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The Citizens’ Utility Board and the Northwest Industrial Gas Users (NWIGU) have both 
pledged support for Staff’s comments and recommendations. 
 

Staff’s Recommendations 
Staff recommends that the Commission require NW Natural’s (NWN or Company) to 
modify its Results of Operations report (ROO) by: 

1) reversing the $4.7 million adjustment to Property Tax Expense; 
2) off-setting property tax expense by $484,000 to reflect the balance between actual 

2010 property tax liability and property tax expense included in rates; 
3) increasing O&M expenses to correct an erroneous allocation of  legal expenses to 

Washington ratepayers; and 
4) increasing miscellaneous revenues by $1.9 million to reflect interest income 

received in addition to a property tax refund. 
 
Staff’s changes increase proposed level of sharing from $199,000 to $3.6 million (see 
table 4 below). 
 

Staff’s Opening Comments 
 

NW Natural’s Earnings Review 
 
On May 1, 2011, NWN submitted its 2010 ROO for the twelve months ending December 
31, 2010.  The Company states that its report was developed in a manner consistent with 
Commission Order No. 99-272 and reflects applicable adjustments per Commission Order 
No. 03-507 for its general rate filing, UG 152.  
 
Each May NWN submits its ROO reflecting the financial results from the prior calendar 
year.  Staff reviews the results to make sure the report is compliant with previous 
Commission Orders for allowable regulatory adjustments and to determine the level of 
earnings the utility has achieved in order to gage whether the utility will be required to share 
a percentage of earnings exceeding a threshold of ROE determined in UM 903.  The essence 
of this financial report is measured on the net operating income (NOI) of the utility which is 
determined by subtracting allowable expenses from gross revenues.  The NOI divided by the 
utility’s net rate base determines the overall rate of return for the test period.  The Return on 
Equity (ROE) is a component of the overall rate of return which represents the non-
leveraged or equity portion of the return. 
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1). Property Tax Adjustment:   
 
As a Type 1 Adjustment shown in the fourth section of NWN’s ROO report, Column 2(e) 
labeled as “property tax adjustment,” the Company includes a debit1 of approximately 
$4.7 million for property tax expense and credit adjustments to federal and state tax 
expenses.  The total adjustment results in a decrease to NOI.  The effect of this 
adjustment is to lower NWN’s reported earnings for 2010. 
 
In its narrative explanation found in section four of the ROO,2 NWN claims that the 
Normalization of Property Tax Expense “removes the expense accruals for the year and 
reflects the actual cash payments made during the test period.”   
 
NWN has historically adjusted its property tax expense to show actual tax expense in its 
ROOs since its 2003 general rate proceeding; UG 152.  Table 1 below shows the 
adjustments NWN has made each year between 2003 and 2010 for property taxes in its 
ROO.  In each year, NWN’s adjustment has been an increase to property tax expense.  In 
2010, the adjustment removes the benefit of a refund from property tax expense. 
 
Table1 

NWN's Property Tax Adjustments in ROO's 

Year Amount 

2003 456,000 

2004 765,000 

2005 622,000 

2006 389,000 

2007 714,000 

2008 233,000 

2009 920,000 

2010 4,764,000 

 
 
 
2). 2010 Property Tax true-up  
 
The Type 1 adjustment (approximately $4.7 million) posted in the 2010 ROO is intended 
by NWN to reflect the actual property taxes NWN “would have paid” but for a $5.2 
million refund. 
 
                                                 
1 A debit adjustment to Property Tax Expense serves to increase the amount of annual expense to property 
taxes which lowers NOI and ultimately reduces earnings for that period. 
2 See Attachment A. 
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In response to Staff’s informal inquiry regarding the adjustment, NWN stated the 
adjustment accounted for the receipt of a property tax refund from various counties in 
Oregon resulting from a favorable decision by the Oregon Supreme Court issued January 
28, 2010.3  The Court decision required various Oregon jurisdictions to refund property 
taxes related to a multi-year over-assessment of fuel inventory owned by NWN.  
Documentation provided in its response demonstrates that these 2010 refunds totaled $5.2 
million. 
 
In reality, NWN paid approximately $485,000 more in property tax liability than what is 
reflected in rates.  This is confirmed by NWN’s documentation of a property tax refund 
of $5,248,4704 and the corresponding adjustment in the 2010 ROO of $4,764,000.  The 
difference of $484,470 represents the property tax liability paid above the amount of the 
amount allowed in rates ($5,248,470 -$4,764,000= $484,470).   
 
Staff recommends that the Commission require NWN to reverse this adjustment.  
Doing so would allow an increase to property tax expense of $485,000 (consistent with 
the adjustment made in prior periods) but would also include the impact of the $5.2 
million refund to ratepayers benefit.  Staff’s model demonstrates the effect of this net 
adjustment to the property tax liability.5  
 
The following example and table demonstrate the effect created by NWN’s adjustment in 
the 2010 ROO removing the property tax refund using theoretical numbers.   Assume 
NWN’s property tax liability for 2010 was $15.5 million.  The Company received the 
refund of $5.2 million during the period and booked (or accrued) the refund to property 
tax expense.6  In our example, at the end of the period the balance of property tax would 
be $10.3 million (see line 3 of Table 2).  In the ROO, NWN records an adjustment of $5.2 
million to bring property tax expense back to the balance that it “would have paid” but 
for the $5.2 million (reflected on line 4 of Table 2).  Ultimately, the Company nets the 
refund against a slightly higher tax liability ($485,000) to end up with a final adjustment 
in the ROO of $4.7 million (the last line of Table 2).  

                                                 
3 See Attachment B. 
4 See Attachment C 
5 See Attachment D, note [5]. 
6 A refund would be accrued as a “credit” to property tax expense which would lower the overall expense 
in that period. 
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Table 2 

NWN's Reflection of Tax Adjustment in 2010 ROO 

Actual 2010 Property Tax Expense  15.5 million 

  2010 Property Tax Refund  ‐5.2 million 

 Balance of Property Tax Expense at end of period  10.3 million 

Reversal of 2010 Property Tax Refund (in ROO)  5.2 million 

   Balance of Property Tax Expense after refund is removed  15.5 million 

Property Tax Expense Allowed in Rates  15.0 million 

     Property Tax True‐up for 2010  0.5 million 

NWN's NET ADJUSTMENTS in ROO   

     Property Tax True‐up for 2010  0.5 million 

     Reversal of 2010 Property Tax Refund (in ROO)  5.2 million 

     Adjustment to 2010 ROO  4.7 million 

 
At issue here is whether NWN can remove from its 2010 ROO a refund received in 2010 
relating to property taxes paid in prior periods and still be consistent with its practice of 
adjusting property tax expense in ROOs for those prior periods so that NWN’s earnings 
reflected NWN’s actual tax expense.   
 
Accounting rules allow prior period transactions to occur in a current period.  The 
purpose of the Commission requiring a utility to remove expense or revenue for a prior 
period activity is to make certain that the cash-flow being measured appropriately 
matches the activity in the period. 
 
Because NWN has reflected the actual cash payment of property taxes for its earnings 
test each year since 2003, ratepayers have borne the volatility related to any higher or 
lower property tax expense by virtue of these annual adjustments.  Since variances related 
to property taxes have been borne by ratepayers, the refund relating to each of the periods 
since the rate case should be reflected in the cash flow during the 2010 period.  In other 
words, on a cash-flow basis, the actual property tax expense during the period was lower 
due to the $5.2 million refund.  Requiring NWN to reverse the adjustment lowers 
property tax expense in the period which matches the actual cash flow. 
 
Table 3 demonstrates Staff’s recommendation of how the property tax refund should be 
reflected in the ROO to benefit ratepayers. 
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Table 3 

 
 
 
 
 
 
 
 
 

 
If, on the other hand, any variances between the actual property tax expense and what 
was included in NWN’s base rates had been borne by NWN or its shareholders for 
purposes of the earnings test, it would be appropriate to include NWN’s 2010 adjustment 
to property taxes as an “out-of period,” Type 1 adjustment.  This could only occur, 
however, if NWN had not performed the annual adjustment in the ROO to “true-up” the 
property tax expense in the years for which the refund was issued.  In such a case, a 
refund that related to that same time period would have appropriately been classified as 
an “out-of-period” expense. 
 
3). Legal Fees erroneously allocated to Washington Ratepayers: 
 
On page 63 of NWN’s 2010 Annual Report submitted to SEC (10k), the Company states 
that it experienced “a $1.0 million increase for consulting and legal fees7 at the utility 
related to a successful property tax appeal.”    
 
On July 5, 2011, Staff issued Data Request 68 to determine whether NWN had included 
the $1.0 million expense in its 2010 ROO. 
 
The Company states that this expense was included in the ROO and that a portion of the 
legal expense was inappropriately allocated to Washington customers (approximately 
9.9%, or 98,000).9  NWN explains that the Company intends to make an adjustment to 
remove $897,000 from the 2010 ROO as an off-set to the refund received for property 
taxes. 
 
During informal discussions with the Company, NWN stated that it believes that it is 
inappropriate to include any of the expenses related to the collection of the property tax 
refund, therefore, in its revised filing the Company intends to remove from the ROO test 
period approximately $1.0 million relating to the legal fees. 
 

                                                 
7 See Attachment E, page 65 
8 See Attachment F. 
9 Based upon 3-factor formula included in 2010 ROO. 

Staff's Recommendation of Property Tax Adjustment 

End of Period Tax Expense  15.5 million 

Property Tax Expense Allowed in Rates  15.0 million 

     Property Tax True‐up for 2010  0.5 million 

2010 Property Tax Refund  ‐5.2 million 

     Staff’s Recommended Adjustment to 2010 ROO  ‐4.7 million 
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Staff believes that the legal fees are an appropriate expense as they relate to the refund 
that nets against the property tax liability (per Staff’s recommendation).  In Attachment 
C, note [4], Staff’s model adjusts the legal expenses to correct the erroneous allocation 
NWN made to Washington ratepayers.  The allocation represents approximately $98,000 
that should have been included in O&M expenses.   
 
 
4). Interest Income related to the Property Tax Refund: 
 
On July 19, 2011, Staff issued Data Request No. 810.  This request was made in response 
to a financial note in NWN’s 2010 annual 10k filing11.   
 
In addition, Staff had previously received information from NWN in response to inquiries 
made in March of 2010 regarding the interest associated with the refund, prior to the 
Company actually receiving all of the refunds.  At the time of this writing, Staff has not 
received a formal response from NWN on Data Request no. 8, other than a verbal 
acknowledgment that the interest is indeed associated with the total $5.2 million refund.  
The Company indicates that it received approximately $1.9 million of interest from the 
various counties responsible for the over-assessments.   
 
NWN verbally acknowledged that the refund was booked to FERC Account 419.  The 
Code of Federal Regulations specifies that NWN should book Interest and Dividend 
Income into FERC Account 419: 
 

Account 419, Interest and dividend income. (a) This account must include 
interest revenues on securities, loans, notes, advances, special deposits, 
tax refunds and all other interest-bearing assets, and dividends on stocks 
of other companies….”[emphasis added] 

 
NWN explained that Account 419 is booked as a non-utility activity and as such, is not 
included in the test period for the ROO.  Therefore, the $1.9 million received by NWN in 
this period for interest income was not included in NWN’s earnings review. 
 
Staff acknowledges that NWN would “typically” book interest income related to a tax 
refund into Account 419.  However, the adjustment that Staff suggests is for regulatory 
purposes.  As noted above, NWN has been making an adjustment to its earnings results to 
reflect actual tax expense on an annual basis, thereby shifting to ratepayers the burden of 
any variance between actual tax expense and tax expense in rates. Accordingly, the 
Company should include the interest income in its 2010 ROO to appropriately allocate 
the benefit associated with the burden of the variance borne by ratepayers in previous 

                                                 
10 See Attachment G. 
11 See Attachment E, page 67. 
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years.  Staff’s model moves the benefit of the interest into miscellaneous revenues in the 
ROO.12 
 
NWN’s 2010 ROO and Revisions: 
 
Staff’s initial review of NWN’s ROO began in June of 2011.  Staff discovered the 
adjustment related to the property tax refund immediately.  The Company was made 
aware that Staff believed the Company’s adjustment was inconsistent with the treatment 
of property taxes in every annual earnings review since the 2003 rate case.  NWN believes 
the property tax refund qualifies as an out-of-period revenue and should be excluded 
from the ROO, therefore lowering the Company’s earnings in this period. 
 
While preparing the Staff comments and position statement in mid-July, Staff discovered 
an entry in NWN’s annual report submitted to the Securities and Exchange Commission 
(SEC) that noted the $1.0 million expense related to the collection of the property tax 
refund.  Staff immediately issued DR 6 and learned that this expense had been included 
in the ROO13.  In its response, the Company acknowledged that it would be inconsistent 
to include the expense related to the collection of the property tax refund since the 
Company’s intention was to remove the refund from the period.  The Company proposes 
in its revised 2010 ROO filing to remove the expense completely.   
 
Staff believes that the refund should be credited to ratepayers and therefore, the expense 
related to the collection of property taxes would be allowed.  Staff’s recommendation 
corrects NWN’s erroneous allocation to Washington ratepayers and allows the $1.0 
million expense to flow through the ROO. 
 
In late July (approximately July 19th), another note in the financial reports to SEC was 
noticed by the party representing the NWIGU and was brought forward to Staff’s 
attention.  The note indicated that NWN had received approximately $1.9 million in 
interest from the various jurisdictions in addition to the $5.2 million property tax refund.  
Staff immediately issued DR 7 in order to determine if this interest income was indeed 
related to the property tax refund that we had been discussing during this time period. 
 
In its response, NWN indicated that the interest income was not included in the ROO as it 
was booked to FERC Account 419, which is not typically included as income on the 
ROO (see discussion in paragraph 4 above).  NWN did not include any adjustment in its 
Revised 2010 ROO related to the Interest Income. 
 
And finally, on July 17, 2010, NWN alerted Staff that it had discovered errors in its 
calculation of rate base in the 2010 ROO and requested the opportunity to submit a 

                                                 
12 See Attachment D, note [3]. 
13 Except the portion erroneously allocated to Washington ratepayers. 
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revised filing that would correct the rate base balance and remove the expense associated 
with the collection of property taxes.   
 
While Staff does not believe the Company has behaved nefariously in any way, Staff 
notes that the Commission relies upon the utilities to provide reliable and accurate 
information.   
 
Earnings Impact based upon Staff’s recommendations: 
 
If the Commission were to adopt Staff’s recommendations the result is a higher ROE and 
therefore, more dollars contribute to excess earning above the level of the Commission-
authorized  11.02 percent ROE.  NWN is required to share 33 percent of any dollars 
exceeding the threshold per the Earnings Performance Agreement described in Docket 
No. UM 903. 
 
The following table illustrates Staff’s recommendation for the amount that NWN should 
be required to share as a result of its 2010 ROO Earnings Performance: 
 
 
Table 4 
  

SHARING CALCULATION NWN's 
Original 

Filing 

NWN's 
Revised 

Filing 

Staff's 
Recommendation 

        
Threshold ROE (See Staff Letter Dated April 
2011)  11.02% 11.02% 11.02%
Actual Equity as a % of Total Capital ‐ 
12/31/2010  47.86% 47.86% 47.86%
Actual Weighted Average Cost of Long Term 
Debt  3.46% 3.47% 3.47%
Return on Rate Base needed for threshold ROE  8.73% 8.73% 8.73%
Rate Base  $954,051 $967,308  $967,308 
Operating Income needed for authorized ROE $83,327 $84,484  $84,484 
         
2010 Actual Operating Income after Type I 
Adjustments  $84,123 $84,845  $91,063 

         
Operating Revenue exceeding authorized ROE 
(after tax)  $796  $361   $6,579 

Operating Revenue exceeding authorized ROE 
(before tax)  $1,329  $602   $10,988 
Sharing Percentage per Performance 
Agreement  33% 33%  33%

Amount Shared to Customers  $439  $199   $3,626 
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