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BEFORE THE PUBLIC UTILITY COMMISSION

OF OREGON

AR 499

REPLY COMMENTS OF THE
INDUSTRIAL CUSTOMERS OF
NORTHWEST UTILITIES AND
NORTHWEST INDUSTRIAL GAS USERS
ON THE PROPERLY ATTRIBUTED AND
TAXES COLLECTED/EARNINGS TEST
STRAW PROPOSALS

In the Matter of the Adoption of Permanent
Rules Implementing SB 408 Relating to
Utility Taxes.

N N N N N N N N N

The Public Utility Commission of Oregon (“OPUC” or the “Commission”) and the
Oregon Attorney General have both recognized that Senate Bill (“SB’) 408 changed the
Commission’s policy of setting utility rates based on a utility’s stand-alone income tax liability
to require consideration of the actual taxes paid to government by the utility or its affiliated
group. Despite this change, OPUC Staff, PacifiCorp, Portland General Electric Company
(“PGE”), Avista Corporation, and Northwest Natural Gas Company generally recommend in
their opening comments that the Commission revert to stand-alone principles to implement
SB 408’s provisions regarding the amount of taxes paid that is “properly attributed to the
regulated operations of the utility.” The Industrial Customers of Northwest Utilities (“ICNU”)
and Northwest Industrial Gas Users (“NWIGU”) respectfully request that the Commission reject
these proposals in favor of rules that will give effect to the legislature’s intent.

In considering rules to implement SB 408, ICNU and NWIGU urge the Commission to
keep one overriding principle in mind: The legislature passed SB 408 to protect customers.
Customers proposed SB 408, customers supported the bill in the legislature, and customers have

continued to support the Commission’s full and effective implementation of SB 408 in this
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proceeding and others. Both Staff and the investor-owned utilities (“IOUs”) have resisted
changing the stand-alone policy for a variety of reasons, and the legislature unequivocally
rejected the continued use of the stand-alone policy despite those concerns.

ICNU and NWIGU propose that the Commission adopt rules that implement the
“properly attributed” language by applying the “caps” in sections 3(12)(a) and (b) of SB 408 and
the “Proportionate Share” attribution methodology (or some variation of this methodology) to the
consolidated tax group. As a compromise, ICNU and NWIGU have proposed that the
Commission adopt rules that apply the “Proportionate Share” methodology to only a specified
sub-group within the larger consolidated group. Staff and the IOUs have alleged that the ICNU
and NWIGU proposals are unworkable. ICNU and NWIGU disagree, as explained below.

l. PacifiCorp’s “Lesser-Of” and “With and Without” Proposals Effectively Reach the
Same Inappropriate Result

The 10Us (except Avista) and Staff* support PacifiCorp’s “With and Without” proposal
to calculate the amount of “taxes paid” that is “properly attributed” to regulated utility
operations, but this approach is little more than restating PacifiCorp’s “Lesser-Of” approach in a
new form. PacifiCorp’s proposals effectively reach the same result of defining the portion of
“taxes paid” that is “properly attributed” to the utility as the maximum amount of either the
stand-alone tax liability attributed to regulated operations or the total taxes paid by the
consolidated group. Such a result does not reflect the legislature’s intent. PacifiCorp’s
description of the principles supporting its approach deviates significantly from the policies

embodied in SB 408.

v Staff proposes some additional considerations for the “With and Without” approach.
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A. The Attorney General Specifically Concluded that the Legislature Did Not
Contemplate Defining “Properly Attributed” According to SB 408 § 3(12)

PacifiCorp proposes two different ways to define “taxes paid that are properly attributed
to the regulated operations of the public utility.” First, in the “Lesser-Of” proposal, PacifiCorp
defines “properly attributed” as the “lesser of the standalone tax liability resulting from Oregon
regulated operations and the amount of taxes paid to the government by the utility or its affiliated
group.” PacifiCorp “Lesser-Of” Straw Proposal at 1. This proposal would define “properly
attributed” according to the standard in SB 408 § 3(12):

[T]axes paid that are properly attributed to the regulated operations
of the public utility may not exceed the lesser of:

(a) That portion of the total taxes paid that is incurred as a result of
income generated by the regulated operations of the utility; or

(b) The total amount of taxes paid to units of government by the
utility or by the affiliated group, whichever applies.

The Attorney General specifically concluded that this was not the result that the legislature
contemplated in SB 408:

Significantly, subsection 3(12) does not state that “taxes paid that

are properly attributed to regulated operations are the lesser of

***” Had the Assembly used that formulation, then subsection

3(12) arguably would have circumscribed the Commission’s

options in the application of the phrase “properly attributed to.”

Instead, the Legislative Assembly said that taxes paid and properly

attributable to regulated operations “may not exceed” certain

amounts.
Op. Att’y Gen. at 13 (Dec. 27, 2005) (emphasis in original).

Second, PacifiCorp’s “With and Without” proposal defines “properly attributed” as the

“portion of the affiliated group’s actual tax payments that ‘but for’ the existence of the utility in
the affiliated group, the affiliated group would not have incurred.” PacifiCorp “With and

Without” Straw Proposal at 1. The primary problem with PacifiCorp’s “With and Without”
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proposal is that subsection 3(12)(a) already defines this “but for” amount. Indeed, the Attorney
General explicitly found that “paragraph 3(12)(a) addresses those taxes that would not have been
received by units of government “but for’ the existence of the regulated operations.” Op. Att’y
Gen. at 15 (Dec. 27, 2005). Under these circumstances, both the “With and Without” and
“Lesser-Of” attributions lead the Commission to the same inappropriate result. The proposals
rewrite subsection 3(12) to read that the “taxes paid that are properly attributed to regulated
operations are the lesser” of the amounts in (a) or (b) instead of stating that the taxes paid that
are properly attributed “may not exceed” the amounts in (a) or (b). Op. Att’y Gen. at 13 (Dec.
27, 2005) (emphasis in original). The “With and Without” proposal is simply PacifiCorp’s
proposed implementation of the section 3(12)(a) cap without any further accounting for affiliate
losses unless the total tax liability of all affiliates is a net negative. PacifiCorp has not moved off
its “Lesser Of” bookend proposal with regard to affiliate losses, because the “With and Without”
proposal treats affiliate losses no differently than that “bookend.” As the Attorney General
found, SB 408’s plain language contemplates more than this. 1d.

B. SB 408 Addresses More Than the “Enron Problem”

PacifiCorp argues that “the legislative history of SB 408 makes clear that the bill was a
reaction to the fact that, under Enron ownership, [PGE] paid far less taxes to government than
were collected from ratepayers.” PacifiCorp Opening Comments at 4. According to PacifiCorp,
the “With and Without” proposal solves the “Enron problem.” Id. First, PacifiCorp has never
publicly demonstrated that the inequity associated with a regulated utility collecting millions of
dollars for income taxes that are never paid to government was not a “ScottishPower problem” as

well. We believe it was.
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Second, section 3(12)(b) explicitly solves the “Enron problem,” and the “With and
Without” proposal adds nothing more to address affiliate losses. The Commission noted in its
order in UE 170 that SB 408 had a broader focus than merely addressing the Enron problem.
Tax savings associated with parent company debt, credits for generating resources that a utility
acquires from an affiliate, and other issues can result in the mismatch between taxes paid and
taxes collected that the legislature passed SB 408 to correct. The Commission should not
implement SB 408 with PacifiCorp’s limited focus on the Enron problem in mind.

One purpose of SB 408 was to give Oregon customers permanent protection from
corporate raiders seeking to acquire Oregon utilities through highly leveraged acquisitions.

SB 408 must be implemented so that taxes collected through rates cannot be used to help finance
a leveraged buy-out of an Oregon utility. The “Proportionate Share” method advocated by
ICNU and NWIGU will ensure that creative lawyers and investment bankers cannot design a
corporate structure that enables an acquiring entity to use taxes collected in rates to help finance
the leveraged buy-out of an Oregon utility. In contrast, the “With and Without” method invites
acquiring entities to design a corporate structure that would still allow the buyer to use ratepayer
dollars to help finance an acquisition.

PacifiCorp cites a number of statements by legislators identifying the Enron problem as
an example of the issues that SB 408 addresses. Id. at 4-5. Those statements do not, however,
define the whole problem. PacifiCorp also cites a memorandum prepared by ICNU and the
Citizens’ Utility Board to correct PacifiCorp’s misrepresentations about the bill in the legislature,
but the Company fails to cite the most relevant passage: “SB 408-C is very moderate in its
approach and is not a reaction to the Enron bankruptcy, although customers do not want that

situation to occur again. The Enron bankruptcy simply brought the problem to light.”
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Memorandum of ICNU and CUB, “Utility Customers Ask for Fairness and Equity: Taxes
Collected Must Align With Taxes Paid, Vote Yes on SB 408-C” (emphasis added). The
Commission should not allow utilities that opposed SB 408 and its principles to frame what the
debate covered and the law addresses.

C. Defining “Properly Attributed” in a Manner That Is “Consistent” with
Stand-Alone Principles Undermines SB 408

PacifiCorp also argues that the Commission’s implementation of SB 408 should be
“consistent” with the Commission’s statutes and existing policies. PacifiCorp Opening
Comments at 6. PacifiCorp’s citation of ORS 8§ 757.646(2)(c) as somehow restraining the
Commission’s ability to implement SB 408 is misplaced. 1d. ORS § 757.646(2)(c) deals with
eliminating barriers to competitive retail electric markets and requires a code of conduct to
prevent utility market abuses and anti-competitive practices. Giving full effect to the
legislature’s intent by allocating each affiliate in a consolidated group its fair share of the total
consolidated tax liability in no way runs afoul of these requirements.

As a more general matter, both PacifiCorp and Staff argue that rules that result in cross-
subsidization between the utility and affiliates violate the stand-alone principles upon which the
Commission has always established income taxes in rates. 1d.; Staff Opening Comments at 2.
Moving away from stand-alone principles for purposes of determining income tax expense is
precisely what the legislature mandated in SB 408. Furthermore, cross-subsidization of
regulated and unregulated operations is what the owners of PGE and PacifiCorp accomplish by
filing consolidated tax returns. SB 408 requires the Commission to acknowledge that fact and
implement the appropriate adjustments to rates. The Pennsylvania courts have addressed

suggestions such as PacifiCorp’s and Staff’s that the Commission should define “properly
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attributed” through allocation methodologies that adhere as closely as possible to stand-alone
principles in order to minimize the recognition of unregulated losses:

[T]his analysis ignores the point that the purpose of filing
consolidated tax returns is to accomplish a form of subsidization of
some members of the group by other members by means of the
shifting of losses to offset unrelated gains. The idea that such
offsetting should be minimized to the extent that it works to the
benefit of utility ratepayers is a self-serving overlay upon the
theory of consolidated tax returns.

Barasch v. Penn. Pub. Util. Comm’n, 548 A.2d 1310, 1315 (1988).

The legislature enacted SB 408 to require the Commission to consider the actual taxes
paid by a utility or its consolidated group rather than strictly examining stand-alone operations.
Implementing SB 408 based on adherence to these stand-alone principles is inconsistent with the
legislature’s intent.

1. Staff’s Criteria for Supporting PacifiCorp’s “With and Without” Proposal Is Based
on Adhering as Closely as Possible to Stand-Alone Principles

Staff determined the appropriate methodology for determining “properly attributed”
according to three criteria: 1) it should account for the amount of the affiliated groups’ tax
liability that is directly attributable to the revenues and expenses of the utility; 2) it should reflect
other income tax effects that the Commission, in a utility’s general rate case, has determined are
related to a burden borne by customers; and 3) it should be administratively practical. Staff
Opening Comments at 3.

A. Staff’s “Directly Attributable” Criterion Reflects Establishing Income Taxes
Based on Stand-Alone Principles That SB 408 Moves Away From

Staff’s first criterion is an obvious step back toward determining income tax costs based
on stand-alone operations. By its express terms, Staff’s first criterion narrows the determination

regarding the amount of taxes paid that is “properly attributed to the regulated operations of the
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utility” to consideration of the amount that is “directly attributable to the revenues and expenses
of the utility.” Id. (emphasis added). Notably, Staff’s focus on calculating taxes based solely on
the utility’s expenses and revenues is almost exactly how Staff described the stand-alone
methodology in its February 2005 “White Paper.” White Paper at 1 (“This method calculates
taxes based on the regulated revenues and operating costs of the utility itself.”).

The Attorney General’s opinion specifically discusses that “properly attributed” is a
delegative term that reflects “a need to make a judgment as to what constitutes a ‘proper’
allocation of income taxes.” Op. Att’y Gen. at 8 (Dec. 27, 2005). Staff’s first criterion does not
require the Commission to exercise any judgment; it merely uses the utility’s stand-alone tax
liability as the basis for determining the amount of any consolidated tax liability that is “properly
attributed” to regulated utility operations.

B. Staff’s Adherence to Stand-Alone Principles Provides Little Encouragement
That Staff Will Support Tax-Related Rate Case Adjustments

Staff suggests that the “properly attributed” determination should be a product of the
adjustments to income tax expense that the Commission orders in a general rate case. Staff
Opening Comments at 4. Staff opposes “automatically” reducing the properly attributed tax
liability and passing to customers the tax savings that result from affiliate losses or debt at the
parent level. Id. Staff states that “if the Commission has found in a general rate case that, as a
factual matter, the utility is affected by any factors that are not reflected in a stand-alone
calculation of the utility’s taxes, the corresponding ratemaking adjustment to income taxes
should be carried forward in determining the amount of “properly attributed’ taxes paid.” 1d.
Staff uses the Commission’s adjustment to PacifiCorp’s income tax expense in UE 170 as an
example of a rate case decision that would reduce the annual calculation of the “properly

attributed” amount. 1d.
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Staff’s proposal to shift to a general rate case the determination of what amounts of taxes
paid are “properly attributed” to the utility turns SB 408 on its head. ICNU and NWIGU agree
that the Commission must carry forward prospective income tax adjustments made in a rate case
in determining a SB 408 adjustment, but the determination of the amount of taxes paid that is
properly attributed to the utility must not be limited to only those rate case adjustments. It must
also consider the information that the utility provides in the tax report. Indeed, SB 408 plainly
contemplates that the Commission would make the “properly attributed” determination once the
utility has provided the tax report and other necessary information and the amount of taxes paid
is a known value. This is an after-the-fact determination made in association with establishing
and implementing an automatic adjustment clause. Under Staff’s proposal, the amount of taxes
paid that is properly attributed to the regulated utility operations would equal the utility’s stand-
alone tax liability unless the Commission ordered a tax adjustment in a prospective rate case. A
rate case adjustment, however, is based on a forward looking examination of the utility’s test
year costs. This is not the basis for the properly attributed determination contemplated in
SB 408.

Staff’s proposal also creates a significant opportunity for utilities to undermine SB 408.
Utilities are not required to file general rate cases, and there is no assurance that such an
adjustment would be made to effectuate SB 408’s intent. Staff’s proposal also provides no
ability to take into account changes in corporate structure that might be made between rate cases.
The Commission should not leave to a rate case an examination that SB 408 plainly
contemplates will occur on an annual basis. SB 408 prohibits this approach.

In addition, Staff provides no assurance that it would not oppose such a rate case

adjustment. Staff generally recommends that the Commissions continue to adhere as closely as
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possible to stand-alone principles in making the “properly attributed” determination,
notwithstanding SB 408’s policy change. Staff states that “[a]ttributing income taxes on a stand-
alone basis is consistent with the fundamental principle of basing utility rates on utility costs and
revenues, and prohibiting cross-subsidization between utility and non-utility operations.” 1d. at 2
(emphasis added). Staff also believes that stand-alone attribution is fair to the utility:

Attributing taxes paid to the utility’s regulated operations using its

stand-alone tax liability is fair to the utility. PGE, for example,

made cash payments to Enron based on its stand-alone tax liability

under the terms of the corporate tax allocation agreement. It would

be unreasonable not to recognize as taxes paid (again, limited by

the caps in subsection 3(12)) those payments, made for purposes of

income taxes, when they are a genuine cost, at least for the utility

itself.
1d. at 3 (emphasis added). Staff’s reference to PGE and Enron as an example of fairness to any
party is disturbing, given that this issue was one of the most highly publicized problems that the
legislature passed SB 408 to address. The legislature has explicitly determined that the stand-
alone approach is not “fair,” and that paying taxes to a corporate parent is not equivalent to
paying taxes to government. Given Staff’s perspective that stand-alone attribution is consistent
with “fundamental” ratemaking principles and “fair,” it appears that Staff would not support an
adjustment in a rate case that, in Staff’s view, violated these principles.

Staff’s reference to the Commission’s adjustment in UE 170 is a good example of ICNU

and NWIGU’s concern. PacifiCorp requested reconsideration of the Commission’s tax
adjustment in UE 170, and Staff has not participated in the reconsideration proceeding. Staff has

not taken a position on the adjustment, supported the Commission, or indicated that it agrees that

the adjustment was reasonable or legal.
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C. Disregarding Information That the Legislature Intended the Commission to
Obtain Is Not Administrative Practicality

Staff emphasizes the administrative practicality of PacifiCorp’s “With and Without”
proposal, even though that proposal renders superfluous SB 408’s provisions providing the
Commission with authority to obtain tax information from the utilities. PacifiCorp states that its
proposal “relies upon the consolidated tax returns . . . for virtually all the data needed to conduct
the attribution analysis” and that it “can be applied by running a single set of calculations to
remove the utility from the affiliated group’s consolidated return.” PacifiCorp “With and
Without” Straw Proposal at 1. The Staff White Paper prepared prior to SB 408 stated that the
Commission did not have access to detailed tax information that would be necessary to
implement an adjustment that allocated each affiliate its proportionate share of the total
consolidated tax liability. White Paper at 11. The legislature gave the Commission access to
such information in section 3(2) of SB 408 by requiring every public utility to “obtain and
provide to the commission any other information that the commission requires to review the tax
report and to implement and administer this section and ORS 757.210.” The fact that
PacifiCorp’s “With and Without” proposal does not require the Commission to obtain or review
any of this detailed information in making the “properly attributed” determination indicates that
the legislature was not contemplating such an approach to attribution in SB 408.

Staff states that an attribution method that requires review of the confidential financial
and tax records of numerous utility affiliates “over which the Commission has no regulatory
authority would seem to be questionable public policy,” but Staff provides no reason to conclude
that the legislature did not intend that very process to occur. Staff Opening Comments at 3.

SB 408 provides the Commission broad information gathering power regarding income taxes,

recognizes that tax information is commercially sensitive, and includes specific provisions
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regarding access to that information. SB 408 88 2(1)(g), 3(2), 3(3). Given these specific
provisions governing access to and review of the tax information, it would seem that the
legislature contemplated thorough scrutiny of sensitive tax information by the Commission,
Staff, and intervenors rather than a “type of pro forma analysis commonly conducted among tax
professionals and accountants.” PacifiCorp “With and Without” Straw Proposal at 1.

Staff agrees that determining the portion of taxes paid that is properly attributed to the
utility requires factual determinations but suggests that the Commission make those
determinations in a rate case. Staff Opening Comments at 4. As described above, SB 408
contemplates that the Commission would make the “properly attributed” determination once it
has the information regarding the amount of “taxes paid” and is establishing and implementing
an automatic adjustment clause. ICNU and NWIGU disagree that making such determinations
as part of that process is unworkable. ICNU and NWIGU believe that, once the Commission has
the information that SB 408 requires the utilities to provide, determining the proportionate shares
of the total taxes paid should be relatively simple and straightforward. Regardless, however, the
utility and its parent company control the complexity of the corporate structure and whether the
utility pays taxes on a stand-alone basis or as part of a consolidated group. The fact that a parent
company has created a complex corporate structure or included the utility in a consolidated tax
group that will have to be thoroughly examined to ensure that taxes collected match taxes paid
provides no basis to reject the “Proportionate Share” methodology.

PacifiCorp and PGE argue that ICNU and NWIGU’s proposal to apply the “Proportionate
Share” allocation to a “sub-group” of the consolidated tax group could be more burdensome than
the conventional “Proportionate Share” methodology. PacifiCorp Opening Comments at 12;

PGE Opening Comments at 6. First, ICNU and NWIGU continue to support applying the
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“Proportionate Share” allocation to the entire consolidated group. The sub-group proposal was
merely an attempt to address certain parties’ concerns. Second, ICNU and NWIGU anticipate
that the sub-group would be relatively small and easy to identify. If the sub-group is large or
nebulous, it likely will be because the parent company established a complex holding company
structure or the utility engaged in numerous affiliate transactions. The fact that SB 408 provided
the Commission access to the information and the authority necessary to make the “properly
attributed” determination in those situations indicates that the legislature intended the
Commission to thoroughly scrutinize the tax impacts of such arrangements.

D. Staff’s Interpretation of the Section 3(12)(a) Cap Is at Odds with SB 408’s
Plain Language

Staff disagrees with ICNU and NWIGU that the “cap” in section 3(12)(a) requires the
Commission to adjust the portion of “taxes paid” by a consolidated group that is “properly
attributed” to regulated utility operations to reflect tax liabilities or credits that are supported,
directly or indirectly, by regulated operations. Section 3(12)(a) states that “taxes paid that are
properly attributed to the regulated operations of the public utility may not exceed the lesser of:
(a) That portion of the total taxes paid that is incurred as a result of income generated by the
regulated operations of the utility . . . .” The Attorney General explained this subsection as
follows:

Putting the dictionary meanings of “result” and *“of” together, the
phrase “as a result of income” appears to mean something that
directly occurs or is caused by the income from regulated
operations. Therefore, paragraph 3(12)(a) addresses those taxes
that would not have been received by units of government “but
for” the existence of regulated operations. The amounts specified
in paragraph 3(12)(a) cannot include taxes reaching units of
government as a result of profits earned by a utility from
unregulated business operations; only the “portion” of taxes paid

on the utility’s regulated operations is counted for purposes of
subparagraph 3(12)(a).
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Op. Att’y Gen. at 15 (Dec. 27, 2005). Staff argues that the Attorney General’s statement that
“only the “portion’ of taxes paid on the utility’s regulated operations is counted for purposes of
subparagraph 3(12)(a)” indicates that this subparagraph refers to the utility’s stand-alone tax
liability. Staff disregards the Attorney General’s conclusion that section 3(12)(a) established a
distinction between taxes reaching units of government as a result of profits from regulated or
unregulated operations within the utility, i.e., profits on regulated income earned by the utility
versus profit from an unregulated division of the utility. The Attorney General’s conclusion does
not address tax liability of an affiliate arising from debt supported by utility income.

I11.  The Suggestions Regarding an Earnings Test and “Taxes Charged” Have No Basis
in SB 408

ICNU and NWIGU agree with Staff that including an earnings test or a definition of
“taxes charged” has no basis in SB 408. SB 408 does not call for an earnings test, as proposed
by PGE and Northwest Natural, and no such test is required to ensure that an adjustment to rates
under SB 408 complies with statutory or constitutional requirements. The earnings test would
focus on adjusting one element of rates in order to address utility earnings that are affected by a
host of factors. SB 408 was not intended to act as a financial buffer for the utilities.

PGE’s proposal to establish a separate definition of “taxes charged” that essentially
would replace SB 408’s explicit definition of “taxes collected” also has no basis in the law.
Using actual results to determine the amount of “taxes collected” would undermine SB 408 by
disregarding the amount of taxes that the Commission authorized for collection. Both SB 408’s
plain language and the Attorney General’s explicit conclusion that the utility should use test

period data previously approved by the Commission to determine the “taxes authorized to be
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collected in rates” contradict PGE’s claims about the basis for a “taxes charged” definition. Op.
Att’y Gen. at 28 (Dec. 27, 2005).
IV.  Conclusion

Staff’s and the 10Us’ support for the “Lesser-Of” or “With and Without” approaches is
based on adhering as closely as possible to stand-alone principles that the legislature required the
Commission to move away from when determining the income taxes to include in rates. It is the
very rejection of this policy for the purposes of including income taxes in rates that resulted in
the creation and enactment of SB 408. Adopting methodologies that merely extend the
mismatch between taxes collected and taxes paid undermines the consumer protections in
SB 408. The “Proportionate Share” approach implements the policies of SB 408 and ensures a

matching of taxes collected with taxes paid.

Dated this 19th day of May, 2006.
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