121-
stands eolely for the proposition that, to make out a lltlbetantial 
change under EPAet Section llm, the complainant mU.It show aome 
change in l'!imunatances since the enactment of tbe EP Ad.. Sa 
Sm&W Dim-ib. Co., 71 FERC at 61,764 ("Comparillon8 of data for 
1987 to data for 1998 cannot be the buia for showing a clw1ge in 
economic dreumstancee llinee enactment of the EP Act."). That 
holding is entirely eoblistent with the holding of Opinion No. 436. 
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2. Contro.ctual Prohibition 

The WLS next contend that they may challenge the grand­
fathered West Line rates because they fit within the "contrac­
tual prohibition" exception. That exception allows a shipper 
to ehallenge a grandfathered rate when "the person filing the 
complaint was under a conb'actua1 prohibition .against the 
filing of a complaint which was in effect on the date of 
enactment of [the EPAct.] and had been in efl'ecl. prior to 
January 1, 1991." EP Act § 18m(bX2). N avl\}o, as a part of 
an earlier settlement with SFPP, was subject to such a 
prohibition and thus was permitted to file a complaint against 
the West Line rates without demonstrating substantially 
changed circumstances. Su SFPP, L.P., ~ FERC t 61,~, 
61,254 (1994). Navajo, however, reached another seWement 
with SFPP and withdrew its complaint against the pipeline. 
SFPP, L.P., 79 FERC 168,014 (1997). The Commi.ssion then 
tenninated the Navajo complaint proceeding. SFPP, L.P., 80 
FERC , 61,088 (1997). 

The WLS nevertheless argue that they, too, should not 
have to show substantially changed circumstances. First, 
they assert that Nav~o's invocation of the contnLctual prohi­
bition exception effectively vitiated the West Line rates' 
grandfathered status as to aU complaining shippers. See 
WLS Br. 18 ("The 'grandtathered' status of the West Line 
rates . .. was thus revoked."). Alternatively, the WLS argue 
that because the ALJ conditioned Nav&Jo's "withdrawal of the 
complaint" on "not prejudic[ing] in any way the status and 
rights of any other participants in this proceeding," SFPP, 
L.P. , 79 FERC at 65,176, the other complaining shippers 
should be able to pursue their complaint as if NavaJo had not 
withdrawn - that is, without showing substantially changed 
cireumstances. The Commission rejected both of these argu­
ments. From the first, the Commisaion recognized that the 
contractual prohibition exception is party-specific. "Because 
neither Chevron nor ARCOtrexaco was subject to a contrac­
tual bar [as was Navlijo), it follows, under the plain meaning 
of the language of the statutory provision, that the complaints 
of Chevron and ARCO/I'exaco (must show substantially 
changed circwnBtances]." SFPP, L.P., 68 FERC at 61,581. 
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As for the shippers' claim that they had been prejudiced by 
Nav!ijo's withdrawal, the Commission concluded that the con­
dition on N aVJJo's settlement applied only to "the integrity of 
the record." Opinion No. 436,86 FERC at 61,073. 

We agree with the Commission. The language of Section 
1800(b)(2) is quite obviously party-specific. EPAct. 
§ 1800(b)(2) ("tM pmron filing tM complaint was under a 
contractual prohibition") (emphasis added). An interpreta­
tion, like that BUgge8ted by the WLS, that would allow other 
shippers to piggyback on the status of a contractually­
prohibited shipper, conflicts not only with the plain language 
of the statute, but also with Sec:tion 1800's overarching pur­
pose of limiting litigation over pre-EP Act. rates. On the 
other hand, the Commiaaion's interpretation - limiting the 
exception to tboee parties actually contra.etually prohibited 
from complaining - is entirely consistent with the statute 
and therefore reasonable. We also find no merit to the WLS' 
claim that they were somehow preJudiced by NawJo's settle­
menl After examining the relevant proceedings, BBe SF PP, 
L.P., 79 FERC at 65,176, we think it clear that the ALJ, in 
implicitly promising that NaVI\io's withdrawal would not 
"prejudiee . . . the status and rights of any other participants 
in proceeding," was referring only to the evidence that N ava­
jo had placed into the administrative record. 

II. The East Line 

SFPP's East Line rates were not grandfathered under 
§ 1800 of the EP Act, as EPR, as an ELS, had challenged 
them in the same September 1992 complaint in which it had 
protested SFPP'e flow-reversal on tbe six-inch Hne. They 
were therefore "subject to protest, investigation, or com­
plaint" within the year prior to the EP.Act's enactment. 
Nav~o later ftled its own complaint against the East Line 
rates, and the Com.mission proceeded under the ICA, which, 
in Seetion 15, empowe:rs the Commission to set aside rates it 
finds "unjust or unreasonable," and to "detennine and pre­
scribe what will be the just and reasonable . . . rates, fares or 
charges to be thereafter observed." 49 U.S.C. app. § 16(1) 



22 

(1988). The ALJ evaluated SFPP's East Line rates pursuant 
to its cost of service regulations, 18 C.F .R. § 346.2 (2004), 
found them unjust and unreasonable, and proceeded to set 
new ones in their plaee. ALJ Decision, 80 FERC at 65,122-
191. The Commission substantially affi.nned the ALJ's deter­
mination in Opinion No. 435. 86 FERC at 61,084-111. Un­
der the Commission's rat;e.(}f-return methodology, this in­
volved detenninations oC SFPP's embedded capital costs, its 
yearly operating expenses, allowances for other costs, and ita 
appropriate rate of return. See 18 C.F.R. § 346.2(c). 

The proceedings before the Commisaion were complex. and 
many of the issues it decided in setting new East Line rates 
(and in determining that the previous rates were unjust or 
unreasonable) have not been challenged AP. relevant to our 
review, the parties dispute only four discrete issues regarding 
the Commission's East Line rate-setting: (1) the starting rate 
base to which SFPP was entitledi · (2) what tax allowance, if 
any, should be factored into rates; (3) the proper means of 
recovery, if any, of SFPP's litigation expenses; and (4) the 
treatment of SFPP's claimed expensee for reconditioning 
portions of the East Line. 

The court reviews the Commission's ratemaking decision to 
detennine whether it was arbitrary and capricious. s~e Asso­
ciation of Oil Pipelina v. FERC, 83 F .3d 1424, 1431 (D.C. 
Cir. 1996) C"AOPV'), according special deference to the Com­
mission's expertise, id. at 1431; tee al3o In re Ptrrmian Basin 
Am~ Rate Ques, 390 U.S. 747, 790 (1968). The court thus 
examines the Commission's ratemaking decisions to deter­
mine whether the Commission has examined the relevant 
data and articulated a rational connection between the facts 
found and the choice made. AOPL, 83 F .3d at 1431. The 
Commission must "cogently explain why it has exercised its 
discretion in [the] given manner." E=an CO'rp. v. FERC, 206 
F .3d 47, 54 (D.C. Cir. 2000) (quoting Motur Vehicle Mfrs. 
.Ass'n of U.S .• Inc. v. State Farm M'ld. Auto. Ina Co., 463 
u.s. 29, 48-49 (1983)). 
A. Starting Rate Base 

The Commission decided that to measure SFPP's overall 
investment upon which it is entitled to a return, SFPP should 



use its December 19, 1988 capital structure. Opinion No. 
435-A, 86 FERC at 61,508-00. In assessing the value of a 
pipeline's invested capital, the Commission's approach -
stemming from its opinion in William& Pipeline Co., 31 
FERC t 61,377 (1985) ("Opinion No. 154-B") - weighs equi­
ty and debt-ftnanced capital investments made prior to 1985 
differently, and SFPP contends that the Commission used the 
wrong historical ratio between the two in setting the starting 
rate base. 

Some explanation of the "starting rate base" concept and 
its history is nece88U'Y· Prior to June 28, 1985, the rate base 
to be included in oil pipeline cost of semce analysis was 
calculated under an Interstate Commerce Commission 
("ICC") valuation method, which combined elements of origi­
nal and reproduction cost. In Faml81'8 Union Central Ez­
ckange, Inc. v. FERC, 684 F .2d Q, 417-20 (D.C. Cir. 1!178) 
("Fa'f"r116r8 I"), the court expressed concerns about the ICC's 
valuation methodology, particularly its tendency to ovenralue 
888ets so as to "exceed(] investment by a substantial 
amount." /d. at 415. After the Commission proposed to 
continue to use the ICC's valuation method in Williams 
Pipeline Co., 21 FERC t 61,260 (1982), the court, on review 
from that decision, remanded the ease in Farm6'r8 Union 
Ctmtral Ezclumge, Inc. v. FERC, 734 F .2d 1486, 1510-14 
(D.C. Cir. 1984) ("Farrrum~ IM, and directed the Coiiliililsion 
to consider alternatives, noting the widespread agreement 
among many experts that the ICC's method "lacks any 
economic rationale." ld. at 1511 (internal citation omitted). 

On remand from FafTMf'l II, the Commission developed its 
current "trended original cost" method Opinion No. 154-B, 
31 FERC at 61,883-a6. This method starts from the original 
cost of a pipeline's 888ets but smooths out depreciation and 
equity recovery over the life or the pipeline, thereby avoiding 
the front-loading problems associated with a depreciated orig­
inal cost methodology. Making the BWitcll to this "trended 
original coat" metJwd required the Commission to account for 
investments in exi8tence at the time or the change. Under 
the ICC's valuatJon rate base methodology, many or these had 
been valued substantially above investment ~t. Su Farm-
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87'8 I, 584 F .2d at 415. Setting their value to depreciated 
original coet would, in many eases, have significantly de­
creased their valuation for rate-Betting purposes. See Opin­
ion No. 154-B, 31 FERC at 61~. To mitigate any abrupt 
reduction in pipeline earnings resulting from the change, the 
Commission permitted a one-time rate base ll(ijustment­
creating a so-ailled starting rate base- calculated by par­
tially continuing the ICC's valuation method to the extent of a 
pipeline's equity ratio, but 888e88ing its rate base at depreci­
ated original cost to the extent of its debt ratio. Opinion No. 
1M-B, 31 FERC at 61,835-37. Because the stated purpose 
of this approach was to protect the expectations of investors 
who had invested prior to the switch, the Commission deter­
mined that the relevant debt-to-equity ratio would be a 
pipeline's capital structure as of the date of Opinion 154-B, 
June 28, 1985, rather than ita eapital structure at the time 
rates are set. Su Willia?M Pipelim Co., 33 FERC t 61,327, 
61,640 (1985) ("Opinion No. 154-C"). 

The court has never reviewed the reasonableness of the 
Commission's Opinion No. 154-B methodology, nor need we 
do so now, as no party has challenged whether that approach 
is faithful to the court's remand order in Fa1'TI181'8 II, 734 
F .2d at 1511-21. The ELS support the Commission's appli­
cation of the Opinion No. 154-B methodology, and SFPP 
contends only that the Commission's use of December 19, 
1988 rather than June 28, 1985 as the relevant snapshot of 
the pipeline's capital structure is not faithful to Opinion No. 
1M-B and its progeny. We tum, then, to SFPP's contention 
that the Commission acted arbitrarily and capriciously, and 
departed from past precedent without adequate explanation, 
in rejecting use of the actual June 28, 1985 capital structure 
of the Santa Fe Southern Pacific corporation ("SFSP"), the 
pipeline's then-parent. 

SFPP did not yet exist in 1985, and its predecessor corpo­
ration, Southern Pacific Pipelines, Inc. ("SPPL "), was a whol­
ly-owned corporate subsidiary of SFSP. SPPL therefore had 
a 100% equity structure, and no party urged the Commission 
to use that capital strocture to calculate SFPP's starting rate 
base. SPPL's parent, SFSP, was capitalized at 78.29% equity 
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and 21.71% debt at the time, and SFPP urged the Commis­
sion to follow Opinion No. 154-B's instnlction to use the 
parent's capital structure to calculate the starting rate base. 
Initially, in Opinion No. 435, 86 FERC at 61,~90, the 
Commission took the position that the 1988 settlement agree­
ment between SPPL and several of its shippers, which had 
last set the pipeline's rates, required the use of SFSP's 
capital Hb'ucture in the starting rate base. On rehearing in 
Opinion No. 485-A, however, the Commission decided that 
the settlement did not preclude it from independently examin­
ing SFPP's capital strueture aft.er the rates set by the 
settlement expired. The Commission determined that 
SFSP's capital structure should not be used in the starting 
rate base calculation beeause SFSP's high equity component 
in June 28, 1986 did not "accurately reflect( 1 the risks of 
SFPP's underlying operations," and there was a "significant 
difference in the nature of the pipeline's operations and those 
of ita parent company on June 28, 1985." Opinion No. 435-A, 
91 FERC at 61,604-«). 

SFPP contends that Opinion No. 154-B requires, in cases 
where a pipeline is owned by a parent company and therefore 
does not iuue debt in its own name, the use of a parent 
company's capital structure as of June 28, 1985. Opinion No. 
154-C, which clarified Opinion No. 154-B, does contain the 
instruction tJ1at "the capital structure to be U8ed in detennin­
ing the starting rate base is as of the date of Opinion No. 
154-B (June 28, 1986)." 88 FERC at 61,640. The Commis­
sion quatified that approach, however, in AROO PipeliM Co., 
52 FERC , 61,056, 61~ (1990), where it began applying 
its precedents from the rate-of-return context- in which it 
first examines whether a parent company's capital structure 
is representative of its subsidiary's risk level before imputing 
it to the subsidiary - to the capital structure used in the 
starting rate base calculation. While the Commission in 
AROO ended up using the corporate parent's actual capital 
structure, it indicated that its decision to do so hinged on 
"whether the capital structure is representative of the pipe­
line•s risks." /d.. at 61,233. 
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ARGO did not contain much by way of explanation about 
why the representativeness of a parent•s capital structure to 
the pipeline's risks should matter; its relevance to the start­
ingrate base, where the equity component is standing in as a 
measure of investor reliance on the old ICC valuation method, 
appears less obvious than in the rate-of-return context, where 
pipelines receive different returns on debt and equity to 
compensate for their different risk levels, Bee, ~.g., Kuparuk 
Tmmport.ation Co., 55 FERC , 61,122, 61,3$-78 (1991); 
Alabama-Tenneuu Natural Goa Co., 26 FERC , 61,151, 
61,417-18 (1983). But the Commission's basic premise that a 
capital structure representative of a pipeline's risks mwrt. be 
used in the starting rate base calculation is not at issue, for 
SFPP concedes that the Commission can depart from a 
parent's actual capital strud:ure it it iB "not ... representa­
tive of the pipeline's risks." SFPP Pet. Br. 17. SFPP's 
challenge goes only to whether the Commission made a 
reasoned decision applying that standard, and nothing about 
the Commission's determination of SFPP's, SPPL's, and 
SFSP's relative risk levels was arbitrary or capricious. 

The Commission noted that the bulk of SFSP's business 
was in the railroad, tnlclring, and mineral exploration indus­
tries, which faced substantiaDy higher amounts of competition 
than the pipeline, a regulated "monopoly for the entire peri­
od" guaranteed a fair rate of return and "sufticiently secure 
that it proposed to undertake a major expansion beginning in 
1985." Opinion No. 485-B, 96 FERC at 62,067. Most impor­
tantly, the Commission had a powerful piece of evidence of 
the pipeline's relatively low risk level: ita initial public offer­
ing. When it first became a stand-alone entity on December 
19, 1988, SFPP was able to adopt a capital structure financed 
with 60.74% debt and 39.26% equity. This strongly BUggeStB 
a market judgment that the pipeline was significantly less 
risky than SFSP, which was financed with 78..29% equity and 
21.71% debt. The Commission's view that SFPP's equity 
level as of its initial public offering more "accurately re­
flect[ed] the pipeline's risk" than that of its previous parent 
was based upon a reasoned view that "the financial market's 
perceptions of the pipeline's risk," as demonstrated through 



an "anns length public offering," provide an accurate esti­
mate of an entity's risk level. 96 FERC at 62,068. SFPP 
misses the mark when it states that there is no single capital 
structure dictated by the market, for although other reason­
able debt-equity ratios might have been adopted for SFPP, 
none would have market imprimatur. The reasonableness of 
the Commis8ion's position is confirmed by the very different 
nature of the respective entities' business operatiol18 and the 
stark contrast between the capital structures each adopted. 
The same reasoning explains the Commission's choice to use 
December 19, 1988, the date of SFPP's initial public offering, 
as the relevant snapshot of itB equity level, hardly an arbi­
trary date given itB reliance on the judgment of the financial 
marketB. 

SFPP maintains, however, that by adopting SFPP's De­
cember 19, 1988 capital strueture for purposes of the starting 
rate base calculation, the Commission improperly applied it 
"retroactively," thereby denying the pipeline a fair chance to 
bring itself in line with the capital structure hypothesized. 
The Commiuion's use of the December 19, 1988 capital 
structure was predicated on the conclusion that it was repre­
sentative of the pipeline's risks in 1988, and that there were 
"no rational grounds here to believe that SPPL's operations 
or business substantially changed between June 28. 1985 and 
December 19, 1988." Opinion No. 430-B, 96 FERC at 62,067. 
SFPP pointB to nothing that suggests otherwise. The start­
ing rate base is an element of the determination of the 
prospective rates "fn dispute in this proceeding," and the 
Cornm.isaion was neither altering past rates nor seeking to 
recover the pipeline's past losses in future rata; rather, it 
was determining a just and reuonable valuation of the pipe­
line's investment for the purpose of setting present 1'8t81. As 
such, there was nothing "retroactive" about the Commission's 
setting of the starting rate base. 

Because the record contained sufficient evidence on which 
the Commission could find that SPPL faced significantly 
lower risks than SFSP in 1985, and SFPP concedes that the 
Commission may depart from an actual capital struc:ture in 
the starting rate base formula where it is not representative 
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of a pipeline's risks, the court has no occasion to decide 
whether the Commission improperly relied on non-record 
material from Moody's Transportation Manual regarding the 
poor financial condition of the Southern Pacific Railroad 
during the relevant period. Nor need we decide whether the 
Commission's other basis for departing from SFSP's 1985 
capital structur&-its concern that SFSP's 78.29% equity 
component would yield an exorbitantly high starting rate 
base-would suffice to uphold its decision. Aceordingly, we 
affinn the Commission's starting rate base decision. 

B. Coat lsBUU 

1. Income Ta.z Allowance 
As one element of the cost of service allowable to SFPP, 

FERC included a 42.7% income tax allowance reflecting the 
interest in the regulated entity held by a subchapter C 
corporation. AD petitioners assigned tJtis tax allowance as 
error. The shipper petitioners, and intervenors supporting 
them, allege as error the recognition of any income tax 
allowance as SFPP is a Iimitro partnership that pays no 
income taxes. SFPP alleges as error the denial of a full 
income tax allowance. Because FERC has not established 
that its 42.7% allowance is the product of reasoned dedsion­
making and indeed has provided no rational basis for this 
part of its order, we find that allowance to have been errone­
ous and we vacate. 

There is no question that as a general proposition a pipe­
line that pays income taxes is entitled to recover the costs of 
the taxes paid from its rarepayers. We explained this propo­
sition thoroughly in City of~ v. FERC, 774 F.2d 
1205 (D.C. Cir. 1985) (Scalia, J.). While we will not fully 
discuss the analysis set forth in that decision, we will briefly 
review the basic principles as background for the current 
controversy. 

The Commission must ensure that the rates of jurisdiction­
al pipelines are just and reasonable." I d. at 1207 (quoting 
15 U.S.C. § 717e(a) (1982)). This means that using the 
principles of cost of service ratemaking, Commission-
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approved rates must yield "sufficient revenue to cover all 
proper costs," and provide an appropriate return on capital. 
/d. (citing Pub. Sfml. Co. of New MBZico v. FERC, 663 F ..2d 
681, 683 (D.C. Cir. 1981)). Taxes, including federal income 
taxes, are costs. See id. at 1207. The difficulty in the 
application of this seemingly straightforward principle arises 
when "the utility is part of a consolidated group," only a 
portion of which is regulated. /d. Histnrically, the Comm.is­
Bion has employed two differing methodologies for attribution 
of tax costs in dealing with this difficulty. Again, City of 
Ch.arlottelrvilk provides the background for understanding 
the two methodologies. Under the older, "flow-through" 
methodology, the Commission "derive{d] an effective tax rate 
by detennining the ratio of each [regulated] pipeline's taxable 
income to the total taxable income of all affiliates, multipijied] 
this fraetion by the group's consolidated tax liability, and 
divide{d] this figure by the pipeline's taxable income." ld. at 
12m. Under the more recently derived "stand-alone" meth­
odology, the CommiBirion has sought to segregate the regulatr 
ed utility, then detennine "the taxable income and deduetions 
. .. specifically attributable to the utility's jurisdictional activ­
ities." Id. Under this approach, the Commis6ion then ap­
plies "the statutory tu rate . . . to the tax base to yield the 
stand-alone tax allowance." I d. The present controversy 
arises from the f'ad that neither of these historic methods can 
by its tenns be literally applied to the rates of SFPP. 

The name of the jurisdictional pipeline operator explains 
the origin of the dif!lculty. SFPP, L.P., is a limited partner­
ship - specifically a publicly-traded one. Both the flow­
through and stand-alone methodologies preamne taxable in­
come generated by the regulated entity. Each arose in the 
context of corporate ownership of a jurisdictional pipeline by 
a tax-paying corporation which is part of an atmi&Ud group. 
Shipper petitioners concede that were SFPP a Bllbchapter C 
corporation, a tax allowance would be appropriate in order "to 
insure that the regulated entity has the opportunity to earn 
its allowed return on equity." Lak61uJod. 71 FERC at 62,314. 
But a limitm partnership operating jurisdictional pipelines 
incurs no income tax liability. 26 U.S.C. § 7704(d)(l)(E). 
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Therefore, shipper petitioners contend there is no rational 
basis lor FERC to approve an income tax allowance for a 
limited partnership that inC1Il'B no income taxes. Thus, ship­
pers argue, FERC erred in allowing even a 42.7% tax allowance 
in the rates of SFPP. 

Shippers raised this argument before the Commission and 
the Commission discussed it in Opinion No. 435. See 86 
FERC at 61,101-m; BM also Opinion No. 435-A, 91 FERC at 
61,508-00; Opinion No. 435-B, 96 FERC at 62,0'77-78. In all 
of it.s iterations, FERC's discuesion of the issue has been in 
tenns of the "Lak6h.ead policy." FERC first announced that 
policy in LakeMad, 71 FERC '61,338, and offered certain 
clarifications of the policy in LakeluJad II, 75 FERC f 61,181. 
That ease also involved ratemaking of a limited partnership. 
In Lakelurod, the Commission declared that where a regulat­
ed pipeline is a non-taxed limited partnership, it will not be 
permitted the same tax allowan~ 88 it would if the pipeline 
company were a corporation. However, FERC further ruled 
that where the limited partne.rsbip includes corporate part­
ners, it would treat the partnership 88 being "in essence a 
division of each of it'B corporate partners" for purposes of 
detennining an income tax component in the partnership's 
cost of service computation. Lak6JuJo.d, 71 FERC at 62,315. 
Importantly, FERC's opinion in ~ was never subject­
ed to judicial review, and neither this court nor any other 
circuit has ever passed on the validity of the ~head policy. 
Therefore, while FERC may deem itself bound to follow that 
policy, we are not so bound and consider itB validity for the 
first time in this application. All petitioners urge us to ~ect 
it in whole or in part, though for difl'ering reasons. 

Commencing with the assumption that it should apply the 
~ policy to SFPP's ratemaking, FERC considered 
the question before it to be the determination of how that 
policy applied to a limited partnership composed of one 
partner (or partners) that is a subchapter C (taxpaying) 
corporation and other partners that are not subchapter C 
corporations but rather individuals, 8Ubchapter S corpora­
tions, trusts, or other entities that do not incur corporate 
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income tax. FERC's analysis is rooted in the rationale 
offered in Lakslw:Jd, discussed in the ALJ Decision, su 80 
FERC at 65,179, and adopted by the Commission in Opinion 
No. -'35, see 86 FERC at 61,102. The Commission bases that 
rationale on the "double taxation" incurred in the context of 
subchapter C corporations, in which the profitmaking corp<>­
ration is liable for corporate income tax and the shareholders 
of the corporation are individually Hable for their individual 
income tax on dividends generated by the profitmaking corp<>­
rations.6 The Commission in ~Mad ruled that "because 
the corporate tax is an extra layer of taxation, the Commis­
sion includes an element for the corporate taxes in the cost­
of-service to insure that the regulated entity has the opportu­
nity to earn its allowed return on equity." 71 FERC at 
62,314. This same rationale guided the Commission's compu· 
tation of tax allowance for the nontaxpaying limited partner­
ship, including one or more 8Ubchapter C partners, through­
out the ~ administrative litigation and the SFPP 
ratemaking now before ua. Because SFPP, Inc., a subchap­
ter C corporation, held a 42.7% interest6 in the SFPP lbnited 
partnership, the Commission included in the cost of service 
computation for SFPP, L.P., a 42.7% allowance for income 
taxes that would have been incurred had the pipeline's jlJri.s.. 
dictional earnings been subject to corporate taxation. 86 
FERC at 61,108. 

Shippers contend that FERC erred in including this income 
tax allowance, arguing that the ALJ was correct that because 
no income taxes have been or will be paid on SFPP's partner­
ship income, the inclusion of an income tax allowance in the 
coat of service constitutes allowance for "phantom taxes." I d.. 
SFPP, on the other hand, contends that the 42.7% allowance 

6 In our discuaaion of the double-tuation rationale. we are adver­
tent to actual and proposed ebaDgee in corporate and dividend 
tautioD occurring after the ratem•king we now review. In view of 
the timing ol the rab!malring, aDd of our resolution of this iaaue, no 
such ehanges are germane to our further analysis. 

e A 41.7% limited partner8hip interest and a 1% general partner­
ship interest. 
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is in fact inadequate to reflect cost of service. It argues that 
the Lakeh£ad policy results in an understatement of the 
appropriate income tax allowan~ and that the Commission 
should have applied a version of the "stand-alone" methodolo­
gy discussed above, treating the regulated entity as if it alone 
were responsible for taxes which would have been incurred on 
the same income had the jurisdietional pipeline been a taxable 
corporation. 

Because we conclude that FERC's rationale does not sup­
port its conclusion, we hold that inclusion of the 42.7% income 
tax allowance in the cost of service computation was errone­
ous and we vacate FERC's order to that effect. We further 
conclude that SFPP's argument& are not well-taken and 
naject the proposition that FERC should have included the 
100% allowance that SFPP seeks. We farther conclude that 
the shipper petitioners offer a convincing analysis consistent 
with ratemaking principles and governing law, and that on 
the record before us SFPP iB entitled to no allowance for the 
phantom income taxes it did not pay. 

We eannot conclude that FERC's inclusion of the income 
tax allowance in SFPPs rates is the product of reasoned 
decisionmaking. In LfJUMad, 88 re-adopted in the opinion 
before us, the "reasoning" consists of a recitation of separate­
ly unassailable statements that do not together conatitute a 
syllogism leading to the concluaion purportedly based on 
them. The Commission in~ reasoned that: 

1 Under cost-of-service ratemaking principles a regu­
lated company is entitled to rates that yield sufficient 
revenue to cover its appropriate costs. 
2. Income tax allowance is no different from the allow­
ance for any other costs. 
a. When the regulated entity is organized 88 a corpora­
tion, its revenues are taxed at the corporate tax rate and 
the earnings of the owners (shareholders) of the corpora­
tion are then taxed on dividends at their particular rate. 

71 FERC at 62,314. 
To that point the Commission's statements are unassaila­

ble. However, the Commission follows these statements with 
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a rather cryptic statement "Because the corporate tax is an 
extra layer of taxation, the CoiDIIliBsion includes an element 
for the corporate taxes in the cost-of-serviee to ensure that 
the regulated entity has the opportunity to earn its allowed 
return on equity. However, there is no allowance for the 
taxes paid by the owners of the corporation." /d. Again, the 
second of these two sentences is inarguable, but it is not at all 
clear what the CommiMion means by the first It would 
seem to follow from the Commission's own reasoning in the 
preceding elements or analysis, 88 well 88 fundamental princi-

, ples of ratanaking, that if the corporate tax is to be included 
in the cost-of-service, it is not because it is "an extra layer of 
tuation," but rather beeause it is a C06t. I cl.. In the Com­
mission's own words, a tax allowance is "no different from the 
allowance for any other costs." ld. Presumably whatever 
tax rate was applicable to a tax-paying regulated entity would 
be included in the cost-of-service analysis, nor does anything 
said by the Commission in Lak6Mad or in the opinions before 
us dispute that presumption. From this line of "reasoning," 
FERC proceeded to conclude that the limited partnership 
operating a jmisdietional pipeline "is entitled to an income tax 
allowance with respect to income attributable to its corporate 
partners." /d.. The only further explanation that FERC 
offers for this conclusion is "when partnership interests are 
held by corporations, the partnership is entitled to a tax 
allowance in its cost-of-service for those corporate interests 
because the tax costs will be passed on to the corporate 
owners who must pay eorporate lneome taxes on their allocat­
ed share of income directly on their tax returns." /d.. 

The Commission then goes on to "conclude{ 1 that [the 
limited partnership pipeline] should not receive an income tax 
allowance with respect to income attributable to the limited 
partnership interests held by individuals . . . because those 
individuals do not pay a corporate income tax." Jd.. at 62,315. 
Presumably, however, the individual owners pay individual 
income taxes. Also, presumably many owners (shareholders) 
of corporate holders of llinited partnership interests will not 
be paying taxes on dividends as corporations often do not 
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generate dividends.7 In the original Lakehead opinion, the 
Commission had little further to say about why it distin­
guished between the corporate taxes of corporate unit holders 
and the individual income taxes of individual unit holders. In 
Lakehead II, and in the opinions we review today, the Com­
mission did offer some attempt to explain the distinction. 

In ~Mod II, FERC considered the argument ol the 
Lakehead limited partnership that the Commission's refusal 
to grant a tax allowance reflecting the tax liabilities of an 
limitOO partnership unit holden, whether or not each holder 
was a subchapter C corporation, did not comport with the 
Commission's own "actual taxes paid" rationale, because the 
Commission, under the "Btand-alone" tax policy discussed 
above, would permit "a regulated entity to collect a fair tax 
allowance even where no actual tax liability is incurred" 
Lalcsi&Md II, 75 FERC at 61,594. LalcsMOO. II went on to 
argue that under this rationale, even if the jurisdictional 
entity is a non·taxed limited paltntnhip, "rate payers should 
be responsible for the tax liability otherwise associated with 
the revenue generated from the jurisdictional activities, with­
out regard to any actual amount paid to the IRS." I d. In 
rejecting the argument, the Commission stated, no doubt 
correctly, that in the case of a jurisdictional corporate subsid­
iary of a corporate group, "the allowed equity return gener­
ates an acl.ua1 tax liability for the pipeline that must be paid 
U> the IRS, either in cash or through the use of another 
member's deductions . . . . [E]ither way, the tax liability of 
the jurisdictional company is a real cost of providing service." 
/d. at 61,595 (citing NCYrtl&ern Bcml.m- Pipeline Co., 67 FERC 
t 61,194, 61,110-11 (1994)). As applied w tax liability gener­
ating corporate subsidiaries engaged in jurisdictional a.ctivi· 
ties, the Commission's statement is again quite defensible, 
when such a subsidiary does not itself incur a tax liability but 
generates one that might appear on a consolidated return of 

7 AJJ noted in n.5, rupra. changes in tax laws subsequent to the 
Commis&ion'a opinion herein may further affect the asymmetry of 
including in ratemaldng allowance for the corporate tax of corporate 
unit holders but not the individual tax of individual unit holders. 
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the corporate group. The diffieulty arose when the Commis­
sion attempted to take the next step and explain why this 
reasoning applied to an entity that is a non-taxable limited 
partnership and to justify discriminating between allowances 
for the tax liability of corporate unit holders and the tax 
liability of those l1Dit holders who are individuals or otherwise 
not subchapter C corporations. The Commission's reasoning 
on that point extends for two more paragraphs, but is sum­
marized in the following statement immediately following the 
last quoted language from Lakeh«Jd. II: 

In contrast, there is no corporate tax liability associated 
with individual partners' equity return and therefore it is 
not appropriate to a1Jow Lakehead to collect for such 
amounts in its C08Wf-service. 

I d. This does not supply reasoning for differentiating be­
tween individual and corporate tax liability. It is merely re­
stating the proposition that the Commission is so differentiat­
ing. Otherwise stated, the Commission is once again simply 
declaring: we are including a tax allowance for corporate tax 
liability; we are not allowing a deduction for individual in­
come tax liability. To re-phrase a proposition is not the same 
as supplying supporting reasoning. In short, the Commis­
sion's opinions in Lakelulad do not evidence reasoned deci­
sionmaking for their inclusion in cost of service of corporate 
tax allowances for corporate unit holders; but denial of indi­
vidual tax allowances reftecting the liability of individual unit 
holders. 

Nonetheless, we could BUBtain the Commission's decision if 
the opinions we review had added the reasoned decisionmak­
ing larking in ~MOO. They do not. Before the court, the 
Commission's counae1 argues that the distinction is justified 
in the reasoning offered by the ALJ in the portion of his 
decision atlinned by the Commiuion. The ALJ, attempting 
to apply the I.A.UitMJd poliey, had reasoned that "investors in 
a regulated pipeline are entitled to a retum 'commensurate 
with returns on iDvesbnents in other enterprises having 
corresponding risk.'" ALJ Decision, 80 FERC at 65,177 
(quoting FPC 11. HCJptJ Nat11.roJ. Galt Co., 320 U.S. 591, 603 
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(1944)). Still struggling with the Lakehead policy which had 
pennitted a corporate income tax allowance but not an allow­
ance for the tax liability of other investors in the limited 
partnership, the ALJ concluded "because there is no dual 
taxation, a tax allowance is not necessary to ensure that an 
individual limited partner obtains a 'commensurate return.' " 
/d. We agree that the ALJ's invocation of the Hope Natural 
Gas Co. principle was apt, but unlike the Commission, we 
agree that the conclusion he based it on was sound. 

The H ape N aJ:ural Gat decision did not itself involve 
attribution of tax liability for purpoaes of detennining allow­
ances and ratemaking. It did however, apply general princi­
ples of ratemaking that are instructive in that context. As 
the Commission argues to us, that decision teaehes that the 
Commission's ratemaking function involves "a pragmatic as­
sessment of whether the rates prescribed for a pipeline will 
support its services and provide a reasonable return to its 
investors." FERC Br. 60 (citing Hope Natural Gas, 320 U.S. 
at 600; FamumJ II, 734 F .2d at 1502). However, the Com­
mission's premise again does not lead to the Commission's 
conclusion. The ALJ correctly derived from H~ Natuml 
Ga8 the more specific principle that the regulating commis­
sion is to set rates in sueh a fashion that the regu1atM entity 
yields returns for its investors commensurate with returns 
expected from an enterprise of like risks. Were the corpo­
rate unit holders investing in a non-regulated entity of like 
risk and otherwise similar return, they would of course expect 
to pay their own corporate tax on any profit they might 
realize from that investment. Should that profit generate 
dividends from the corporations, the shareholders would ex­
pect to pay their own taxes on such dividends. 8 Likewise, 
individual investors in such a non-regulated enterprise would 
expect to pay their individual taxes thereon. Granted, the 
second group of investors would pay one level of taxation; the 
first group, at least potentially, two layers of taxation. This 
is a product of the corporate fonn, not of the regulated or 
unregulated nature of the pipeline or any comparable invest-

s Su footnotes 6 and 7, IUpra. 
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mentor of the risks involved therein. Therefore, consistent 
with Hape Natuml Gas, the ALJ correctly concluded that 
where there is no tax generated by the regulated entity, 
either standing alone or as part of a consolidated corporate 
group, the regulator cannot create a phantom tax in order to 
create an allowance to pass through to the rate payer. The 
Commission erred when it rejected tbe ALJ's conclusion. 

As we have recited repeatedly above, and u the Commis­
sion itself has recognized in this very proceeding, under cost­
ol-eervice principles, a regulated company is entitled to a rate 
de8ign to yield sufficient revenue to cover its appropriate 
cost; income tax allowance is no dift'erent from the allowance 
of any other costs. The regulated pipeline generates many 
costs, for example bookkeeping expenses. Presumably those 
bookkeeping expenses are recoverable in its rates. Its corpo­
rate unit holders, if any, presumably also have bookkeeping 
expenses. The bookkeeping expenses of the corporate unit 
holders are not recoverable in the rates of the pipeline, even 
though the corporation and its shareholders each may inde­
pendently be paying bookkeepers and accountants unlike 
individual unit holders who pay only for their own accounting. 
All of this makes sense. It makes equal sense when applied 
to income taxes. 

SFPP, while raising its own objections to the I.A.Juhead 
policy, joins the Commission in opposing the shipper petition­
ers' arguments that no income tax allowance should be includ­
ed in the ratemaking. SFPP, however, argues that the 
Commission not only did not err in including the potential tax 
liability of its corporate unit holders, it instead erred in not 
including the potential tax liability of its individual or other 
non-eubchapter C corporate unit holders. That argument 
serves to illustrate further why the ALJ was conect in 
including no such pass-through or phantom taxes at all. 
Under the Commission's present order, the imputed tax 
Hability of the corporate unit holders creates an allowance 
included in the making of the rate for the pipeline. The 
ratepayers pay that rate for the product shipped, but the 
allocation of the nontaxed profit of the limited partnership 
pipeline is, so far as the record reflects, subject to division 
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among the unit holders rateably according to their interest in 
the limited partnership, not affected by how their share of the 
profits will ultimately be taxed Therefore, even if the Com­
mission's goal of changing the rlsk analysis of "double-taxed" 
investDrs were a valid one, it is not being accomplished. The 
inclusion of the phantom taxes in the rate changes the profit 
margin for all unit holders in the untaxed limited partnership, 
not just those who are under a particular tax structure. 
Therefore, SFPP may well be correct that if such an allow­
ance were allowable at all, it should have been allowed for the 
imputed taxes potentially incurred by all unit holders who 
realized taxable income from the untaxed profits of the 
limited partnership of the pipeline. For the reasons set forth 
above, we hold that the first step of this analysis is errone­
ous - that is, we hold that no such allowance should be 
included. 

Both FERC and SFPP argue that the position we adopt 
today is inconsistent with the "stand-alone" methodology 
approved by this court in City of Claa~, for reasons 
re)ated to the ~ed "actual tar' principle discussed there­
in. City of Claari.ottettville, 774 F .2d at 120'7, 1215. Again. we 
will not rehash the full ana1yais of City of Chariott88vills, but 
simply will remind SFPP that the stand-alone principle 88 

approved in City of Cl&arlottuville dealt with the imputation 
of taxes within a corporate structure where the imputation 
was made necessary not by the non-taxable, non-corporate 
nature of the regulated entity, but by the allocation of profits 
and lOBSeS among the related members maintaining separate 
balance sheets within a consolidated corporate group. While 
it is true that then-Judge Scalia posited the applicability of 
the stand-alone methodology to a circumstance in whicll taxes 
were "not necessarily . . . paid," id. at 1215, that analysis 
dealt with the use of "actual or estimated taxes paid or 
incurred" rather than being limited to actual taxes paid. But 
the part of the City of Cha~ opinion in which that 
discussion occurred dealt with the argument that the taxes, 
though properly estimated and actually in~ might not 
ever be actually paid because of such factors 88 loeses gener­
ated in the corporate structure, or the allocation of profitB 
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between and among taxable years in such a fashion as to 
result in a different tax actually being paid, if any at all See 
id. at 1214-15. Nothing in tbe City ofCharlottuvi.lk opinion 
suggests that it is the business or the Commission to create 
tax liability when neither an actual nor estimated tax is ever 
going to be paid or incurred on the income of the utility in the 
ratemaking proceeding. e 

Finally, SFPP argues that adopting the Laalwld polley 
and applying it to this case to restrict the allowance to the 
taxes of the corporate unit holders as opposed to imputing the 
taxes of all unit holders "runs directly contrary to legislation 
in which Congress expressly sought to encourage the publicly 
traded partnership formed for oil pipelines and other selected 
industries." Underlying this argument is Congress's 1987 
enactment of Section 7704 of the Internal Revenue Code. 26 
U.S.C. § 7704 {added by Pub L. 100-203, TitJe X, § 10211{a), 
Dec. 22, 1987, 101 Stat. 1330-403). Under Section 77~ 
Congress decreed that, in general, publicly traded li:m.itOO 
partnerships would be taxed u corporations. However, Con­
gress made tbe poliey decision that for a limited number of 
industries, including "pipelines transporting gas, oil, or prod­
ucts thereof," limited partnerships should operate without 
taxation to encourage investment in those critical industries. 
ld. § 7704{dXl)(E). SFPP argues that because Congress 
singled out a n&ITOW category of ent2rprises with the intent 
to facilitate investment in such enterprises by providing a tax­
efficient means to raise capital, FERC's poliey is inconsistent 
with congressional intent because it provides a smaller incen­
tive than would be the ease if it granted an allowance for 
phantom taxes based on all unit holders instead of simply the 

eAt least equally inapposite ta Carolma PCitiM t~ftd Lit/lit tl. 

FERC, 860 F .2d 1097 (D.C. Cir. 1988). SFPP reliee on C41"0liM 
POWJtn" aJid Ligllt for the propoe.ition that "the Conuniaa1on is not 
obligated in proepecdve rah•nuaking proceeding~ to match rates 
dollar for dollar w.ttb tuee paid to the Internal Revebue Serviee." 
Id. at 1101 (iDternal quotatioM omitted). 'I1le:re, again, we dealt 
with the eomputation of the precise amount of taxes to be pasaed 
through. not. whether the Commiaaion could create a tax liability out 
of whole cloth to ))888 through to rate payens of a nontaxable utility. 
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corporate ones. This is a classic ease of an argument proving 
too much. 

SFPPs argument would equally apply to any decision by 
the Commission that caused the pipeline lower allowances 
rather than higher. Unsurprisingly, SFPP is able to offer no 
precedent for the proposition that we should compel the 
Commission, or any other agency, to adopt a rate structure 
bringing it into line with the perceived intent of Congress to 
achieve objectives in general, 88 opposed to consistency with 
the mandate adopted by Congress in furtherance of such 
objectives. As we have noted in other contexts, congressional 
mandates to agencies to carry out "specific statutory di­
rective(s] define[] the relevant functions of [the agency] in a 
particular area." Michigan v. EPA, 268 F .3d 1075, 1~ 
(D.C. Cir. 2001). Sueh a mandate does not create for the 
agency "a roving commission" to achieve those or "any other 
laudable goal." I d. The mandate of Congress in the tax 
amendment was exhausted when the pipeline limited partner­
ship was exempted from corporate taxation. It did not 
empower FERC to do anything, let alone to create an allow­
ance for fictitious taxes. 

For the reasons set forth above, we vacate the tax­
allowance portion of the FERC opinion and order allowing 
recovery for income taxes not incu:rTed and not paid. 

2. Litigation CoBt8 
This case has been an expensive one. At the time of the 

ALJ Decision, 80 FERC ' 63,013, SFPP sought to recover 
$15.1 million for litigation expenses and 3880ciated costs 
related to Commission and certain civil litigation. This in­
cluded a $12 million litigation expenses reserve plus $3.1 
million that SFPP claimed was a direct expense associated 
with this rate proceeding and related civil litigation. By the 
time this case reached its second rehearing in 2001, Opinion 
No. 435-B, SFPP's actual costs appear to have ballooned 
much higher; the pipeline's 2002 compliance filing places its 
cumulative costs litigating this rate proceeding, 88 well as 
litigating and settling related civil litigation, at over $48.1 
million. 
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a. Rate Litigation 

In keeping with lroqu.oi& Gas Tm.nami8Bion. Sys. v. FERC, 
145 F.3d 398 (D.C. Cir. 1998), and its own precedents, the 
Commission considered SFPP's rate litigstion to be "part of 
its nonnal, ongoing operations" and allowed SFPP to recover 
these costs from shippers. It did not, however, pennit recov­
ery through a pennanent rate increase. Reasoning that 
SFPP's regulatory litigation costs, if "includ[ed] in embedded 
rates," would ''artificially inflate the level of rates between 
rate cases," because the rate proceeding that caused most of 
the costs was now over and was not likely soon to recur, the 
Commission refused to factor them into SFPP's indexed 
rates. Instead, the Commission allowed SFPP to recover its 
actual regulatory litigation costs in the fonn of an amortized 
five-year surcharge, with recovery or eo&ts incmTed after the 
1994 test year offset by the amount which SFPP had colleeted 
in excess of the just and reasonable rates from shippers that 
did not file complaints within the appropriate period. The 
court reviews, therefore, two distinct decisions of the Com­
mission: to use a temporary surcharge in lieu of a rate 
increase to recover SFPP's rate litigation costa. and to oft'aet 
the post.-1994 surcharge by the amount of reparations that 
would have been due norH:Omplaining shippers. 

No party ehallenges the Commission's decision that SFPP's 
rate litigation costs are recoverable. This doee not mean, 
however, that SFPP was automatieally entitled to have those 
expenses treated 88 part of its indexed rates, 88 if the 
unusually hfgb costs it inCWTed in this pn oceeding would 
regularly recur until the next rate proceeding. SFPP con­
tends that it was entitled to have a litigation reserve factored 
into its cost of eervtce. because it incurred significant regula­
tory litigation expenses in the test year, 1994, and was bound 
to continue to incur costs litigating matters before the Com­
mission in the future. Yet nothing in the record suggests 
that any other matters SFPP has pending before the Com­
mission will generate costs close to those in this rate proceed­
ing. A glance at SFPP's compliance filing confinna that its 
litigation expenses have dropped significantly from the levels 
they reached between 1994 and 1997. The Commission's 
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reasoning for denying the rate increase, that there was "no 
assurance that SFPP's litigation costs would exceed 
$2,914,114 a year for the several years that the 1994 rates are 
likely to remain in effect," Opinion No. 435-B, 96 FERC at 
62,0'76, seems quite reasonable. The Commission haB not 
denied all recovery of these costs but simply limited SFPP's 
recovery to its actual costs defending this proceeding and 
required that those costs be removed from rates once they 
were repaid 

Where the Commission took a more novel approach was in 
how it implemented this sureharge. While SFPP was pennit­
ted to recover its 1993 and 1994 regulatory litigation costs in 
full, the Commission oft'set the surcharge for later years by 
the amount SFPP had collected, in excess of rates ~ 
set by the CommiBBinn. from shippers that did not challenge 
the rates and were therefore not entitled to reparations. 
SFPP contends that this novel approach of deducting "un­
claimed reparations" from the 81ll'Cbarge deprived it of a full 
recovery, because, in effect, it recovered nothing at all for 
litigation costs inC1ll'Ted after the test year. 

Although the Commission does not cite any precedent for 
this oft'Bet, the apparent novelty of this approach does not 
render it unreasonable. As the Commission note<L the eosts 
of this proceeding were "high for all parties," and the issue is 
"how those costs can be most equitably allocated." I cL at 
62,074. In setting prospective rates, the CommiBBion could 
reasonably conclude that because SFPP had reaped a windfall 
by charging rates in exeess of those ultimately deemed just 
and reasonable in the same past years for which it was 
claiming supplemental expenses above those it would prospec­
tively incur as part of its eost of service, it should be required 
to first fund its litigation expenses out of that pool before it 
could begin charging those costs to its customers anew. 
While SFPP contends that this unfairly benefits shippers that 
sat on their rights by not filing complaints against SFPP's 
rates, and that Section 16 of the ICA only authorizes repara­
tions for shippers who have filed sueh challenges, sse 49 
U.S.C. app. § 16(1) (1988), it presents no jUBtification for 
being entitled to keep this windfall. The court therefore 
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affinns the Commission's surcharge mechanism and its corre­
sponding offset, subject to the qualification that, depending 
on what rates ultimately result from this proceeding on 
remand, the surcharge might require recalculation. 

b. Civil Litigation Ezpemu 
SFPP also challenges the Commission's decision to disallow 

recovery in the East Line rates of significant expenses SFPP 
incurred in civil litigation defending its reversal of flow on a 
segment of six-inch pipe nmning between Phoenix and Tuc­
son. SFPPs flow reversal removed capacity from the East 
Line in order to allocate it to the West Line. While this 
benefitted West Line shippers, it would be, as the Commis­
sion recognized, inequitable to include these costB in the East 
Line rates, for "there appears no reason why ratepayers 
should bear the expense of defending conduct that had no ex 
ante prospect of benefitting them." Su Iroquois GaB, 145 
F.3d at 401; au alao Mountain Statu Telephone & Tek­
graph, Co. v. FCC, ~ F .2d 1005, 1043 (D.C. Cir. 1991) 
( .. Moufttain Statu /"'). The Comm.is8ion's recognition that 
litigation of this sort lacks the requisite nexus to the provision 
of SFPP's East Line service to justify inclusion in those rates 
was not unreasonable. 

SFPP was embroiled in lengthy litigation in Arizona and 
Texas state courts with EPR and NavsJo, two East Line 
shippers, regarding SFPP's reversal of flow on the six-inch 
line, one of SFPP's two pipes running between Phoenix and 
Tucson. That litigation ultimately cost SFPP, according to 
its 2002 compliance filing, over $28.7 million. SFPP also has 
an eight-inch pipe nmning between the two cities. The six­
inch Hne had been iD West Line service from 1989 to 1991. 
When SFPP undertook an expansion of the eight-ineh line 
(which had been in East Line service) SFPP temporarily 
assigned the six-inch line to the East Line. Upon completion 
of the expansion project, SFPP entered an agreement with 
ARCO, a West Line shipper, to return the six-inch line to 
West Line service, thus restoring West Line service to Tuc­
son. EPR and NavsJo sued to eJijoin the reversal, alleging 
that SFPP had contractualJy agreed to provide them the 
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extra capacity, that they had engaged in costly investments in 
reliance on those agreements, and that the line reversal was 
motivated by a desire to drive the two shippers out of 
business. As noted, EPR also filed a complaint with the 
Commission challenging both the flow reversal and SFPP's 
East Line rates, thereby initiating this rate proceeding. The 
ALJ dismissed the portion of EPR'a complaint dealing with 
the flow reversal far lack of jurisdiction, noting that because 
the Commission has no jurisdiction to prevent SFPP from 
abandoning service on the six-inch line, it also lacks authority 
to adjudicate allocation disputes as between shippers serving 
different markets along the line. ALJ Decision, 80 FERC at 
65,161-M. No party has sought review of that ruling. The 
litigation then proceeded in other courts with SFPP ultimate­
ly entering into settlements with both shippers. 

The ELS' lawsuit based on SFPP's reallocation of capacity 
from the East Line to the West Line, and the corresponding 
litigation costs incurred by SFPP, while caused, in the imme­
diate sense, by ELS, were not eosts of East Line service or 
expenditures benefitting the SFPP system generally. They 
were eosts, if anything, of making capacity available to the 
West Line at the East Line's expense. SFPP did not seek to 
recover its costs from West Line shippers, either in the cost 
of service or by capitalizing them into the rate base, presmn­
ably because of the Commission's earlier ruling that the West 
Line rates were grandfathered under Section 1803 of the 
EP Act, and therefore not subject to increase in this proceed­
ing. Instead, SFPP sought to recover them from East Line 
shippers. 

The Commission rejected this attempt, concluding that 
SFPP's costs in settling these matters "arose out of litigation 
unique to the conditions of [EPR and Na~o]," and, as such, 
were not costs that related to the provision of East Line 
service as a whole. Opinion No. 435, 86 FERC at 61,106. On 
rehearing, the Commission ruled that the costs of litigating 
these matters were not recoverable, because "civil litigation of 
this type" involving "assertions of anti-competitive behavior 
and breach of contract to make eapacity available" does not 
uaddress legal costs and remedies that SFPP would nonnally 



45 

incur in the conduct of its common carrier operations." Opin­
ion No. 485-A, 91 FERC at 61,513. Therefore, the Commis­
sion concluded, SFPP's litigation expenses were "extraordi­
nary." /d. On further rehearing, the Commission reaftinned 
its ruling that SFPP could not recover such litigation costs in 
its rates. Opinion No. 436-B, 96 FERC at 62,070. 

Under the Commission's accounting regulations, extraordi­
nary costs are defined as costs that "possess a high degree of 
abnormality and [are] of a type clearly unre1ated to, or only 
incidentally related to the ordinary and typical activities of 
the entity" and are "not reasonably expected to recur in the 
in the foreseeable future," 18 C.F .R. pt. 352. General Instruc­
tions. 1-6(a). SFPP's flow reversal was not itself unique, for 
it had changed the diredion of flow on the six-inch line a year 
before during the expansion of the eight-inch line. Neverthe­
less, as none of these prior reversals had generated legal 
disputes of this scope, the Commission could reasonably 
conclude that this type of civil litigation, "an action that would 
not arise in the nonnal course of the pipeline's operations," 
was not likely to recur. Opinion No. 435--B, 96 FERC at 
62,070. 

The remaining question is whether the Commission used 
the correct standard in determining that these costs were 
"clearly unrelated to, or only incidentally related to the 
ordinary and typical activities of the entity." SFPP contends 
that any reading of this portion of the Commission's regula­
tions must comply with 1'1'0q'11Qi8 Gas. 145 F .3d 398, and 
Mountain. States I, 939 F .2d at 1034, particularly the latter 
decision's admonition that "[i)f' expenses are properly in­
curred. they must be allowed as part of the composition of 
rates. Otherwise, the SCH:alled allowance of a return upon 
the investment, being an amount over and above the ex­
penses, would be a farce." /d. at 1029 (internal citations 
omitted). 

SFPPs position that capacity allocation litigation is an 
inevitable cost of doing business with two shipper camps 
competing for the same markets is not without some persua­
siveness. The court bas generally taken a somewhat broad 
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view of which litigation costs entities regulated under rate-()f­
return ratemaking should be permitted to :recover. In Inr 
quoiB Gas, the court vacaU!d the Commission's presumptive 
disallowance of a gas pipeline's litigation costs defending 
alleged environmental violations during construction, reason­
ing that the Commission must analyze whether the purported 
environmental violations were for ratepayers' benefit rather 
than simply presuming the imprudence of supposedly illegal 
activity. 145 F .3d at 399--400. Similarly, in Mountam States 
I, ~ F .2d at lal9-&, the court vacated 811 FCC order 
denying a carrier's recovery of antitrust litigation expenses, 
and, the same term, in MOS&ntain Statu Tdsphone and 
Telegraph Co. v. FCC, 009 F .2d 1005 (D.C. Cir. 1991) ("Moun­
tain Statu Jr), remanded a rule presumptively denying 
recovery of litigation and judgment eosts resulting from 
findings of illegal activity, expressing concern that suc:h a rule 
might discourage utilities from taking appropriate legal risks 
that would ultimately benefit their ratepayers. I d.. at 1042-
47. 

The Commission stated that it did not consider lroqu.aia 
Gas apposite because in that case, the underlying activity -
construction of the pipeline pursuant to the Commission's 
certificate authority - was something over which the Com­
mission had jurisdiction and whose prudence the Commission 
could evaluate. Opinion No. 43&-B, 96 FERC at 62,070-71. 
By eontrast, the Commission viewed SFPP's underlying busi­
ness decision to reverse Dow on the six-inch line as "beyond 
the Commission's remedial authority." Proceeding on the 
premise that it lacks jurisdiction over market entry and exit, 
the Commission apparently takes the position tnat it is incap­
able of evaluating the prudence of legal expenses incurred in 
the course of either, and therefore cannot inelude them in 
common carrier rates. 

The salient criterion under Iroquois GaB and Mountain 
Smtu II for the recovery of legal expenditures by regulated 
entities is whether the Wlderlying activity being defended in 
the litigation serves the interests of ratepayers. See Iroqt.Wis 
Gas, 14.6 F .3d at 401-02; Mountain Statu II, 939 F .2d at 
1043-47. The court need not address whether the Commis-
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sion CJm reasonably deny the recovery or all nonjurisdiC!tional 
litigation expenses associated with "both [market] entry and 
exit by the pipeline," Opinion No. 435-B, 96 FERC at 62,070, 
because the issue in this ~ing is more JWTOW, and 
arises only with regard to the inclusion of market exit costs in 
the East Line rates. not market entry costB in the West Line 
rates. Whatever might be a common carrier's entitlement to 
recover any nonjurisdictional litigation costs associated with 
the initiation or common carrier service, it is not unreasonable 
for the Commission to refuse to allow a common canier to 
charge ratepayers for the cost of taking capacity away from 
them. The Commisaion's initial detennination that the Oow­
reversal litigation at issue was unrelated to the proviaion of 
East Line service was reasonable, and we atii.nn on that 
basis. The CommiABion recognized that, unlike in /roqu,uiB 
Gas, SFPPs litigation did not "arise( 1 under regulatory 
obligations that apply to the system as a whole," and noted 
the "common sense obaervation by the East Line shippers 
that the 008ts and awards relating to their litigation will be 
borne primarily by themselves if the litigation and settlement 
costs are included in the East Line rates." I d. at 62,071. As 
only the East Line rates were at issue, the court understands 
the Commission's statement, that SFPP's civil legal expenses 
arising from the reveraal dispute are not those "that SFPP 
would nonnally incur in the conduct of its common carrier 
operations," to refer narrowly to SFPP's "common carrier 
operatioDB" on the East Line. and not more broadly to 
SFPP's "common carrier operations" generally. This ap­
proach is reasonable, because the cost of cancelling service is 
not a cost of providing it. 

e. Allocation of litigaticm tmtB 

More problematic is the Commission's decision that the 
East Line rates should bear half of SFPP'a recoverable 
litigation costa. Opinion No. 435-A, 91 FERC at 61,613. 
The rate proceeding included both East Line rates and the 
~ about whether West Line rates were grandfatbered. 
Some litigation costs may have been exclusive to eaclt line, 
whereas others were common. but the record does not contain 
precise information regarding how much of SFPP's legal 
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expenses can be attributed to each portion of the rate litiga­
tion. The West Line accounts for roughly twice the through­
put of the East Line, and the Commission had initially 
reasoned that due to the more complex nature of the West 
Line issues litigated in the regulatory proceeding, costs 
should be apportioned volumetrica))y between the lines. 
Opinion No. 436, 86 FERC at 61,106. On rehearing, the 
Commission reversed itBelt and split the costs evenly. Opin­
ion No. 435-A, 91 FERC at 61,512. The Commission stated 
that the ALJ, who initially presided over the case, was "in a 
position to observe complexity and flow" of the litigation, and 
could have reasonably concluded that it was the East Line 
issues, not the West Line issues, that accounted for the 
"greater portion" of eosts generated in the proceeding. ld. 

The ELS contend that the Commission departed from its 
well-established volumetric allocation policy for general costs 
without a rational basis, and thus was arbitrary and capri­
cious in basing it.9 allocation on which shippers created higher 
litigation costs. We see nothing problematic in an approach 
that attributes litigation costs to those for whose benefit the 
litigation is incurred, and prior Commission eases dealing 
with legal expenses have allocated them similarly. See, e.g., 
SCJtdMm. California Edison Co., 56 FERC , 61,003, 61,021 
(1991). A volumetric approach might be appropriate for the 
recovery of commonly-ineorred costs benefitting the entire 
system, but the Commission's fOCIJS here on who "generate{d] 
the greater portion of a given litigation," Opinion No. 436-A, 
91 FERC at 61,513, is reasonable when litigation costs are 
specific to separately priced services. 

The problem with the Commission's litigation-cost alloca­
tion is more basic: it lacks substantive analysis. The court is 
unable to discern why the Commission decided that 50%, as 
opposed to 40%, 30%, or any other number, fairly reflects the 
portion of SFPP's litigation expenses attributable to the East 
Line. It simply claimed to rely on the ALJ Decision for the 
50% figure. Su 80 FERC at 66,167. The ALJ Decision, at 
best, implicitly adopts the allocation suggested by a Staff 
witness. Other than describing the Staft's proposal as being 
developed as a representative amount of litigation expenses 
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for inclusion in the tat year cost of service, the ALJ Decision 
provides no analysis of why such a distribution is warranted 
Hence, the Commission's reliance on the ALJ as being in the 
best position to observe the "complexity and flow" of the 
litigation leaves unexplained the basis for the allocation. 
While most of SFPP's litigation cost recovery has been offset 
by unpaid reparations, and the difference in rates resulting 
from the allocation may ultimately not be significant, the 
Commission must still explain its decision. The 60% alloca­
tion may or may not be a fair reflection of SFPP's rate 
litigation costs that were in fact attributable to the East Line. 
Accordingly, we remand for the Commission to explain its 
rationale for ita aUocation, either based on a 50-60 sharing 
between the East and West Lines or any other allocation it 
detennines would be appropriate. 
3. IUcondititming Co4t8 

SFPP sought to have included in its East Line rates a 
projected annual cost of $3 million for a 16-year pipeline 
reconditioning program replacing the protective coating on 
parts of the East Line. Before the Commission, SFPP 
claimed to have spent upwards of $6.9 million of these recon­
ditioning costs between 1995 and 1998. While acknowledging 
SFPP's expenditures on the project, the Commiesion refused 
to incorporate those costa, most of which were not incurred 
until after 1996, into SFPFs cost of service because they 
were too uncertain at the end of the test period in 1994. 
Opinion No. 436, 86 FERC at 61,106-08. On rehearing, the 
Commission permitted SFPP to recover ita actual expenses 
from shippers as part of the temporary surcharge it created 
for SFPP's rate litigation and environmental expen&eB. Opin· 
ion No. 436-A. 91 FERC at 61,518-19. On further rehearing, 
however, the Commission reversed itself again and denied 
SFPP all recovery of its refurbishing costs. Opinion No. 436-
B, 96 FERC at 62,008-79. 

Under its ooet of service regulations, the Commission usee 
a "test yesr" methodology to detennine a pipeline's annual 
cost of service. This approach looks to the actual costs the 
carrier incurs in the "test year" and then adjusts for any 
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"known and measurable with reasonably aceuracy" coats that 
"will become effective within nine months after the last month 
of the available actual experience utilized in the filing." 18 
C.F.R. § 346.2{a)(l)(ii) (2004). The test year methodology 
accounts for the somewhat counterintuitive quality of these 
proceedings. The Commission. in issuing decisions after 1999 
setting SFPP's cost of service for years after 1994, looked not 
to SFPP's actual costs in those years but rather to what one 
could have predicted those costs to be, based on what was 
known in 1994. 'The Commission noted in Opinion No. 485 
that it considers the tat year a "relatively rigid concept 
simply because there must be some point at which the record 
closes and there is a known, factual basis for the conclUBions." 
86 FERC at 61,108. Although this statement appears to 
mark a change from Commission policy in cases preceding 
the implementation of its cost of service regulations, where it 
indicated that it would approach test years more flexibly, su, 
B.g., ~head. 71 FERC at 62,318; WiUiamB Pipe Line Co., 
21 FERC at 61,668, the Commission's current cost of service 
regulations provide that it "may allow reasonable deviation 
from the test period'' for "good cause shown." 18 C.F.R. 
§ 346.2(a)(l)(ii). 

The ALJ, using 1993 as the base year, decided that the 
refurbishing costB could not be recovered as part of SFPP's 
cost of service because the costs had not yet been incurred at 
that time, and SFPP's predictions of future costs were too 
uncertain. Finding that SFPP's board had not committed to 
the refurbishing program as late as 1995 and was simply 
funding the program year-by-year rather than committing 
itself to the entire proposed 15-year program, the ALJ 
reached a series of conclusions: that SFPP might decide to 
abandon the project or scale it back in the future, that the 
overall plan was subject to change, that there was little 
documentation to support estimates of the costs, and that it 
was uncertain whether significant amounts of the pipeline 
scheduled for refurbishing might be so corroded as to require 
outright replacement, which would be treated as a capital 
investment and factored into the rate base, not as an expense 
added to cost of service. In Opinion No. 435, the Commission 
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essentially affirmed the ALJ's decision. 86 FERC at 61,100-
08. 

SFPP contends that the Commission, which used a 1994 
base period and the nine-month test period in 1995, could not 
reasonably affinn the ALJ's decision, which was based on 
data from an earlier period. There is some record evidence 
supporting SFPP's claim that it had more finn1y committed 
to the reconditioning project, including beginning refurbish­
ment of several miles of pipeline in 1996, within "nine months 
after the last month" of 1994. Cf. 18 C.F.R. § 346.2(a)(l)(ii). 
'There was testimony that SFPP's board had approved the 
project by 1994, that SFPP had recoated 13 miles of the 
pipeline in 1996, and that its prospective cost estimates were 
based upon its actual costs thus far. 

Nonetheless, it was not unreasonable of the CommiMion to 
continue to have doubts about locking so large an expense 
into SFPPs cost of service (or, to put it more aptly given the 
test year methodology used here, it was not unreasonable for 
the Commission to have thought that doubts about the scope 
of the reconditioning project would still have been proper in 
1995). At most the evidence before the Commission showed 
that, by 1995, SFPP had begun refurbishing certain portions 
of its pipelinei there was no guarantee from SFPP that the 
refurbishing would be as ambitious and expensive as claimed. 
Embedding SFPP's projections into its cost of service would 
have required its customers to pay for the refurbishing even 
if the project ultimately resulted in far smaller expenditures 
than those SFPP had projected. Indeed, given that SFPP 
now claims to have spent roughly $6 million on the project 
over four yean. when it had predict.ed costs of at least $3 
million a year over fifteen years, the Commission's judgment 
has been validated by hindsight 

This does not end our inquiry, however, for SFPP also 
contends that having denied inclusion of reconditioning costs 
in SFPPs cost o( service, it wu arbitrary for the Commission 
not to pennit recovery in a surcluLrge of SFPPs actual costs 
in 1995-98, whicll were not found to be imprudently incurred. 
The Commission's legitimate doubts over the ultimate scope 
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and cost of the reconditioning do not explain the basis for the 
Commission's decision to deny recovery once actual costs of 
the project were known. Its decision, rather, stems from a 
combination of the Commisaion's test year approach and its 
interpretation of the filed rate doctrine. In Opinion No. 435-
A, the Commission pennitted SFPP to recover its actual 
reconditioning costs as part of the same BUl'Charge whereby it 
permitted recovery of SFPP's regulatory litigation costs, 
similarly offset by any unpaid reparations; any cost not so 
offset could be included in a slll'Charge amortized over five 
years. Yet in Opinion No. 435-B, presented with SFPP's 
claim that it bad expended $5.9 million in actual East Line 
refurbishing costs between 1996 and 1998, the Commission 
denied recovery altogether because the expenditures "were 
not incurred in the 1994 cost of service test period." 96 
FERC at 62,078. In responding to protests that its Opinion 
No. 435-A ruling violaU!d the filed rate doctrine, the Commis­
sion concluded "[u]pon further review" that allowing a sur­
charge for costs not incurred in the test period or with any 
regularity thereafter "would pennit SFPP to recover costs 
after the fact which were not even present in the test year 
itself and which thereafter could not be recovered in a cost of 
service rate filing," and that '1t]o do so after the fact. raises 
serious questions under the filed rate doctrine." Opinion No. 
435-B, 96 FERC at 62,078. 

The difficulty for the court stems from three sources: the 
Commission's apparent failure in its test year approach to 
articulate a clear and consistmlt approach for dealing with the 
prudently incurred costs of providing pipeline service that do 
not regularly recur, the Commission's failure to explain ade­
quately why SFPPs reconditioning costs would not be recov­
erable in a cost of service rate filing, and its failure to 
articnlate why such a surcharge would violate the filed rate 
doctrine. Some prudent expenditures involved in the opera­
tion .of a pipeline that are not capitalized, such as, for in­
stance, rate litigation or refurbishing, are bound to be one­
time or infrequent expenditores. A "test year' snapshot of a 
pipeline's operating costs, therefore, if applied too simplisti­
cally, risks over- or under-stating the "real" costs of providing 
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pipeline service, depending on whether such costs happen, by 
chance, to fall in a test year or not. We do not understand 
the Commission to apply the tat year concept so simplistical­
ly; its regulations deal with the possible overstating problem 
by disallowing nonrecurring costs as part of the cost of 
service, 1ee 18 C.F.R. § S46.2(a)(l)(I), and both tmder- and 
over-stating problems by permitting deviation from the test 
year "for good cause shown," id. § 346.2(a)(l)(ii). Yet the 
Commission's approaclt in the instant case does not appear to 
deal consistently with costs inCUITed outside the test year, as 
evidenced by its different treatment of SFPP's rate litigation 
and reconditioning costs between 1996 and 1998. Both ap­
pear to be prudent, otherwise recoverable costs; both are 
nonrecurring (in the sense that they will not be permanent 
expenditures SFPP can be expected to incur each year); both 
were incurred clrlefly outside the 1994 test year; and the 
Commission initially held that both past expenses could be 
recovered in prospective rates through a temporary sur­
charge because of "benefits that flowed to the system when 
the costs were inc:mred." Opinion No. 435-A. 91 FERC at 
61,518. 

The Commission then reversed course in Opinion No. 435-
B and disallowed recovery of the reconditioning costs only. 
Its reasoning for disallowing one ~barge but pennitting 
the other was that "unlike the [Commission] regulatory costs, 
none of [SFWs :r-econditioning costs] were incurred in the 
test period." 96 FERC at 62,078. The rate litigation sur­
charge included SFPP's actual coats after 1994. So the 
Cotnmiseion's ruling suggests that it matters, to recovery of 
costs incurred outside of the test year, wbet.ber a carrier also 
incurred costs of the same general nature in the test year 
itself. The logic behind this distinction, u applied to costs 
that benefit the carrier's system but are not expected to 
regularly recur, ia neither explained in Opinion No. 43&-B 
itself, nor is it obvioUB. Should the Commission wish to rely 
on this reasoning on remand, it must articulate and justify 
more carefully what its policy on the recoverability o( non­
test-year expenses is. 

The Commission did expJain that SFPP's rates were in­
dexed to account for cost increases after the test year, and 
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that SFPP could not meet the "substantial divergence" stan­
dard for showing that indexing failed to account for increases 
in its cost of service due ro reconditioning expenses after 
1994. Cf 18 C.F.R. § S42.4(a) (2004). Assuming that the 
Commission can explain its dift'erent treatment of rate litiga­
tion and reconditioning costs incurred in years after the 1994 
test year, this may be a reasonable basis for denying recov­
ery, but the Commission's opinion provides no analysis for 
why it is true. Where the Commission had found SFPP's 
east of service to be roughly $14 million a year, SFPP was 
claiming reconditioning costs of roughly $1 million a year, a 
not insubstantial amount The Commission provided no esti­
mate or analysis of how any supplemental revenues to SFPP 
re&Ulting from rate indexing, or from increased throughput in 
years after 1994, compare to those expenses. 

The Commission also stated that permitting recovery or the 
refurbishing costs "after the fact" would "raise serious ques­
tions UDder the filed rate doctrine." Opinion No. 435-B, 96 
FERC at 62,(178. The filed rate doebine "forbids a regulated 
entity to charge rates for its services other than those 
properly filed with the appropriate federal regulatory authori­
ty." Af'kansaa LouiBia:~~a GaB Co. v. Hall, 453 U.S. 571, 577 
(1981). The Commission did not articulate what type of 
"serious questions" it thought such recovery would raise. 
Because a prospective surcharge would presumably be on file 
with the Commission, the court presumes that the Commis­
sion meant that an amortized sureharge. by prospectively 
recovering SFPP's expenses from past years, would violate 
the related rule against retroad:.ive ratemaking, which re­
quires that "a utility may not set rates to recoup past losses, 
nor may the Commission prescribe rates on that principle." 
Southern California Ediscm Co. v. FERC. 805 F .2d 1068, 
HY70 n.2 (D.C. Cir. 1986} (quoting Nader v. FCC, 520 F .2d 
182, 202 (D.C. Cir. 1975)). 

This logic, again, raises the question of why such recovery 
is any more permissible for rate litigation expenses than it is 
for reconditioning costs. The Commission seems to place 
SFPP in a Catcb-22: it cannot recover its reconditioning 
costs prospectively or contemporaneously because the cost of 
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the project is too uncertain until the costa are incurred, but 
then once the costs are certain it is too late because recovery 
would involve retroactive charges. Absent a better explana­
tion for the Cotnmission's conclusion that SFPP has recov­
ered its reconditioning costs through the indexed rates, it is 
unclear how the costs of any multi-year project wh08e cost is 
not "known and measarable with reasonable certainty" in 
advance, 18 C.F.R. § 346.2(a)(l)(ii), could ever be recovered, 
were this reasoning to be consistently adopted. The Commis­
sion ruled in Opinion No. 435-A that prospective recovery of 
SFPP's reconditioning costs would be appropriate because of 
"benefits that flowed to the system when the C08ts were 
incurred," 91 FERC at 61,518, implying that it initially did 
not view the role against retroactive rulemaking as an obsta­
cle because the expenses provided an ongoing benefit that 
would continue to accrue in future years. In light of the 
Commission's failure to explain why it now considers the rule 
against retroactive rulemaking (or the filed rate doctrine) to 
bar recovery, and because no party has briefed this question 
in any detail, the court remands so that the Commission, if it 
wishes to continue relying on this reasoning, may better 
explain il 

The Commission may have answers to these concerns, but 
they are not provided in the Opinions on review. SFPP's 
shippers are presently el\ioying the benefits of what appears 
to be an expensive pipeline reconditioning program without 
sharing in any of its costs. H, in the Commission's opinion, 
they should not have to, the Comm.ission needs to provide a 
more thorough explanation of why not. Accordingly, we 
remand SFPP's request to recover ita reconditioning costs for 
the East Line between 1996 and 1998 to the Commission for 
further consideration. 

DL Reparations 

A Background and Proc6«ling1 BBlow 
After determining that SFPP's East Line rates were not 

just and reasonable, the ALJ ordered SFPP to pay repara­
tions to the ELS which had filed complaints against the rates. 
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ALJ Decision, 80 FERC at 61,308. In Opinion No. 435, the 
Commission considered varioUB objections to the reparations 
on the part of both SFPP and the shippers but reaffirmed 
that SFPP was to pay reparationB as detennined by the 
Conunission. See 1d. at 61,111-14. Specifically, the Commis­
sion ruled that the period for the calculation of reparations 
would nm from the date or each complaint until March 31, 
1999, the effective date of revised East Line rates required by 
Opinion No. 435. 

In calculating the potential reparations, the Commission 
:retroactively applied the test year approach it had used to set 
SFPP's pi'06pective rates: SFPP was to develop an East Line 
cost of service for a test year, 1994; design a rate that 
reflecl".ed that eo&t of service; index that rate to December 31, 
1998; and apply that indexed rate to designated volumes 
adopted by Opinion No. 436 for each calendar year for which 
an indexed rate had been developed. Using the new cost of 
service thus established for years 1994-1998 and partial year 
1999, SFPP was to determine whether the revenues for each 
period resulted in an over or under-recovery of its cost of 
service. FERC's order pennitted SFPP to "net out itB over 
and under recoveries for each year and detennine that net 
amount, if any, that is due its East Line Shippers." ld. at 
61,114. FERC ordered a similar calculation of reparations 
for years prior to 1994 based on the calculation of under- or 
over-recovery of cost of service in those years. As to repara­
tions in general, FERC held that no shipper was entitled to 
reparations for periods prior to the filing date of a complainl 
ld. at 61,112-13. 

On rehearing, FERC held that Nav~o was the only com­
plainant that had filed a challenge to East Line rates. Thus, 
only Navajo could recover reparations. Opinion No. 435-A, 
91 FERC at 61.514. FERC granted Nav2ijo reparations 
beginning one month prior to the filing of its December 23, 
19m, complJUnt to SFPPs rates. FERC also noted that 
Navlijo had entered a settlement with SFPP in 1989. That 
settlement barred N av2\)o from bringing action against SFPP 
until November 23, 1~. With those provisos, FERC or-
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dered SFPP to calculate the limited reparations still in order 
on the East Line based on the difference between per-barrel 
rates charged and per-barrel rates that would have been 
charged had SFPP charged cost-based rata using a 1994 test 
year, and to index such rates annually going forward- in 
other words, the dift'erence between the charged rates and 
the ~ that SFPP should have charged. 1n smn, the 
Commission modified its prior order and decreed that: 

SFPP will calculate the gross reparations that would be 
due if all shippers that had used the East Line had filed 
complaints for the applicable reparations period . . . es­
tablish(ing] the total revenue that was received in excess 
of the new East Line rates established by the prior 
order. Navlijo will be paid its p1'0 rata share of the 
reparations for tbe relevant time frame. 

ld. at 61,618. The Cornmi&sion noted that because Nav~o 
was the only shipper entitled to reparations, the caleulations 
"should leave a surplus of revenues in exce88 of the Eaat Line 
restated C08t of service between the beginning of the repara­
tions period and the actual date on which the restated rates 
began to be collected by SFPP." Id. 

The shippers petitioned for rehearing of FERC's reconsid­
eration order, which FERC granted in part. 'l1lis time, 
FERC held that Chevron, Western, ConocoPhillips, and Exx­
onMobil were, like Nmijo, ·entitled to reparations for over­
charges that occurred two years prior to the filing of their 
complaints. Opinion No. 43&-B, 96 FERC at 62,all- 74. 
FERC held that Valero was not entitled to reparations, 
because its complaint was filed after August 7, 1996, the last 
date complaints were coDBOHdated tn the proceedings. I d. at 
62,072. The Commission BUbsequently clarified Opinion No. 
43rrB by stating that Chevron's eligibility for reparations 
was determined as of ita Auguet 3, 19W complaint, not a 
protest it filed September ~. 1992. Clarification and Rehear­
ing Order, 97 FERC , 61,138. 

SFPP now 8Z'gUe8 that the Commission ought not have 
awarded any reparations whatsoever. N~ contends that it 
was bnproperiy denied reparations prior to November 23, 
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1993. Chevron alleges that FERC improperly set the com­
mencement date for calculating its reparations. And V aJero, 
BP WCP, and Chevron all claim that they were improperly 
denied reparations. 

B. Analym 

1. SFPP 

SFPP argues that the underlying orders were arbitrary 
and capricious for four related reasons. First, SFPP con­
tends that awarding ELS reparations is impermissible retro­
active ratemaking, in violation of the Supreme Court's deci­
sion in Arizmw ~ Co. v. Atch~ Topska & Santa Fe 
Railway Co., .284 U.S. 370 (1002). Second, it asserts that 
FERC*s award of pre-complaint reparations violates the 
EP.Act. Third, SFPP advances that FERC improperly 
awarded reparations based on a "test period," disregarding 
damages actually suffered and proved by complainants. Fi­
nally, SFPP argues that FERC failed to consider substantial 
arguments- 81lCh as the novelty and complexity of SFPP's 
rate case- that militated against awarding reparations. For 
the reasons stated below, we reject all four claims. 

a. The Arizona Groeery Rule 

Ari%0714 Grcury pruscribes "the retroactive revision of 
established rates through ex post reparations." Verizon TeL 
COB. v. FCC, 269 F .3d 1098, 1107 (D.C. Cir. 2001); sse also 
Ala. Power Co. v. ICC, 852 F .2d 1361, 1373 (D.C. Cir. 1988). 
Otherwise put, Arizona Groctn7J bars reparations that retro­
actively change a final Commission-approved rate. SFPP 
relies on A mona G-rocery to argue that Opinion No. 435 was 
a final order prescribing just and reasonable rates, and thus 
FERC was barred from awarding reparations when SFPP's 
rate was effectively further lowered as a result of FERC's 
subsequent orders. SFPP argues that Opinion No. 435 was a 
final . order setting rates "to be thereafter observed" under 
ICA Section 15(1), and therefore that the subsequent orders 
were retroactive changes of Opinion No. 435. We disagree. 

Arizona Grocery is of no help to SFPP in this case. 
Arizona Grocery applies only where the Commission has 
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"declared what is the maximum reaaonabJe rate to be charged 
by a carrier." 284 U.S. at 390. Yet FERC did not finalize a 
maximum reasonable rate in Opinion No. 435 and in fact 
repeatedly stated it was not doing so. Thus Opinion No. 4.35 
set no final rate; rather, FERC only established a final rate 
at the completion of the OR92-8 proceedings. SFPP, L.P., 
100 FERC , 61.853, 62,625 (2002) ("September 26 Order"). 
The OR92-8 proceedings were compliance filings. SFPP's 
filing in Docket No. 0~13 showed SFPP's calculations 
for detennining how its Eaat Line rates shonld be structured 
to reflect the requirements of Opinion No. 43&-B. SFPP later 
amended that in Docket No. 0~15 to address the 
exclusion of the interest element from the calculation of the 
total potential reparation pool that would be due under the 
Commission's prior orders. Id. at 62,622. 

The record showa that at each point, the Commission said 
that final East Line rates would not be established until the 
OR92-8 proceedings were completed. September 26 Order, 
100 FERC at 62,625. In response to Opinion No. 435, SFPP 
filed a tariff establishing a ~ but the Commission conclud­
ed that the tariff' could not be detennined to be just and 
reasonable until review of the Docket No. OR92-8 compliance 
filing was completed. The Commission accepted the tariff for 
filing and mspended it, subject to refund, pending review of 
the compliance filing. SFPP, L.P., 87 FERC t 61,066, 61,225-
26 (1999). Nor did FERC's next opinion on the subject make 
that rate final. Opinion No. 436-A merely reaffirmed the 
suspension of the previously filed tariff based on the signifi­
cant chance that the proposed rate levels in it wonld change 
depending on bow the protests and related requests for 
rehearing were resolved. 91 FERC at 61,li20. It did not 
finalize the rate. 

FERC's subsequent orders concerning SFPP's proposed 
rates were similarly nonfinal. FERC accepted for ffiing 
SFPP's Taritr No. &J, filed to comply with Opinion No. 435-A, 
with a proposed efl'ecdve date of August 1, 2000, but suspend­
ed it subject to ref'lmd. SFPP, L.P., 92 FERC , 61,166, 
61,563-04 (2000). Opinion No. 435-B approved the August 1, 
2000, effective date because that was the date the Commis-
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sion accepted SFPPs compliance filing, and directed a fur­
ther compliance filing, also to be ell'ective August 1, 2000. 96 
FERC at 62,071, 62,079. SFPP filed Tariff No. 67 (later 
corrected in Tariff No. 68), with a proposed effective date of 
December 1, 2001. SFPP, L.P., 98 FERC '61,177, 61,657 
(2002). The Director of the Division or Tariff's and Rates 
Central I'E'jected the t.arifJs because Opinion No. 43&-B re­
quired an effective date of August 1, 2000. ld. FERC's 
order memorializing the ~ection made clear that FERC's 
previous orders SUBpended, subject to refund, SFPP's pro­
posed tariffs 

I d.. 

pending resolution of the nmnerous compliance issues 
that have been raised in the course or these proceedings. 
In each of the prior Opinions the Commission has made 
clear that SFPP mu.st reealculate the rates to be applied 
in compliance with those Opinions and that any prior 
caleulations of reparations and 8UI'Charges must be ad­
justed accordingly. 

The Commission has thus been clear from the outset and 
throughout that no final rate determination would be made 
until the OR92-8 proceedings were complete. September 26 
Order, 100 FERC at 62,625. As a result, the Commission's 
orders requiring reparations do not violate the prohibition in 
Arizona Groc8ry from subjecting a carrier to payment of 
reparations with respect to a final rate. The Commission did 
not establish final lawful rates where it has expreMly re­
served authority to make adjustments in the context or an 
ongoing proceeding in which the methodology for determining 
the rate had not even been established. I d. at 62,626. 

SFPP contends that the Commission's reparations orders 
violate ICA Section 15(7), which authorizes refunds of "such 
increased rates or charges" as "sball be found not justified" 
49 U.S.C. app. § 16(7) (1988). But Section 15(7) is an author­
iution, not a prohibition, and FERC did not invoke this 
provision in awarding the shippers reparations. The Com­
mission found it inappropriate for this complaint proceeding 
to go forward under Section 15(7), SFPP, L.P., 63 FERC 
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1 61,014, 61,124 (1900), and thus no relief WBB awanled under 
that section. Rather, FERC proceeded under ICA §§ 8, 9, 
and 16(1), which specifically authorize the Commission to 
award damages in a Section 13 complaint. 49 U.S.C. app. 
§§ 8, 9 & 16(1) (1988). SFPP also contends that FERC lacks 
authority to issue "interim" rates after ruling on a complaint. 
Yet nothing in Seetion 15(1) prohibits FERC from directing a 
pipeline to file an interim rate, subject to suspension and 
refund, if there is a possibility that the final rates will be 
lower than the interim rates. Indeed, the Supreme Court has 
held that under the ICA the Commission has authority- in 
response to an initial ~ filing - to direct an oil pipeline to 
file interim rates to go into eft'eet, subject to refund, during 
the suspension period for the initial rates. 1TTm3 AlaBka 
Pipeline Rate CaB88, 436 U.S. 631, 654-li6 (H178). See also 
FPC v. Tenn. GaB Trma8milsion OJ., 871 U.S. 146, 146-07 
(1962); FPC v. Natural Gal Pipeline Co., 315 U.S. 575, 585 
(1942). 

Therefore, we bold that when the Commission awarded 
reparations, it was not constrained by Arizona Grocert/s 
blanket prohibition on retroactive repeals of ratemaking. 

b. Pn-Compl4int Repara.tion.B 

SFPP's second contention is that the EP Act precludes pre­
complaint reparations in a Section 13 proceeding, and that 
each compJainant may seek reparations only for overcharges 
that date from the filing of ita own complaint. We disagree. 
EPAct Section 1803(b) provides: 

If the Commission determines pursuant to a proceeding 
instituted as a result of a complaint under aection 13 of 
the Interstate Commerce Act that the rate is not just 
and reasonable, the rate shall not be deemed to be just 
and reasonable. Any tarift' reduction or refunds that may 
result as an outcome of such a complaint shall be pro­
spective from the date of the flling of the complaint. 

EPAct § lSOO(b). The ICA. however, allows reparations for 
up to two years prior to the daU! of the ftling of a complaint if 
the rates paid in those two years exceed the just and reason-
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able rate established in the complaint proceeding. See 49 
U.S.C. app. § 16(3)(b) (1988). 

SFPP contenda that the last clause of Section lBm(b) is 
applicable to any and all complaints filed under ICA Section 
13, and therefore that reparations awarded for all com­
plaints - including those for East Line rates - must be 
prospective from the filing of the complaints. We agree with 
SFPP that EP.Act Section 1803(b} prohibits retroarlive rate­
making, but we think that it does so only for those rates that 
were "grandfathered" under this section. Section 1803(b) 
does not apply to complaint& challenging non-grandf'atllered 
rates. In its prefatory clause, it explicitly refers only to "a 
complaint .. . against a rate deemed just and reasonable 
under [Section 1803(a)]." The second~last sentence of Sec­
tion 1803(b) expressly relates only to complaints on which 
FERC acts to determine grandfathered rates, otherwise 
"deemed to be just and reasonable," to be just and reason­
able. The reference to "such a complaint" in the last sen­
tence of Section 1~) plainly refers back to the prior 
references in Seetion 1800(b) to complaints against rates 
"deemed to be just and reasonable" under Section 1803(a). 

Because the East Line rates were challenged within the 
one-year period prior to enactment of the EP Act, they are 
not grandfathered under Seetion 1803. Accon:tingly, relief for 
East Line rate complainant& is governed by "the traditional 
standards of the ICA, including section 16's provision for a 
two year reparations period retroactive from the date of the 
complaint." SFPP, L.P., 68 FERC , 61,306, 61,582 (1994). 

FERC's order tracked this interpretation of the statute 
precisely. FERC fmmd that shippers filing a complaint 
against SFPP's East Line rates may recover reparations for 
the two-year period prior to the date of their complaints. 
'llle Commission determined that the EP Act. barred pre­
complaint relief only for complaints against grandfathered 
rates. Thus, FERC correctly found that Section 1803(b) does 
not apply to complaints challenging the East Line rates that 
FERC held not to be grandfathered. 
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c. Te&t Period 

Next, SFPP challenges the methodology FERC ordered 
SFPP to use to calculate reparations. In Opinion No. ~A. 
FERC ordered SFPP to use the following method. First, 
FERC said. SFPP must determine what the just and reason­
able rate would have been in each year between 1994 and 
August 1. 2000- as well as two years back from the date of 
the earliest complaint - and then calculate what the appro. 
priate gross revenues would have been from that rate. The 
difference between the gross revenue under the new just and 
reasonable rates would create the total reparations pool -
the amount SFPP would pay to all eligible shippers. SFPP 
would then calculate the reparations due each eligible shipper 
(including interest), leaving a residual in the pool of funds 
that could not be distributed because certain shippers had not 
filed a complaint within the time frame of the proceeding. 
The residual pool would then be credited against the total 
supplemental costs pennitted under Opinion No. 435-A be­
tween 1995 and 1998. Any remaining allowable costs would 
then be recovered through a five-year surcharge. 

To estimate what gross revenues would have been in those 
years, tlle Commission directed that SFPP use a test year 
cost of service. divided by the test year's volumes. to replace 
the previous unit rate not found to be just and reasonable. 
Opinion No. 485-A. 91 FERC at 61,516. The reparations 
payment due for each year would be the difference between 
the revenues generatm in that year under the old rates and 
the revenues that would have been generated under the final 
new rates. !d. 

SFPP challengee the estimation methodology proposed by 
FERC- apecifieally FERC'e direclion to use a "test period" 
to estimate past gross revenues. SFPP contends that basing 
the reparations calculations on a rate derived from a histori­
cal test period "makes no sense in the real world, as it 
wrongly assumes SFPP's actual cost of service did not ehange 
appreciably over a period of eight years or more." We once 
again disagree. 



The use of test periods to set the cost of service for rates 
intended to span a number of years is well established See, 
e.g., Williston Bcurin Interstate Pipeline Co. v. FERC, 165 
F.3d 54, 56 (D.C. Cir. 1999). As we have noted, it is 
ordinarily impossible for a pipeline to know at the time of 
filing what its actual costs will be during the efl'ed:ive period 
of the filed rates, and so the use of a "test period" for 
calculating the east of service is appropriate. /d. While use 
of a test period is not perfect, it is a reasonable proxy for 
aetual costs. See gmerally American Public POWB't" Aas'n v. 
FPC, 522 F .2d 142 (D.C. Cir. 1975); au a/.8o Public Sm1. Co. 
v. FERC, ~ F .2d 1201, 1218 (lOth Cir. 1987). It was 
therefore reasonable for the Co.mmisaion to base reparations 
caleulations on the same test period methodology it UBeB to 
calculate prospedive rates. To the extent SFPP contends 
that the CommiBsion's reHance on the test year approach 
unreasonably denied it recovery of certain expenses it in­
curred after the test period, those concerns are addressed in 
Part II of our opinion. 

The Col1l1llission also properly detennined that rates based 
on Ole test period could be used to calculate reparations for 
the two years prior to the filing of the complaints. See ALJ 
Decision, 80 FERC at 66,203. There is no basis to conclude 
that test period rates tbat are just and reasonable for all 
future years do not provide a just and reasonable basis for 
detennining reparations in the two years prior to the com­
plaints. /d. 

SFPP further contends that it should have been allowed to 
offset under-recovery of its cost of service in some years with 
over-recovery of its cost of service in other years, based on 
ICC decisions permitting netting of multi-year data in deter­
mining reparations. As explained, however, the Commission 
reasonably found that consideration of the costs from every 
year was not feasible. While the Surface Transportation 
Board (formerly ICC) determines the total revenue stream 
required to recover the eosts of particular service over its 
economic life, FERC bas reasonably decided to calculate 
reparations by the dift'erence in the unit value of the old and 
new rate, not the difference in gross and net revenues for the 
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operation of the pipeline as a whole. ALJ Decision, 80 FERC 
at 65,200. Accordingly, the CommisBion reasonably found the 
netting of reparations across the entire reparations period 
inappropriate in th5e circumstances. 

Moreover, this Court has previously rejected pipeline de­
mands to pennit otTseWng undercharges and overcharges in 
different years during a refund period. As we held in Belt:o 
PBtroleum Corp. v. FERC, 589 F .2d 680, 686-87 (D.C. Cir. 
1978), the NGA- like the ICA here- gives the regulated 
entity no right to collect more than the just and reasonable 
rate in one period simply because it collected less than the 
just and reasonable rate in another. 

SFPP dtes a nmnber of cases for the proposition that the 
concept of netting multi-year data to 888ure fairness in repa­
rations is wen established, but here a multi-year rate metltod 
was not employed It Is thus reasonable to base reparations 
on a year-to. year basis without netting. 

d lUaBonsd DecisionfMking 

SFPP's fourth contention is that the Commission abused its 
discretion by failing to consider SFPP's arguments. Al­
though SFPP acknowledges FERC's discretion to award 
reparations, it points out that it argued that SFPPs rate case 
was complex and presented issues of first im.presaion, and 
that SFPP could not have predicted what lawful rates would 
have been. In sum, it argued before the Commission that it 
could not have reaaonably auijusted its rates. SFPP claims 
that by giving no consideration to these arguments, FERC 
failed to engage in reasoned decisionmaking. We ~eet this 
contention. 

FERC's ordera reasonably addressed SFPP's concerns. 
Although FERC never explicitly responded to SFPP's point 
that its case was complex, it implicitJy did so by finding 
SFPP's rates unjust and unreasonable. The fact that SFPP's 
rate case was complex does not alter the Commission•s obli­
gation to make a dedaion as to whether SFPP'a rates were 
unjust and unreasonable. The Commission reasonably re­
sponded to SFPPs argument by simply perfonning its statu-
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tory duty to pass on the reasonableness of SFPP's rates, 
rather than dwelling on the difficulty or the task at band 
Assuming FERC's decision to find the rates just and reason­
able was reasoned, it does not become unreasoned simply 
because FERC reached its decision without explicttly com­
menting on ita difficulty. In any event, it is apparent from 
the length and complexity of FERC's discussion that it 
understood the complexity of SFPP's case. 

As for SFPP's argument that it could not have predicted 
the eventual rates, the Comrniesion expressly responded to 
that reliance argument by stating that SFPP was on notice 
that its rates were subject to review, and that "there was a 
risk that the rates could be found tzl\iUBt and unreasonable 
and reparations awarded." Opinion No. 435, 86 FERC at 
61,113. 

Accordingly, the Commission engaged in reasoned decision­
making in awarding reparations. Although certain matters 
were complex issues of first impression, FERC did not need 
to acknowledge that complexity explicitly for its decision to 
stand 

2. Navajo 
Turning next to the shipper petitioners, NavaJo contends 

that it should be awarded reparations for the two years 
preceding the filing of its complaint on December 22, 1900. 
As noted above, the Commission concluded that a prior 
settlement agreement between SFPP's predecessor and Na­
vlijo foreclosed Navajo from collecting reparations for this 
two-year period. We find no error in FERC's decision. 

The settlement Navlijo entered into with SFPP's predeces-
sor, provided- in Section 2.3- that: 

For the five (5) year period following the effective date of 
FERC Tariff No. 8S - ie., November 28, 1988 -
Navajo shall not challenge, by complaint or any other 
means, East Line rates established or increased in con­
fonnity with the t.enns and conditions of this Article, nor 
shall they seek reparations or other damages with re­
spect to such rates. 
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SO'I.IJJzem Pac. Pipe Lines, Inc., No. IS8fr15-000, Stipulation 
and Settlement Agreement § 2.3 (Jan. 30, 1989) (approved in 
Soul.hem Pac. Pipe Lims Part'Mf'Ship, L.P., 49 FERC t 61,­
~1 (1989)). 

Nav~o contends that this language permits it to seek 
reparations for the two years prior to filing its complaint, 
even though those two years are within the five-year settle­
ment rate moratorium. In N&VJijo's view, this reading is 
compelled by the contrast between Section 2.3 and Section 1.3 
of the 1989 seWement concerning West Line rates. Section 
1.3 provides as follows: 

During the (5) year period following November Zl, 1988 
(the effective date of FERC Tariff No. 88), NavBJo shall 
not challenge, by complaint or any other means, West 
Line rates establ.iahed or increased in eonfonnity with 
the terms and eonditions of this Article, nor shall they 
seek reparations or other damages with respect to such 
rates for any part of that five (5) year period 

ld. § 1.3. 

According to Na'Vlijo, the last sentence "made clear that 
N avsJo not only agreed to refrain from ftling a eomplaint 
seeking reparations during the five-year period following 
November 23, 1988, but also agreed to waive its rights to 
reparatiOD8 relating to that five-year period." In contrast, 
N av~o argues, "the provision pertaining to the East Line did 
not waive the right to seek reparation& for rates paid for 
service on the East I.Jne during the five-year period once the 
moratoriwn expired." 

The ALJ disagreed with N av»Jo, concluding that a "fair 
reading of the aettlement agreement and the CotnmiBBion's 
order approving it precludes claims for reparation by N avpJo 
for rates charged during the period when the settlement was 
in eft'ect." ALJ Decision, 80 FERC at 65,207~. The 
Commission atlinned the ALJ's interpretation as "the only 
reasonable interpretation" of the settlement agreemenl 
Opinion No. 435, B6 FERC at 61,111. 
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We find the Commission•s interpretation of the settlement 
to be reasonable. Section 2.3 expressly provides that N avaijo 
shall not "seek reparations or other damages" with respect to 
the East Line rates for the five-year period following Novem­
ber 23, 1988. Soutkem Pac. PipB Lines, Inc., No. ~15-
000, Stipulation and Settlement Agreement § 2.3 (Jan. so. 
1989). While an additional phrase does appear in Section 1.3, 
this does not alter the plain meaning of Section 2.3. It is 
unreasonable to 18811me that, although obtaining agreement 
to language expressly referring to a five-year moratorium 
period for all rate changes, SFPP nevertheless intended to 
permit Nav~o to seek reparations for two of the five years. 

Navlijo advances a number of theories as to why SFPP 
might have agreed to a shorter moratorium on East Line 
reparations. However, there is no evidence that these theo­
ries played any part in the negotiations and none of them 
address the fundamental point that the settlement expressly 
S&YB five years. The Commission's interpretation of the 
contract as such is therefore reasonable. 

3. Valero 
Valero, another shipper. contends that FERC erred by 

denying it reparations in Opinion No. 435--B. Valero argues 
that beeause FERC found that SFPP charged it unjust and 
unreasonable rates in Opinion No. 435-A, FERC had an 
obligation to award reparations to it as well. FERC re­
sponds that because Valero was not a party to 0&92-8, the 
Commission properly n>jected Valero's claim that it is entitled 
to reparations "in the same manner" as the sbippen1 in 
OR92-8. Valero may be eorrect that it is entitled to repara­
tions, but we agree with FERC that it iB not so entitled in 
this particular proceeding. 

Valero's complaint involves distinct issues from the com­
plaints at issue in this case, and accordingly FERC reason­
ably denied it recovery in these proceedings. This ease 
concerns shippers who filed their claims prior to August 1995. 
The timing of their complaint matters. because FERC deter­
mined that they were entitled to reparations only for over­
charges during the two years preceding the filing of their 
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complaints. In contrast, Valero- then IDtramar Diamond 
Shamrock- filed ita complaint in November 1997. ARGO 
Prodv.cttJ Ca., 82 FERC 1 61,043, 61,183 (1998). That com­
plaint was docketm as OR98-2, separate from Ute docket at 
issue here, 0&92-8, consolidaU!d with other complaints filed 
after August 7, 1995, and all held in abeyance with an 
opportunity to amend the complaints based on the findings in 
this proceeding. The post-August 7, 1995 complaints were 
consolidated in a proceeding separate from OR92-8 because 
those complaints involve difl'erent test periods and cost fac­
tors from those addressed in OR92-8. Because Valero filed 
its complaint in 199'7 - and because, as FERC points out, 
Valero's reparations will be determined based upon a differ­
ent test period and cost factors, and will be limited to the two 
years prior to the filing of Valero's complaint- it may well 
not be entitled to the same reparations as shippers who filed 
in 1994. Accordingly, Valero must have its reparations claims 
adjudicated in the OR98-2 proceedings. 

Valero's arguments do not convince us otherwise. Valero 
alleges that FERC's failure to provide reparations to Valero 
is directly contrary to the plain language and intent of the 
ICA Under Section 8 of the ICA, injured shippers are 
provided a right of action for damages. Su 49 U.S.C. app. 
§ 8 (1988). But FERC's denial of reparations in Opinion No. 
435-B is perfectly consistent with this provision. FE RC did 
not bold in that order that Valero W88 not entitled to repara­
tions. Rather, FERC deferred consideration of Valero's enti­
tlement. Accordingly, FERC's decision is consistent with the 
ICA 

Valero argues that under AJ. Phillips Co. v. Gm:nd Tfu'lk 
Westem Rr. Co.,~ u.s. 662, 665 (1915), its party status in 
OR92-8 "is of DO moment in awarding reparations." Pel 
Joint Brief on Rate and Reparations Issues 28. While AJ. 
Pl&illip8 held that ftnding a rate unreasonable "inured to the 
benefit of ev&y person that had been obliged to pay the 
unjust rate," AJ. Phillips, 236 U.S. at 666, it also recognized 
that a shipper's right to reparations turns on the timely filing 
of its complaint, and its rights are limited by that oomplainl 
I d. at 66&-M ("But while every person who had paid the rate 
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could take advantage of the finding that the advance was 
unreasonable, he was obliged to assert his claim within the 
time fixed by law"). Here, Valero- which filed its complaint 
in 1997 - is not entitled to the same reparations as the 
shippers who filed in 1994, since Valero's reparations will be 
determined upon a different test period and cost factors, and 
will be limited to the two-year period prior w the filing of 
Valero's complaint. &6 49 U.S.C. app. § 16(3)(b) (1988). 
Thus, deferring consideration of Valero's claim is consistent 
with AJ. Ph.illipa Co. While there is some commonality of 
issues between Valero's complaint proceeding and OR92-8, 
OR92-8 is not dispositive of Valero's reparations claims. 
Therefore Valero must await adjudication of its reparations 
claims in OR98-2. 
4. BP Wm Cocut. Produd8 and Clunmm 

Petitioners allege that because both BP WCP (formerly 
ARCO Produets Co.) and Chevron (formerly Texaco Refining 
and Marketing, Inc.) were injured by SFPP's East Line rates 
and both jointly filed- on January 14, 1994- a complaint, 
FERC violated the ICA by denying them reparations. 
FERC denied both of these entities damages from the East 
Line rates because they stated no claim regarding the East 
Line rates in their complaints. We again agree with FERC. 

ARCO's and Texaco's complaint simply did not challenge 
the East Line rates. While their complaint referenced Tariff 
No. 15 along with other taritfB, which includes East Line 
rates, that reference was not specific to any ratA!, but alleged 
only that shippers shipped petroleum pursuant to one or 
more of those tariffs. That vague reference fails to state a 
cognizable complaint against the East Line rates, since other­
wise the allegations solely concerned West Line rates. 
ARCO's and Texaco's complaint alleged, instead, that their 
"shipments basically originate in California and are transport­
ed by SFPP to Phoenix and Tucson." Transportation from 
California into ANona occurs only on the West Line. Con­
sistent with tJtat allegation, the complaint addressed the 
grandfathering of the West Line rates, and sought repara­
tions, at the least, from the date of the filing of their 
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complamt, which is the standard for grandtathered rates. 
The affidavit BUbmitted in support of the complaint concluded 
that "SFPP's rates on itB West Line 8ysWn exceed the rates 
that would result from an appropriate application of the 
Commission's ratJ!makjng methodology by a significant 
amount." SFPP, L.P., No. OR92-8-000, Aft'idavit of Marsha 
K. Palazzi 2 (Jan. 18, 1994). No mention of the East Line 
rates is made in the complaint or the supporting affidavit. 
Thus, the complaint was only applicable to the West Line 
rates. Su SFPP, L.P., 68 FERC at 61,582. Under these 
circumstances, the Commission reasonably interpreted the 
complaint to state a claim only with regard to the West Line 
rates, and BP WCP and Chevron were properly denied 
reparations for the East Line rates. 

ARCO's October 2, 1992, intervention in OR92-8 does not 
change this result, su Rate Br. 32, since BP WCP's stated 
ground for intervention was its "direct interest" in the "new 
origin point and applieable rates at East Hynes." AB the 
East Hynes station is on the West Line, this intervention 
likewise stated no claim with regard to the East Line rates. 
5. Clwrorcm 

On September 28, 1992, Chevron filed a protest concerning 
SFPP's reversal of the flow of the "six-inch line" between 
Tucson and Phoenix, and SFPP's modification of its pro­
rationing policy. On August 3, 1993, Chevron filed a com­
plaint alleging that SFPP's East Line rates were unjust and 
unreasonable. Chevron demanded reparations "for the peri­
od beginning two years preceding the filing of the Com-
plaint" 

The Commission properly calculated Chevron's East Line 
rate reparationa baaed on Chevron's 1~ complaint challeng­
ing those rates. Su npra at 14 D-2. While Chevron argued 
that its 1BJ complaint should relate back to its 1992 protest, 
the 1992 protest did not ch.allenge the East Line rates, but 
rather only challenged flow reversal on one of SFPP's lines 
and its capacity allocation procedures. 

Chevron now contends that its East Line reparations 
should be based upon the date or ita 1992 protest because the 
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Commission treated the protest as a complaint. The Com­
mission, held, however, that "[t}he scope of the complaint 
proceeding shall be defined by the issues raised by El Paso 
and Chevron which caused these proceedings to be institut­
ed." SFPP, L.P., 63 FERC t 61,275, 62,769 (1~). Chev­
ron's protest "complained against the reversal of one of 
SFPP's lines and its capacity allocation procedures, but did 
not complain against the East Line rates as such." Opinion 
No. 435-A. 91 FERC at 61,514 n.li5. Because the protest did 
not complain about the East Line rates, the Commission 
properly found that the protest did not trigger reparations 
for the East Line rates, and dated Chevron's right to repara­
tions from Chevron's August 3, 1900, East Line complaint. 
SFPP, L.P., !17 FERC f 61,138 61,623-24 (2001) (citing 
SFPP, L.P., 65 FERC '61,028); aM alao SFPP, L.P., 102 
FERC , 61,073, 61,183-84 (2008). 

The ALl's detennination that reparations demands could 
relate baa to earlier-filed complaints does not aid Chevron. 
AB the ALJ recognized, an amendment to a pleading may 
relate back when it arises out of the same transaction or 
occurrence set forth in the original pleading. Fed. R. Civ. P. 
15(c)(2). Because the Commission found that Chevron's orig­
inal protest did not coneem the East Line rates, but rather 
only the practice of prorationing and reversal of the "six inch 
line," however, Chevron's claim for East Line rate repara­
tions cannot relate back to that protest. The Conuni!lsion 
reasonably detennined that Chevron's 1m complaint, which 
first stated a claim with regard to the justness and reason­
ableness of the East Line rates, was the proper basis for 
determining Chevron's right to reparations. 

For the reasons given above, we affinn the decisions of the 
Commission in awarding reparations and deny the petitions 
for review in full to the extent they chal1enge FERC's 
reparations order. 

CoNCUlSION 

In conclusion, we aflinn the decisions of the Commission 
and deny the petitions except as follows: Aa regards the 
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West Line rates, we grant the petition and remand with 
respect to the Commission's decisions that the Watson en­
hancement and turbine fuel rates are grandfathered under 
the EPAct. We also remand with respect to the Commis­
sion's detennination that changes in tax allowance policy 
constitute "substantially changed circum8tances" under the 
Act. As regards the East Line rates, we reverse the Com­
mission's decision to rely on .l..,aluhead insofar as it pertains 
to tax allowances, and thus grant the petition and remand the 
Commission's determination regarding the proper tax allow­
ance for SFPP. We also grant the petition and remand for 
the Commission to detanrlne and explain an appropriate 
allocation of the civil litigation eoets between the West Line 
and East Line shippers. Finally, we grant the petition and 
remand for the Commission to address SFPP's request to 
recover its reconditioning costs. 


