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BEFORE THE PUBLIC UTILITY COMMISSION

OF OREGON
AR 499

)
In the Matter of the Adoption of Permanent ) NORTHWEST INDUSTRIAL GAS
Rules Implementing SB 408 Relating to ) USERS’ REPLY COMMENTS
Utility Taxes ) AND OPENING COMMENTS ON

) ADDITIONAL QUESTION

)

)

Pursuant to the schedule adopted by Administrative Law Judge Logan in the above-
referenced docket, the Northwest Industrial Gas Users (“NWIGU”) submit these Reply Comments.
By Order dated November 3, 2005, Administrative Law Judge (“ALJ”) Logan posed an additional
question. For simplicity, NWIGU has included its Opening Comments on this additional question
within these Reply Comments.

The parties have opined on SB 408, and there can be not doubt that the Legislature intended
for utility rates, including the amount collected for taxes to be “fair, just and reasonable.” Section
2(1)(f). Staff’s temporary rules, while maybe not perfect, are appropriate and achieve the fair, just

and reasonable standard.

NWIGU will primarily reply to the Opening Comments of Northwest Natural Gas Company
(“NW Natural”), although the Joint Comments of PacifiCorp and Avista raise many of the same
issues concerning the proper construction of SB 408. In these Reply Comments, NWIGU

demonstrates that the interpretation of SB 408 advocated by NW Natural leads to results expressly
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rejected by the Oregon Legislature. The interpretation of the words “properly attributed” adopted by
the Oregon Public Utility Commission (“OPUC” or “Commission”) in the temporary rule is
consistent with the plain meaning of the language of SB 408, is consistent with the policy thrust of
SB 408 and entirely supported by the history of the law as it was amended and finally enacted by the

Oregon Legislature.

The investor-owned utilities (“IOU”), including NW Natural, have raised creative and
differing interpretations of law relying on statutory interpretation and the legislative history. The
intent of the law, however, cannot be squared with the narrow and self-serving interpretation raised
by the utilities. The law is intended to achieve “alignment of taxes collected by public utilities from
utility customers with taxes paid to units of government by utilities, or affiliated groups that include
utilities.” Tﬁe utilities, however, support an approach that could continue many of the inequities SB

408 was intended to correct.

In its Opening Comments, NWIGU explained why the temporary rule adopted by the
Commission at the urging of the OPUC Staff is consistent with the literal meaning of the terms and
intent of the law and consistent with the rules of statutory construction. Accordingly, the temporary

rules should be adopted as the permanent rules.

In these Reply comments NWIGU will address the assertions made by NW Natural that
would, if adopted, undermine the law as enacted. Also, NWIGU is submitting its Opening Comment

on the additional question posed by Order issued November 3, 2005 in this docket.
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1. How should the Commission apply the “properly attributed” standard as it appears in

the individual sections of the bill?

It would be inconsistent with the purpose behind SB 408 if the law was implemented in the
manner urged by NW Natural. NW Natural’s approach to implementing SB 408 would attribute the
bulk of the tax burden of a consolidated company to the regulated utility. N'W Natural’s approach
inappropriately minimizes the tax liability attributable to profitable non-regulated affiliates of a

consolidated company, and in the process, harms ratepayers.

Under the tempbrary rule, OAR 860-022-0039, the Commission calculates the amount of tax
payments “properly attributed” to the regulated operations of a consolidated company that owns both
a regulated utility and unregulated subsidiary by comparing the relative tax liability of both the
regulated utility and any non-utility affiliates. N'W Natural and the other utilities advocate for a
result that would favor affiliates by allocating tax burden at the expense of the utility’s ratepayers.
By essentially treating taxes paid within a consolidated company as if the utility always pays taxes
first, the ratepayers are shouldered with more tax liability than the shareholders of a consolidated

company that includes regulated and unregulated affiliates.

NW Natural urges the Commission to adopt an interpretation of SB 468 whereby the
consolidated company would allocate 100% of each dollar of taxes paid to the utility affiliate, up to
the utility’s stand-alone tax liability, with only the remainder liability being allocated to profitable
unregulated affiliates. This result is untenable and inconsistent with SB 408 because a utility would
adjust the rates of a utility to account for taxes paid that are properly attributed to the profitable
unregulated affiliate, not to the utility. The Commission should not adopt such an approach.
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There is no dispute that if all affiliates of a consolidated company are profitable (both the
regulated and the non-regulated), each will have a positive stand-alone tax liability. In such a case,
the ratepayers of the regulated entity will pay through rates the actual tax liability of the stand-alone
regulated entity. SB 408 was not intended to change the rate result under a scenario when all

affiliates of the consolidated company are profitable.

Similarly, if the consolidated company had no tax liability, then the ratepayers of the
regulated entity will not pay through rates taxes that are not being paid. It is undisputed that if the
consolidated company has no tax liability, ratepayers will be insulated from paying phantom taxes

through rates.

The controversy in implementing a permanent rule centers around two likely scenarios. In
the first, one affiliate has a net loss, but total taxes paid are greater than the utility’s stand-alone tax
liability. In the second, one affiliate has a net loss and total taxes paid are less than the utility’s
stand-alone tax liability. In both cases, the temporary rule leads to a fair result that is consistent with
the law, while the rule promoted by NW Natural and the other IOUs would lead to an unfair result

and one that was expressly rejected by the Oregon legislature.

The example used by Staff in its September 7, 2005 Staff Report shows the logic of the

temporary rule and the strained result NW Natural would have this Commission apply:

PAGE-4  NWIGU REPLY COMMENTS AND OPENING COMMENTS ON ADDITIONAL
QUESTION

CABLE HUSTON BENEDICT HAAGENSEN & LLOYD LLp
SUITE 2000
1001 SW FIFTH AVENUE
PORTLAND, OREGON 97204-1136
(503) 224-3092



Stand Alone Temporary Rule NW Natural
Tax Liability Approach
Regulated Utility | 130 100 130
Operations
Affiliate X 130 100 70
Affiliate Y (60) -0- -0-
Consolidated Tax | 200 200 200
Payment

Under the temporary rule, the amount of taxes paid that are properly attributed to the utility
equals total taxes paid by the consolidated company ($200) times the ratio of the utility’s stand-alone
tax liability divided by the sum of the tax liabilities of the affiliates with positive stand-alone tax
liabilities (200 x 130/260 = $100). By performing the calculation in this manner, the interpretation
of the phrase “properly attributed” reflects the fact that both the affiliate that is a utility and the one
that 1s not a utility contributed equally to the liability for taxes paid. Ratepayers and the shareholders

of the consolidated company are treated equally under the temporary rule.

NW Natural advocates a result that is neither supported by the language of Section 3(7) of
SB 408 nor by any notion of fairness as required under the law. In the example above, NW Natural
wants included in its rates 100 percent of the taxes paid by the utility affiliate, up to the stand-alone
tax liability, which in the above example would be $130. NW Natural’s approach violates Section
3(7) of SB 408 because a lower amount of taxes paid is attributed to the non-regulated Affiliate X (in
the above example 70) than to the utility affiliate, even though both contributed equally to the
liability for taxes paid. Under NW Natural’s approach, in essence the shareholders of the

consolidated company capture all the tax savings resulting from the losses realized by Affiliate Y.
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For purposes of ratemaking, NW Natural would have this Commission engage in a legal and
accounting fiction that taxes are paid first by any utility affiliate of a consolidated company, and that
profitable unregulated affiliates only pay the difference between the consolidated company’s total

tax liability and the tax liability of the utility affiliate if it was a stand-alone company.

If taxes paid are positive, but less than the utility’s stand-alone tax liability, the problem with
NW Natural’s interpretation of the statute is brought even more into focus. As the Commission is
well aware, the impetus for SB 408 was the abuses resulting from Enron’s ownership of Portland
General Electric (“PGE”). The example below is but one version of what could occur when taxes

paid are positive, but are less than the utility’s stand-alone tax liability.

Stand-alone tax Staff “properly IOU’s approach
liability attributed” approach
Affiliate X (utility) 400 240 300
Affiliate Y 100 60 0
Affiliate Z (200) -0- -0-
Consolidated taxes 300 300 300
paid

Affiliate Z lost $200, so consolidated tax is $300

Under the temporary rule, of the $300 in total tax liability, $240 is attributed to the utility
affiliate, while $60 is attributed to the unregulated Affiliate Y. Under the method urged by NW

Natural, the entire $300 is attributed to the utility, with the profitable Affiliate Y having no taxes
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paid attributed to it, even though 20 percent of the tax liability of the consolidated company was the

direct result of Affiliate Y’s profitability:.

To reach the result advocated by NW Natural, the Commission would have to assume that
within a consolidated company the first taxes owed are always those attributed to the utility’s
operations -- with taxes properly attributed to profitable unregulated affiliates always treated as a
“remainder” liability (the difference between the consolidated companies total tax liability less the

stand alone utilities liability). There is no logic or legislative history to support such a result.

The genesis of NWIGU’s concern with phantom taxes stemmed from NW Natural’s attempt
in 2001-2002 to purchase PGE—and to do so through a heavily leveraged acquisition, with the debt
held by a holding company. At the time this Commission was considering the proposed acquisition,
NWIGU estimated that the deal as structured by NW Natural would have forced NW Natural
customers to pay approximately $188 million over six years in phantom taxes due to the assumption
of over $1 billion in debt to finance the purchase by NW Natural. The funding would have been
held in a holding company. See NY Times Article attached as Exhibit A. The following is a
simplified version of a utility acquisition of another utility using debt financing and a holding

company structure.
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Stand-alone tax liability Temporary Rule “properly
attributed
HoldCo (150) -0-
Original Utility Affiliate A 100 25
Acquired Utility Affiliate B 100 25
Consolidated Tax Payment 50 50

Under the temporary rule, the ratepayers of both the original utility and the acquired utility
would realize the benefit of the interest deduction the Holding Corﬁpany would otherwise have
gained for itself, with the ratepayers of both utilities being allocated $25 of taxes paid attributed to
the utility. Without SB 408, the ratepayers of both utilities would have helped finance the
acquisition by allowing the Holding Company to keep all the benefits of the interest deduction, while
collecting what would have amounted to a forced gift from the ratepayers of the utilities to finance
the acquisition. NW Natural does not explain how its interpretation of SB 408 would allocate the

reduced taxes between the two profitable utility affiliates.

The temporary rule leads to both a correct and a fair result, thus validating further that the
approach in the temporary rule should be adopted in the permanent rule. NW Natural’s approach is
much more susceptible to manipulation by creative corporate take-over specialists than the approach

adopted in the temporary rule.

NWIGU endorses the careful interpretation of the legislative history of SB 408 as set forth in

the Industrial Customers of Northwest Utilities” (“ICNU”) Reply Comments. NWIGU has reviewed
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ICNU’s analysis and finds it compelling because it focuses on the language of SB 408 as enacted,
and contrasts the law with amendments offered by the IOUs that were not adopted. ICNU’s careful
analysis demonstrates that the approach advocated by NW Natural was forwarded as a different

version of SB 408 that was not adopted in committee, and not enacted by the Oregon Legislature.

In contrast to ICNU’s careful analysis of the legislative history, NW Natural has attempted to
glean from particular quotes taken from the legislative history support for its interpretation of the
language. NW Natural carefully avoided any discussion of the alternative language for the bill that

the IOUs sought, but was ultimately rejected.

For all of these reasons, the Commission should adopt in the permanent rule the definition of

“properly attributed” contained in the temporary rule.
2. What did the legislature intend in adoption of section 3(13)(f)(B)?

NW Natural attempts to confuse one provision of SB 408 that is clear and precise. SB 408

provides that the term “taxes paid,” is increased:

“by the amount of tax savings realized as a result of tax credits
associated with investment by the utility in the regulated operations of
the utility, to the extent the expenditures giving rise to the tax credits
and tax savings resulting from the tax credits have not been taken into
account by the commission in the utility’s last general ratemaking
proceeding,”

Section 3(13)(f)(B)(emphasis added).

This provision provides a utility with the ability to retain a tax credit by increasing its taxes

paid as reported on the tax report filed with the Commission if the tax credit is associated with an
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investment in the regulated part of the company that occurs after the utility’s most recent general rate
case. Once the investment that gives rise to the tax credit is included in rates, taxes paid are no

longer increased by the value of the tax credit.

NW Natural attempts to stretch the language of 3(13)(f)(B) beyond any logical reading of the
words to allow “adjustments to taxes paid for the full tax impacts of any utility expenditures that
have not been taken into account in utility rates.” See NW Natural’s Opening Comments P. 18.
There is no textual support for this expansive reading of the statute. NW Natural tries to broaden
Section 3(13)(f)(B) by claiming that the drafters were using the term tax credits generically to mean
anything in the tax code that gives rise to tax savings. See NW Natural Opening Comments pp 17-
20. NWIGU finds NW Natural’s assertion incredible and without merit.

While legislators are not experts in utility ratemaking, they certainly know what tax credits
are, being that the legislature writes the tax laws. Legislators know that tax credits are not the same
as tax deductions, for example. Thus to claim that the legislators didn’t necessarily understand the
words of Section 3(13)(f)(B) stretches credibility.

Furthermore, Section 3 (13)(f)(B) makes perfect sense in the context of utility ratemaking. If
the investment that gave rise to the tax credit was not taken into account in the utility’s last rate case,
then the amount of the tax saving resulting from the investment rightfully belongs to the

“sharcholders. It 1s fundamentally fair within the regulatory compact that shareholders of a utility
should realize the value of a tax credit between the time the investment is made and the time the
investment is reflected in the utility’s rates by being included in rate base when establishing rates.

Once the mvestment is in rate base, however, the ratepayers are providing the shareholders with a
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return on that investment, and the tax credits associated with the investment should be realized by
the ratepayers. The language of Section 3(13)(f)(B)reflects a perfect matching of the tax laws and
the regulatory compact.

Whether the tax credit 1s a standard investment tax credit, a Business Energy Tax Credit
(“BETC”) or any other “tax credit”, the same interpretation should apply. While the investment is in
aregulatory gap between the time it is made and the time it is reflected in rates, the value of the tax
credit is added to taxes paid so that the shareholders of the utility realize the value of the investment
during the regulatory gap time period. Once the investment is in rates, however, then the value of
the tax credit belongs to the ratepayers and the adjustment in Section 3(13)(f)(B) is no longer
necessary or appropriate.

The language of Section 3(13)(f)(B) does not apply to investments that have tax
consequences between rate cases if no “tax credit” is generated by the investment. NW Natural tries
to bootstrap into Section 3(13)(f)(B) expenditures between rate cases that have tax consequences,
even though no tax credit is triggered by the expenditure. Nothing in SB 408 supports such a broad
stretch to the language of this provision.

There is nothing unfair to utility shareholders brought about by not recognizing every
expenditure made by a utility between rate cases that has a tax consequence. If a utility realizes
lower revenues than projected, that utility’s tax obligation is lowered compared to what was assumed
in a rate case. Higher expenditures, such as additional pension contributions, have the same impact.
Section 3(13)(1)(B) was not intended to address every change in tax obligations between rate cases.
The provision is narrowly focused on tax savings stemming from tax credits from investments that

are not 1n rate base. The Commission should so specify in the permanent rule.
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3. May the Commission terminate the automatic adjustment clause upon showing by a

utility that the automatic adjustment clause has a material adverse effect on the utility?

As stated in NWIGU’s Opening Comments, the text of SB 408 is absolutely clear that the
Commission may only terminate an automatic adjustment clause if it has a material adverse effect on
customers. There 1s no ambiguity in this provision of the bill. This provision of the bill is not
reciprocal. The utilities argue that the Commission can terminate the automatic adjustment clause if

there is a material adverse effect on the utility. NWIGU strongly disagrees.

A utility may request that the Commission terminate the automatic adjustment clause only if
the utility can demonstrate that the impact of the automatic adjustment clause would have a material
adverse effect on customers. To make such a showing, a utility would have to demonstrate it was
facing severe financial circumstance. This is unlikely to occur because utilities have the ability at

any time to request a general rate increase, and, if warranted, a utility can request interim relief.

4. If the utility pays quarterly estimated taxes, must the automatic adjustment clause be

applied quarterly, or does the law allow it to be applied yearly?

As stated in NWIGU’s Opening Comments, because the law is silent regarding the
application of the automatic adjustment clause to a utility that pays quarterly estimated taxes, the
Commission should, in its discretion, decide how to implement the law to protect the interest of
ratepayers. The question of how the law applies to a utility that pays quarterly estimated taxes,
however, is merely a transitional issue. It will not have a long-term substantive impact on the

application of the law.
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OPENING COMMENT ON ADDITIONAL QUESTION

5. Does SB 408 require that the Commission, in determining the amounts identified in
3(13)(e)(B) and (C), use the numbers calculated from test year data that the Commission has

previously authorized.

The Commission must use numbers calculated from test year data authorized by the
Commission in determining amounts identified in Section 3 (13)(e)(B) and (C). The pertinent
language used in these provisions of the law contains the phrase “as determined by the commission
i establishing rates” and “used by the commission in establishing rates.” Thus, the law is clear on
its face that the numbers used when establishing current rates should be used when determining the
taxes authorized to be included in rates. If anything between rate cases cause either the net to gross
calculation to change or the effective tax rate to change, those changes that occurred after the rate
case should not be passed onto customers until the next rate case.

SB 408 was not intended to make the taxes included in rates a pass through item that would
give rise to single issue rate adjustments between rate cases. If, for example, the corporate tax rate
was changed by Congress or the Oregon Legislature since the time of the last rate case, taxes paid
would obviously change. Section 3 (13) (e) (C), however, requires the Commission to use the tax
rate used by the Commission when current rates were established. A change in corporate tax rates
between rate cases 1s no different than a change in any other expenditure between cases. A rise in
cost for a particular expense item is not automatically passed through to ratepayers. It is part of the
regulatory compact that adjustments up or down in expenses or revenues between cases are part of

the risk that utility shareholders are compensated for through their authorized rate of return on
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equity. If a particular expenditure changes so dramatically as to cause an erosion of the utility’s
earnings, the utility can file for a general rate increase. If an expenditure item declines, the
ratepayers of the utility do not realize that saving unless the company’s overall financial picture
changes so much that a complaint proceeding would be justified to require a rate decrease.

Only in extreme situations will this Commission authorize between case adjustments to rates
through a particular pass-through item. Nothing in SB 408 indicates that the legislature intended to
make taxes an automatic pass-through item. The phrase “used by the commission in establishing
rates” eliminates any ambiguity regarding this treatment.

CONCLUSION

NWIGU appreciates the opportunity to participate in the development of permanent rules to
implement SB 408. NWIGU urges the Commission to adopt permanent rules that will realize the
intent behind SB 408. The temporary rule reflects the correct interpretation of “properly attributed”

as contained in SB 408.

DATED: This 10" day of November, 2005.

Edward A. Finklea OSB # 84216

Chad M. Stokes OSB # 00400

Cable Huston Benedict Haagensen & Lloyd LLP

1001 SW 5™ Avenue, Suite 2000

Portland, OR 97204

Telephone: (503) 224-3092

Facsimile: (503) 224-3176

E-Mail: efinklea@chbh.com
cstokes@chbh.com

Of Attorneys for

Northwest Industrial Gas Users Association
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STOEL RIVES LLP

900 SW FIFTH AVE STE 1600
PORTLAND OR 97204-1268
kamcdowell@stoel.com

RON MCKENZIE

AVISTA UTILITIES

PO BOX 3727

SPOKANE WA 99220-3727
ron.mckenzie@avistacorp.com

DANIEL W MEEK

DANIEL W MEEK ATTORNEY AT LAW
10949 SW 4TH AVE

PORTLAND OR 97219

dan@meek.net

SENATOR RICK METSGER
STATE CAPITOL

900 COURT ST NE S-307
SALEM OR 97301
sen.rickmetsger@state.or.us

DAVID J MEYER

AVISTA CORPORATION

PO BOX 3727

SPOKANE WA 99220-3727
david.meyer@avistacorp.com

JAN MITCHELL

PACIFIC POWER & LIGHT

825 NE MULTNOMAH STE 2000
PORTLAND OR 97232
jan.mitchell@pacificorp.com
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PACIFICORP AVISTA CORPORATION

825 NE MULTNOMAH BLVD STE 800 1411 EAST MISSION

PORTLAND OR 97232 SPOKANE WA 99202
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PACIFICORP DAVISON VAN CLEVE PC

825 NE MULTNOMAH 333 SW TAYLOR, STE 400

PORTLAND OR 97232 PORTLAND OR 97204

richard.peach@pacificorp.com mwp@dvclaw.com

PAULA E PYRON LISA F RACKNER

NORTHWEST INDUSTRIAL GAS ATER WYNNE LLP

USERS 222 SW COLUMBIA ST STE 1800

4113 WOLF BERRY COURT PORTLAND OR 97201-6618

LAKE OSWEGO OR 97035-1827 Ifr@aterwynne.com

ppyron@nwigu.org
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PORTLAND GENERAL ELECTRIC PAINE, HAMBLEN, COFFIN, BROOKE

121 SW SALMON ST & MILLER LLP

PORTLAND OR 97204 PO BOXE
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INARA SCOTT BOB TAMLYN

PORTLAND GENERAL ELECTRIC PORTLAND GENERAL ELECTRIC

121 SW SALMON ST 121 SW SALMON ST

PORTLAND OR 97204 PORTLAND OR 97204
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PORTLAND GENERAL ELECTRIC PORTLAND GENERAL ELECTRIC
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PORTLAND OR 97204 COMPANY
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PORTLAND OR 97204
jay.tinker@pgn.com
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COMPANY PO BOX 10314
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DES MOINES 1A 50303 sen.vickiwalker@state.or.us
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BENJAMIN WALTERS

CITY OF PORTAND - OFFICE OF CITY
ATTORNEY

1221 SW 4TH AVE - RM 430
PORTLAND OR 97204
bwalters@ci.portland.or.us

LINDA K WILLIAMS
KAFOURY & MCDOUGAL
10266 SW LANCASTER RD
PORTLAND OR 97219-6305
linda@lindawilliams.net

MARCUS A WOOD

STOEL RIVES LLP

900 SW FIFTH AVENUE, SUITE 2600
PORTLAND OR 97204
mwood@stoel.com

PAUL M WRIGLEY

PACIFIC POWER & LIGHT

825 NE MULTNOMAH STE 800
PORTLAND OR 97232
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DATED: November 10, 2005.
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