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BEFORE THE PUBLIC UTILITY COMMISSION
OF OREGON

AR 499

STRAW PROPOSALS OF THE
INDUSTRIAL CUSTOMERS OF
NORTHWEST UTILITIES AND
NORTHWEST INDUSTRIAL GAS USERS:
PROPERLY ATTRIBUTED (REVISED)
AND TAXES COLLECTED/EARNINGS
TEST

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

N N N N N N N NS

l. Properly Attributed Straw Proposal
A. Summary of Proposal

Industrial Customers of Northwest Utilities (“ICNU”) and Northwest Industrial Gas
Users (“NWIGU”) propose that the Public Utility Commission of Oregon (“OPUC” or the
“Commission”) determine the amount of “taxes paid” that is properly attributed to the regulated
operations of the utility by implementing the 88 3(12)(a) and (b) caps and by applying the
“proportionate share” attribution methodology to the consolidated tax group.

B. Detailed Explanation of Proposal

SB 408 requires that the Commission determine the total “taxes paid” to units of
government that is “properly attributed to the regulated operations of the utility.” The
Commission rules implementing SB 408 should reflect both a legally correct interpretation and
sound policy that effectuates the legislature’s intent. ICNU and NWIGU continue to believe that
the Commission’s temporary rule applied the legally correct interpretation of “properly
attributed” by allocating to the utility and each affiliate its proportionate share of “taxes paid” in
a consistent manner. As a compromise, however, ICNU and NWIGU propose to apply the
“proportionate share” attribution method to a sub-group of the entire corporate family. This
method is described in more detail below.

The taxes paid properly attributed to the utility is the lesser of the following three
amounts:

1. Section 3(12)(b) Cap

Section 3(12)(b) provides that the taxes paid properly attributed to the utility may not
exceed the taxes actually paid by the “parent of the consolidated group” filing the tax return. If
the parent of the consolidated group pays little or no tax due to losses incurred in unregulated
businesses, then the taxes paid properly attributed to the utility cannot exceed this amount.
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Section 3(12)(b) addresses the “Enron problem,” but also stands for the general
legislative principle that losses incurred by unregulated affiliates will be considered in
determining the amount of taxes paid that are properly attributed to the utility.

2. Section 3(12)(a) Cap

Section 3(12)(a) provides that the taxes paid properly attributed to the utility cannot
exceed “that portion of total taxes paid that is incurred as a result of income generated by the
regulated operations of the utility.” This cap is the amount of taxes paid by the parent of the
consolidated group that are supported by income collected by the utility. This includes the taxes
on “stand-alone” regulated utility operations of the Oregon utility plus any tax liabilities or
credits supported, directly or indirectly, by the utility’s regulated revenues. For example, this
would include:

a) Tax deductions arising from interest payments on debt held by an
affiliate/parent when the payments are supported by utility
revenues; and

b) Income tax credits on generating resources held by an affiliate
when the generation costs are supported by a power sale to the
utility; but

C) Would exclude tax credits that are not supported by the utility’s
regulated revenues (e.g., Business Energy Tax Credits from
shareholder investments).

While this debt and these utility functions are within the stand-alone tax liability of an
affiliate, they remain supported by utility revenues and, thus, the tax benefits belong to the utility
and to ratepayers. The 83(12)(a) cap will require identification of such transactions or financial
arrangements. With regard to transactions, the Commission must determine whether the price
charged by the affiliate includes the associated income tax benefits. This should be addressed
case-by-case when the transaction is reviewed, but there should be a presumption that tax
benefits are not included when the affiliate has a net tax loss and tax liabilities are included when
the affiliate has a net positive tax liability (i.e., the “cost” basis of the transaction price includes
the tax liability).

In the case of a parent (or sub-parent) with multiple subsidiaries supporting the parent’s
debt, the interest deduction needs to be allocated based on net income (the utility’s share of the
parent’s interest deduction is the utility’s net income divided by the net income of the parent and
all subsidiaries of the parent.) In practice, to determine whether tax benefits associated with debt
held by any affiliate/parent should to be properly attributed to the utility, the Commission must
determine whether each affiliate/parent directly above the Oregon utility, up to and including the
group parent, holds debt that is supported, in whole or in part, by Oregon ratepayers.

PAGE 2 - STRAW PROPOSALS OF ICNU AND NWIGU



3. Sections 3(6) and (7)

Option A: Sections 3(6) and (7) require total taxes paid to be allocated among the utility
and each affiliate in a manner that treats the utility and an affiliate with the same income/tax
circumstances consistently. This is achieved by a proportionate share methodology applied to
the entire corporate family, as set forth in the temporary rule.

Option B: As a compromise, we propose to determine taxes paid properly attributed to
the utility by applying the proportionate share method to a sub-group of the corporate family.
The sub-group is determined as follows:

a) All subsidiaries of the utility are included.

b) All “sister” affiliates of the utility (any affiliate that shares the
same immediate parent with the utility) are included.

C) All affiliates that have a nexus with the utility are included. A
nexus includes:

I. All affiliates that buy or sell services or products to the
utility, directly or indirectly, with the following exceptions:

. Total annual value of the affiliated transaction is
less than $100,000.
. The service or product sold by the affiliate is

purchased by the utility at a price subject to rate
regulation by FERC (not a market-based rate), the
price is regulated, and the service and price is
generally available (not a special contract or a tariff
of limited applicability).

. Service agreements that are subject to a cap
approved by the OPUC.

ii. The immediate parent of the utility and all affiliates that
have debt supported by utility revenues, directly or
indirectly.

d) All affiliates upstream from the utility and all affiliates identified
in subpart (c) up to and including the common parent of the utility
and such affiliates.

The method for determining taxes paid properly attributed to the utility is as follows:
Total taxes paid is determined as if the sub-group was separated from the rest of the

holding company, i.e., the last common parent is assumed to file and pay on a consolidated basis.
This surrogate total taxes paid is allocated among all affiliates, including the utility, within the
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sub-group with positive net taxable income, as in the temporary rule, to determine taxes paid
properly attributed to the utility.

An example of ICNU’s and NWIGU’s proposal is below.

Example 1 — Industrial Customers of Northwest Utilities and
Northwest Industrial Gas Users’ Straw Proposal

Group Parent H.C.

400
Utility H.C.
Company Company
-150 A B

<

-250 300

Wind Company Non-Oregon H.C.

-50

Sale
(50 tax credit)

Utility
‘\ X
Sub-group for

purposes of §83(6)
and (7)

Oregon
Utility

400 150

The numbers represent “stand-alone” tax, i.e., the tax liability of the entity without regard
to corporate affiliates. The “holding companies” have no function except to hold equity and, in
one case, to hold debt: the Oregon H.C. holds the equity of the Oregon Utility; the Utility H.C.
holds the equity of its subsidiaries and also holds debt in its own name; the Group H.C. holds the
equity of its subsidiaries, including unregulated Companies A and B, and holds no debt. The
Utility Holding Company’s debt is supported by income from its subsidiaries and this debt
produces an interest deduction of $150. The Wind Company makes a power sale to the Oregon
Utility and the price does not include a $50 income tax credit associated with the resource.
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Calculation of the 88 3(12)(b), 3(12)(a) and 3(6) & (7) Amounts
a. 83(12)(b): The Group Parent pays taxes of $400.

b.  §3(12)(a):  $400 - $50 + [-150 x 400 ]= $230
(400 + 150 - 50)

The Oregon Utility “stand-alone” is $400. This is reduced by (1) the $50 tax credit on
the wind power sale and (2) a portion of the $150 interest deduction of the Utility H.C., i.e. $150
times the ratio of the Oregon Utility stand-alone to the sum of the stand-alone amounts (a) the
Oregon Utility; (b) Utility X; and (c) the Wind Company. (This determines the Oregon Utility’s
share of the $150 interest tax deduction, using a stand-alone tax ratio as a surrogate for net
income ratio.)

C. 883(6) & (7):
Option A The Proportionate Share Rule applied to the entire corporate group:

400 x ( 400 ) = $188.23
400 + 150 + 300

The Oregon Utility’s proportionate share of the $400 Group H.C. tax liability is $400
times the ratio of the Oregon Utility’s stand-alone tax liability to the sum of the stand-alone tax
liabilities of all affiliates with positive stand-alone tax liability: the Oregon Utility, Utility X,
and Company B.

Option B

The sub-group includes the Utility H.C. and the Wind Company. Total taxes paid by the
Utility H.C. for the sub-group is the sum of the stand-alone tax liabilities of the Oregon Utility
(400), Oregon H.C. (0), Utility H.C. (-150), and Wind Company (-50). This is multiplied by the
ratio of the stand-alone taxes of the Oregon Utility to the sum of the stand-alone taxes of all
affiliates within the sub-group with positive tax liability. (This ratio is one because only the
Oregon Utility has a positive tax liability within the sub-group.)

$(400 — 150 - 50) x (400) = $200
400

Having done the three calculations, the taxes paid properly attributed to the Oregon
Utility is the lesser of these three amounts, which is $188.23 (under Option A) or $200 (under
Option B). Note that the §83(6) and (7) test will not always produce the lowest result; it will
depend on whether there are losses and the size of the losses in the Unregulated Companies.
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1. Taxes Collected/Earnings Test Straw Proposal

A. Proposal on Taxes Collected: Taxes collected should not be adjusted for actual
costs, except when the Commission does a true-up of specific costs on which the utility does not
earn a return.

Section 3(13)(e) defines taxes authorized to be collected as:

‘Taxes authorized to be collected in rates means the product determined
by multiplying the following three values: (A) The revenues the utility
collects from ratepayers in Oregon, adjusted for any rate adjustment
imposed under this section; (B) The ratio of the net revenues from
regulated operations of the utility to gross revenues from regulated
operations of the utility, as determined by the commission in establishing
rates; and (C) The effective tax rate used by the commission in
establishing rates.

The Attorney General’s opinion reaffirms that the net to gross revenues ratio and the
effective tax rate must be values that the Commission previously determined in establishing
rates.

From the customers’ perspective, the mechanics are straightforward. The Commission
establishes rates that provide the utility with an opportunity to recover its forecasted costs,
including its income tax expense, and a return on its investment. For example, a rate of $10
could include $8 for forecasted costs (excluding taxes) with a before taxes profit of $2 divided
into $1 for taxes and $1 for after-tax profit. If the utility fails to control its costs and they rise to
$8.50, then its before-tax profit is reduced to $1.50 but the tax component of the rate was fixed at
$1 and is not “reduced” from $1 to maintain the utility’s after-tax profit at $1. Because the
utility failed to control costs, its before-tax profit is reduced and, thus, its tax payment is reduced.
This does not affect the amount collected from customers for taxes in the $10 rate. To allow
taxes collected to be adjusted downward to comport with the actual, lower tax payments caused
by the cost overruns would undercut the statute, would diminish the value of reliable cost
forecasts in rate cases, and would diminish the incentive for utilities to control costs.

An RVM or TAM provides no exception to this rule. The RVM and TAM adjusts a
limited group of costs prospectively for the following year, while the taxes component of the rate
established in the general rate case remains unchanged. The 8§3(13)(e) formula will be applied
with the increased rate and updated load forecast as a result of the RVM or TAM process
producing greater actual revenues and an updated ratio of forecasted net and gross revenues.
RVM and TAM costs are not excluded from the 83(13)(e) calculation of taxes collected.

In contrast, an actual true-up of defined costs on which the utility does not make a return
is treated differently. The purchased gas costs incurred by a natural gas local distribution
company (“LDC”) is a defined cost on which the utility earns no return, and thus, warrants
different treatment than an operating cost such as salary and pension costs, which are estimated
when general rates are set, but not otherwise adjusted between general rate cases. These types of
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costs that are tracked through to customers without impacting the utility’s profits and are known
when “tax collected” is determined. That determination should exclude any consideration of
these costs, i.e., the rate component for taxes was unaffected by the forecast of these costs and
the calculation of taxes collected should be unaffected by either forecasted or actual costs subject
to the true-up.

B. Proposal for Earnings Test. An earnings test is not required or appropriate.

Neither SB 408 nor an automatic adjustment clause under ORS 757.210 requires an
earnings test. The earnings tests proposed by certain utilities would circumvent how “taxes
collected” is implemented, i.e., the earnings test would allow the utility to retain amounts
collected under the tax component of its rates to offset cost increases above forecasted levels in
other aspects of its business. This approach would significantly undermine the intent of SB 408
and should be rejected.

For many years natural gas LDC have passed through to their customers the actual cost of
natural gas supplies through annual tracking adjustment filings. The LDCs true up through
annual filings “gas costs collected” from customers with “gas costs actually paid.” While
changes in other cost categories are not adjusted upward or downward as part of those filings, an
overall earnings test is applied by rule only to assure that an upward rate adjustment for gas costs
does not cause the LDC to earn more than 300 basis points above its authorized return.

Certain utilities propose to include a deferred account in implementing SB 408 and,
thereby, trigger an earnings test. While a deferred account requires an earnings review “unless
subject to an automatic adjustment clause under ORS 757.210,” SB 408 specifically requires an
automatic adjustment clause under ORS 757.210. ORS 757.259(5). Moreover, it is unclear what
amounts such a deferred account would include because the amount is unknown until the tax
report is filed some ten months after the end of the relevant period. Finally, the suggestion that
the tax effect of disallowed expenses should be deferred should be rejected. SB 408 is clear that
ratepayers do not pay these costs—either directly in rates or indirectly by allowing the utility to
retain monies collected as a tax expense which is not incurred due to these disallowed costs.

The earnings tests proposed by certain utilities are not needed to satisfy Hope. A refund
of monies collected to pay taxes that exceeded the utility’s actual taxes is not confiscatory even if
it results in the utility earning less than its authorized return. There is simply no Hope guarantee
that a utility will achieve its authorized return. Hope protects against confiscatory rates and
simply earning less than the authorized return falls far short of demonstrating that the rate is
confiscatory.

Nor does this result produce a rate that is not “fair.” The utility has the opportunity to
earn its authorized return. It failed to control its costs and consequently its before tax earnings
fell short and its tax payment exceeded the amount collected for its tax expense. Simply
returning the tax overcollection to customers is fair. Allowing the utility to collect and retain
money from ratepayers for a tax expense which is never incurred would be unfair and is
prohibited under SB 408. The Commission has not allowed LDCs in the gas cost true-up to
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reflect expenses above rate case assumptions in unrelated cost items. It would be similarly unfair
to allow for such adjustments in implementing SB 408.

Dated this 24th day of April, 2006.
Respectfully submitted,

/sl Melinda J. Davison

Melinda J. Davison

Matthew Perkins

Davison Van Cleve, P.C.

333 S.W. Taylor Street, Suite 400
Portland, Oregon 97204

(503) 241-7242 phone

(503) 241-8160 facsimile
mail@dvclaw.com

Of Attorneys for Industrial Customers
of Northwest Utilities

/s/ Ed Finklea

Ed Finklea

Chad Stokes

Cable, Huston, Benedict, Haagensen & Lloyd LLP
1001 S.W. Fifth Avenue, Suite 2000

Portland, Oregon 97204

(503) 224-3092 phone

cstokes@chbh.com

Of Attorney for Northwest Industrial Gas Users
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