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BEFORE THE PUBLIC UTILITY COMMISSION
OF OREGON

AR 5I7

In the Matter of Housekeeping and
Clarification Changes to OAR 860-022-
0041.

REPLY GOMMENTS
OF PACIFICORP

I. INTRODUGTION

PacifiCorp appreciates the opportunity to comment on Staff's proposed

"housekeeping and clarification" amendments to the Commission's SB 4081 administrative

rule, OAR 860-022-0041. All padicipants to this proceeding agree that Staff has done an

excellent job identifying the issues that must be resolved before the first SB 408 automatic

adjustment clause ("AAC") goes into effect and developing proposed rules to address these

issues. As a result, there is now almost complete consensus on the proposed rules,

notwithstanding their complexity.

As a result of this consensus, the following comments are limited to: (1) clarification

of questions raised in Opening Comments and at the July 31,2007 hearing, (2) further

discussion of the two rule changes that implicate normalization concerns (Amendments 3

and 5), and (3) a proposal to address unanticipated implementation issues that arise as the

law goes into operation.

I I .  QUESTIONSREGARDINGHOUSEKEEPINGAMENDMENTS

A. Amendment 1-Removal of the lterative Effect

All padies indicated support for Staff's Amendment 1 at the July 31 hearing, which

eliminates the iterative effect of SB 408 related rate adjustments. ICNU did, however, make

a recommendation in its Opening Comments that indicates a misunderstanding of the

' codif¡ed at oRS 757.267-268 and Or. Laws 2005, c. 845, $ a (eff. Sept. 2, 2005).
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1 amendment. There, ICNU urged the Commission to apply the iterative effect rule "narrowly,

2 stating that the reference in Amendment 1 to ORS 757.267 and 757.268 "means rate

3 adjustments made through the automatic adjustment clause called for in SB 408 rather than

4 adjustments to base rates in general rate cases.' (ICNU Opening Comments at 2.)

5 To clarify, Amendment 1, by its express language, already applies only to SB 408

6 related adjustments. (See proposed OAR 860-022-0041(ZXg) (limiting definition of "iterative

7 effect" to "rate adjustment[s] for taxes related to ORS 757.267 or ORS 757.268").) Thus, by

I its express terms, Amendment 1 does not apply to non-SB 4O8-related adjustments-

9 whether made in a utility's general rate case or another proceeding. (ld.) However, by its

10 express terms, the amendment does eliminate the iterative effect of any SB 4O8-related

11 adjustment from the calculation of taxes paid whether that adjustment is made in an SB 408

12 AAC proceeding or a general rate case. (See proposed OAR 860-022-00a1(a)(d)(E) and

13 (4XjXC) (permitting adjustment to federal/state and local total taxes paid to eliminate

14 iterative tax effect in rate case context); PacifiCorp Opening Comments at 2-5 (describing

15 operation of Amendment 1).)

16 B. Amendment 2-One Time Election

17 All padies support Staff's second amendment, which allows a utility to change its one

18 time election if the utility's ownership changes. One question regarding Amendment 2 was

19 raised at the hearing, however. Noting that Amendment 2 refers to changes in ownership

20 pursuant to ORS 757.511, ALJ Grant questioned whether it was Staff's intent that this

21 amendment allow a utility to change its one time election upon approval of any

22 ORS 757.511 application (e.9., upon approval of an application related to a corporation

23 indirectly acquiring 5o/o of the voting securities of the utility).

24 As PacifiCorp understands it, the intent of Staff's proposed amendment is to allow a

25 new utility owner the opportunity to make the election between the two alternative

26 methodologies for calculating the multi-state tax rate in the first tax report filing that includes

Page 2 - REPLY COMMENTS OF PACIFICORP
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a per¡od reflecting new ownership. See OAR 860-022-0041(3XcXC). Rather than being

intended to expand this exception to the one-time election to include all affiliate interest

fi l ings under ORS 757.511, the reference to ORS 757.511 is intended to l imit the exception

to bona fide (r.e., Commission-approved) changes in ownership. This is consistent with the

proposed amendment language, which states expressly that it applies "in the case of a utility

ownership change" and that it pertains to the reporting period "reflecting the new

ownership."2

While ORS 757.511 covers actual changes in utility ownership as well as changes in

affiliate status, including affiliates that directly or indirectly acquire 5o/o of the voting securities

of the utility, Staff's proposed amendment expressly and solely refers to changes in

ownership. The terms "change in ownership" and "new ownership" are not defined in

ORS 757.511 or anywhere else in the public utility statutes. Accordingly, these terms will be

interpreted pursuant to their plain meaning. The plain meaning of change in ownership of a

utility is a change in control of the utility-in other words, a change in the ownership of 51o/o

or more of the utility's voting shares. Thus, the amended rule provides that, upon a change

in the ownership of 51o/o or more of the utility's voting shares, approved by the Commission

under ORS 757.511, the new owner of the utility may make the election between the two

alternative methodologies for calculating the multi-state tax rate in the first tax report filing

that includes a period reflecting the new ownership.

2 Staff's proposed amendment provides:

lf a utility's taxes collected in rates reflect non-Oregon state income
taxes, the utility must make a one-time permanent election in its
October 15, 2006, tax report filing, or in the case of a utilitv
ownership chanqe pursuant to ORS 757.511. in the first tax
report filinq that includes a tax reportinq period reflectinq the
n e w o w n e r s h i p . . . .
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C, Amendment 4-Exclusion of BETGs from SB 408

All parties with the exception of ICNU support adoption of Staff's Amendment 4,

which conforms the rules to House Bill 32013 by excluding Oregon business energy tax

credits (BETCS) from the operation of SB 408. ICNU raised two concerns regarding the

scope of Amendment 4 in its comments and at the hearing-stating that, to be excluded

from SB 408, the BETCs must be related to conservation and renewables and not paid for

by ratepayers.

With respect to both of ICNU's concerns, PacifiCorp joins in PGE's Reply

Comments, which provide further clarification of proposed Amendment 4 and HB 3201.

PacifiCorp also notes in response to ICNU's concern about customers paying for BETCs

that, as a practical matter, PacifiCorp pays for all BETCs below the line. Thus, PacifiCorp

customers never incur the expense of BETCS.

III. RULE CHANGES RELATED TO NORMALIZATION

PacifiCorp agrees with Staff-and every other party that has commented-that a rule

change to prevent a negative current taxes paid result is necessary to protect against a

violation of the normalization conditions of the Internal Revenue Code. The only point of

contention that remains is the degree of caution the Commission should take to prevent a

normalization violation and ensure a positive response from the IRS to the utilities' requests

for Private Letter Rulings ("PLRs").

To this end, PacifiCorp urges the Commission to continue to follow the conservative

approach to normalization that it adopted in its AR 499 order when it addresses the two

proposed rule amendments that impact normalization. These are the proposed change to

the Apportionment Method floor (Amendment 5) and the proposed safety net to prevent a

t The Oregon Legislature passed HB 3201 on June 25,2007 and the Governor signed the bill
into law on July 31,2007 .
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1 negative current taxes paid number (Amendment 3). Of these two proposals, the more

2 critical one in terms of normalization is the safety net.

3 e. Amendment 3-Normalization Safety Net

4 The most important rule change proposed is Amendment 3, which is design.ed to

5 prevent a normalization violation. (See Staff's proposed OAR 860-022-0041(a)(d).) This

6 amendment is intended to preclude a "taxes paid" result that falls below the level of the

7 utility's deferred taxes related to depreciation on its public utility property-or, in other words,

8 the amendment is intended to avoid a negative current tax. All participants to this

9 proceeding agree that a negative current tax would likely violate normalization and should

10 be avoided.

11 Amendment 3 is critically important in the context of Amendment 5 (discussed

12 below), which removes the depreciation add-back from the calculation of the Apportionment

13 Method floor, thereby greatly increasing the likelihood of a negative current tax "taxes paid"

14 result. Thus, Amendment 3 provides a safety net against a normalization violation and

15 increases the likelihood of a positive response from the IRS on the utilities' PLR requests.

16 While a negative taxes paid outcome may seem unlikely or counter-intuitive, the

17 current methodology for calculating taxes paid, particularly under the Apportionment

18 Method, can produce such a result. ln fact, the utilities' pending PLR requests demonstrate

19 this potential outcome with an example where the stand-alone result is $490, the

20 consolidated result is $468 and the Apportionment Method result is ($19).4 Further, the IRS

21 typically examines just such extreme, yet still plausible, scenarios to evaluate normalization

22 effects.

23

24

25 o See pages 11-18 of PacifiCorp's PLR request, a copy of which (exclusive of exhibits) is
attached hereto as Attachment A.

26
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1 1. Staff's Proposed Safety Net Leaves Too Much Room for a Possible
Normalization Violation.

2

3 Staff attempts to ensure against a normalization violation by requiring a taxes paid

4 result of at least the amount of the utility's deferred taxes related to depreciation on the PUP

5 of the utility. Using the example in the PLR to illustrate, under Staff's proposed rule, the

6 ($19) result of the Apportionment Method would be reset to the utility's deferred tax expense

7 of $140 (r.e., $0 current tax), which would become the final taxes paid result.

I While PacifiCorp supports the intent of Staff's proposed rule, which appears simple

9 on its face, PacifiCorp believes the proposal entails a degree of complexity (e.9., in its

10 calculation of the amount of refund attributable to the regulated operations of the utility) and

11 leaves room for a normalization violation in at least two ways:

12 First, Staff's safety net proposal relies on a method that returns a negative current

13 tax number to $0 to determine the ultimate taxes paid number, arbitrarily adjusting the final

14 result to $0 current tax whenever the method produces a result that is a clear normalization

15 violation. In this way, the proposal fails to eliminate consideration of any result that

16 encroaches on deferred taxes by producing a negative current taxes paid amount.

17 Moreover, if the method of determining the deferred tax expense (and therefore current tax)

18 is in any way flawed, the safety net cannot assure against flowing through deferred taxes.

19 ln this way, the safety net provides for the absolute minimum amount of required protection

20 with literally no margin for error-thereby providing inadequate assurance against a

21 normalization violation.

22 Second, depending on how Staff's safety net,proposal is interpreted, it may failto

23 accurately calculate the deferred tax expense, thereby exposing the utility to a significant

24 normalization risk. This is because Staff's safety net proposal reduces the deferred tax

25 amount by the amount of any tax refunds "apportioned" to the regulated operations of the

26 utility. lf "apportioned" in this context is interpreted to mean apportioned based on the

McDowell& Rackner PC
520 SW Sixth Avenue, Suite 830

Portland, OR 97204
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Apportionment Method factors, deferred taxes will be reduced by an amount that is not tied

to the utility's tax accounting methodologies. Consequently, depending on the

Apportionment Method factors used in any given tax report to apportion the refund to the

utility's deferred taxes, Staff's proposed safety net may or may not actually ensure a taxes

paid result that covers the entire deferred tax expense.s

2. PacifiGorp's Proposed Safety Net Provides More Comprehensive
Protection Against Normalization Violations.

PacifiCorp has proposed a revision to Statf's proposed safety net that provides more

comprehensive protection against normalization violations while also ensuring that, in the

event the lRS rules negatively in the PLR, implementation of SB 408 is not delayed.

PacifiCorp's proposed safety net would preclude the use of any methodology (¡.e.,

Standalone, Consolidated or Apportionment) that produces a negative current taxes paid

result in a given year. (See PacifiCorp Opening Comments at 10-13.) Each year, the utility

would provide in its annualtax report calculations and supporting documents applying all

three of the methods the Commission has set forth in the rules. However, in a given year,

should any of the three methods produce a current taxes paid result that is negative, that

method would be set aside for that year, and the lower of the results from the remaining

methods would be selected as the taxes paid amount for the year.

Under PacifiCorp's revised safety net, in the example from the PLR, the

Apportionment Method result of ($tg) would be eliminated from the "lesser of' comparison,

and the final taxes paid number for that year would be selected from the remaining two

" This second concern would be alleviated if "apportioned" were interpreted in this context to
mean allocated pursuant to the utility's tax allocation methodology. However, if Staffs proposed
safety net is adopted as currently drafted, it is likely the IRS may deem the safety net insufficient to
ensure against normalization violations. PacifíCorp's proposed revisions to Staff's safety net rule,
included in PacifiCorp's Opening Comments at page 10, repface the word "apportioned" with the word
"allocated" to address this concern.
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1 results. This would produce a finaltaxes paid result of $468, which was the Consolidated

2 result for the year.

3 PacifiCorp's normalization safety net provides more comprehensive and clearer

4 normalization protection for three reasons:

5 First, unlike Staff's proposed safety net, PacifiCorp's safety net does not arbitrarily

6 set current taxes paid at zero (i.e., the deferred tax amount). Therefore, it neither bases the

7 taxes paid result on a method that initially produced a normalization-violating result nor does

8 it leave literally no margin for error. Thus, for example, if Staff's proposed calculation of the

9 deferred tax expense includes an error (e.9., reduction of deferred taxes based on refunds

10 allocated pursuant to the Apportionment Method), Staff's safety net does not ensure against

11 flowing through deferred taxes in violation of normalization. PacifiCorp's safety net avoids

12 this risk by using the lesser-of amount derived from a method that does not violate

13 normalization, instead of reverting to a potentially miscalculated deferred tax amount.

14 Second, Staff's proposed rule would result in taxes paid being set at the lowest

15 possible level, deferred tax expense from depreciation on public utility property, without a

16 clear methodological basis for this outcome. From a normalization standpoint, it is difficult to

17 defend an outcome that is not transparent in terms of the inherent relationship between

18 current and deferred taxes. When current taxes are arbitrarily reset at a particular level, in

19 this case "zero," the depreciation and deferred taxes associated with that current tax number

2O are harder to define, isolate and protect. The IRS must be able to clearly discern that

21 normalization-which actually addresses the relationship between current and deferred

22 taxes related to depreciation-has been properly and squarely addressed within the context

23 of the three taxes paid computations we have presented to them for a favorable ruling.

24 Third, PacifiCorp's approach invalidates, rather than partially rehabilitates, a

25 calculation that violates normalization. This is a clearer, easier approach for the IRS to

26
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review and approve in the context of the pending PLR requests.6 This is impodant,

because, without a positive PLR, SB 408's AAC may never go into effect, at least for tax

refunds.T

B. Amendment 5-Ghange in Apportionment Method Floor

The second set of rule changes that impact normalization covers Staff's proposalto

eliminate the general depreciation add-back on the Apportionment Method floor.

PacifiCorp's principle objection to this set of changes is that it dramatically increases the

likelihood of a normalization violation. (See PacifiCorp Opening Br. at 6-10.) While

PacifiCorp believes the most conservative approach to normalization is to reject this set of

changes, PacifiCorp urges the Commission-if it decides to adopt Staff Amendment 5-to

adopt it in conjunction PacifiCorp's proposed normalization safety net. By adopting such a

comprehensive and clear normalization safety net, the Commission mitigates the increased

risk of a normalization violation presented by Amendment 5.

IV. FLEXIBILITY TO ADDRESS IMPLEMENTATION ISSUES

Finally, PacifiCorp respectfully requests that the Commission acknowledge that,

while Staff's proposed amendments have tried to anticipate and address the key

implementation issues, unanticipated issues will invariably emerge as the law begins to

operate. Existing OAR 860-022-0041(4Xo) provides a model for an efficient mechanism for

dealing with these unanticipated issues in a way that will not derail implementation of the

first AACs. That rule requires the utilities to identify in their tax reports any unanticipated

normalization concerns and propose solutions to those concerns. Similarly, the Commission

6 ALJ Grant asked at the July 31 hearing if rule amendments will require amendment of the
pending PLR requests, and, if so, what the procedure is for amending PLR requests. The original
PLR requests filed on December 29,2006, will be supplemented by a letter from each utility
explaining the rule changes and updating the relevant sections and examples.

t oAR 860-022-0041(8Xg) ("While a utility's request for a Private Letter Ruting is pending, or
a related Revenue Ruling is pending, no rate adjustment will be implemented . . . .").
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should direct the utilities to identify in their tax reports any remaining implementation issues

and propose approaches for addressing those issues.

V. GONCLUSION

PacifiCorp appreciates the opportunity to comment on the draft rules. For the

reasons stated above, in PacifiCorp's Opening Comments, and at the rulemaking hearing,

PacifiCorp supports adoption of Staff's proposed rule changes with respect to removal of the

iterative effect (Amendment 1), allowance of a change in methodology if ownership of the

utility changes (Amendment 2), and exclusion of BETCs from the SB 408 calculation of

taxes paid (Amendment 4). PacifiCorp urges the Commission to continue to recognize the

critical importance of avoiding a normalization violation and receiving a positive ruling from

the IRS on the pending PLRs. Accordingly, if the Commission adopts Staff's proposed

change to the Apportionment Method Floor (Amendment 5), PacifiCorp urges the

Commission to protect against the increased risk of normalization violations by also

adopting PacifiCorp's proposed revisions to Staff's safety-net rule (Amendment 3).

Additionally, PacifiCorp respectfully requests that the Commission acknowledge that

unanticipated issues will invariably emerge as the law begins to operate and direct the

utilities to identify in their tax reports any remaining implementation issues and propose

approaches for addressing those issues.

DATED: August 10,2007

Attorney for PacifiCorp
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December 29,2006

vrA ovER¡g-G_,HT CO{JRTER

Associate Chief Counsel
Internal Revenue Service
Attn: CC:PA:LPD:DRU, Room 5336
J 1l I Constitution Avenue, N.W.
Washington,DC20224

Re: Ruling Request for PacifiCorp @IN #930246090)

Dear SirorMadam:

' On behalf of PaciñCorp f?acifiCoip" or "Taxpayer'), we respecffully request tbat the
Intemal Revenue Service ('service') issue rulings under $168(Ð(9) of the Intemal Revenue
Code of 1986, as amended ("Code'), former Code $167(l) and former Code $a6(f) regarding the
status under the deprecíation and inveshent fax credít ('ITC') normalization rules of the
ratemaking procedure which wilt be described in deøil hereafter. PacifiCorp is required r¡nder
rules recently issued by the Oregon Public Utility Commíssion to seek this private letter ruling.

$TATEMENT OF FACTS

Taxpayer

PacifiCorp is both incorporated and headquartered in the State of Oregon It is a
vertically integrated regulated electric company serving retail customers in portions of the states
of Oregorq Utah, Wyoming, Washington, Idaho and Califomia. PacifiCorp also sells electricity
in the wholesale market. In connection with these activíties, it is regulated by the Oregon Public
Utility Commission f'Commissíon'), fhe Wyoming Public Service Commission, the Utah Public
Service Commission, the Washington UtilitÍes and Transportation Commission, the ldaho Public
Utility Commission, tÏe Califomia Public Utilities Commission and the Federal Energy
Regulatory Commission ("FERC') with respect to ttre terms and conditions of service and, mosf



Associate Chief Counsel
December 29,2006
Page2

particularly, as to the rates ít can charge for its service. . PacifiCorp accounts for its Oregon-
jurisdictional ITC pursuant to former Code ga6(f)(1).

PacifiCorp is an indirest subsidiary of MidAmerican Energy Holdings Company
("MEHC'). MEHC owns subsidiaries other fhan PacifiCorp that provide regulated electric and
gas and interst¿te gas pipeline services to customers in a number of geographical areas (ìncluding
Iowa, Illinoís, South Dakota and Nebraska). MEHC is, itself, 88.29/o owned by Berkshire
Hathawa¡ Inc. ('BHI'). BHI, MEHC and PacifiCorp outl numerous subsídiaries that engage in
non-regulated activities.

BHI is the parent of an affiliated group of corporations that files a consolidated U.S.
Corporation Income Tax Return. This group includes both MidAmerioan and PacifiCorp and
their respective subsidiaries. This retum is fiIed wÍth the Internal Revenue Sert¡ice Center in
Ogden, Utah. BHI, and, hence, PacifiCorp, employs a calendar year reporting period.
PacifiCorp uses the accrual method of accounting

The Seftins of Pacif¡Corp's Rates

In each regulatory jurisdiction, Taxpayer's rates for retail electric service a¡e determined
on a 'bost of service" basis and are desþed to provide, after recovery of allowable operating
expenses, an opportunity to earn a reasonable return on "rate base." "Rate base" is generally
deterrrined by reference to the original cost (net of accumulated depreciation) of utility plant in
service, subjeot to various adjustuents for defe¡red tæres and other items. The assets used in
these 'bost-based" activities are subjeot to the depreciation and ITC normalization rules
contained in Code g168(Ð(9), former Code $167(t) and former Code $46(f). The above-
described prooess of setting rates requires that PacifiCorp oompute its tax expense element of
cost of service, including both current and deferred compouents ('income tax expense'), so that
all of its incured costs can be ascertained.

TÞc Oreqg.n Leeislation

In September of 2005, Senate Bill 408 ('SB 408') was signed into law.r A copy oisn
408 is appended as Exhibit l. This legislation prescribed a new and different method for the
treatment of the tæ< element of cost of service for certain Oregon utilities. Specificall¡ the
legislation was intended to "more closely align taxes collected by a regulated utility from its
ratepayers with taxes received by units of govemment." The new "alignment" procedwes
apply to all income tæces - federal, state and local.

SB 408 requíres all regulate{ investor-owned utilities that provided elechic or natural
gas service to an average of 50,000 or more customers in Oregon in 2003 to file an annual tax
ieport with the Commission on or before October 15ú following the year for which the report is
being made. Among other infor¡nation, the tax report must contain (l) the amount of taxes that
werJpaid (a) by the utitity or (b) by the affiliated Sroup and thal are'þroperly attribuûed'to the

t Sg ¿08 was codified at ORS 757.267 and 757 .268.
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regulated operations of the utílity and (2) the amount of taxes "authorized to be collected in
rates." If the Commission determines that the amount of t¿xes "authorized to be collected"
differs by more than $100,000 from the amount of 'þroperly athibuted" taxes paid in any one oj

the previous three years, it must order the subject pubtic utility to implement -a_Íate schedule with

an áutomatic adjustment clause accounting for the difference by means of either a surcredit or a

surcharge on itJ customers' utility bills. In other words, SB ¿+08 seeks to reooncile and then to

match taxes collected ín rates with taxes paid by and properly athibutod to the utility, as those

tenns are defined by the statute, for each annual period-

There are, therefore, two measurements that a¡e fundamental to the operation of the

statute: (i) that of taxes paid and "properly attributed" to the Oregon regulated operations of the

utility and (ii) that of 'laxes authori2ed to be collected in rates."

ThePermanent Rules

SB 40S did not define or even describe the pbrase'þroperly athibuted" and provided no

methodology for its identification. This task was delegated by the legislature to the Commission.

a permanJnt rulemaking docket, AR 499, ** optt-"d by the Commissíon on Septegbqr l5'
2005 to esrablisb rules for the implementation of SB 408 - including the proge{Tt: +t
quanti$ing'þroperþ attíbuted" t¿xðs..In OrderNo. 0G532 issued on September 14,2006,tho

óo*.irriõn 
-u¿dptol 

frnal administrative rules setting forth that methodology, as well as other

items necessary for the implementation of SB 408 ('?errnanent Rules')' A copy of the

Permaüent Rules is appended as Exhibít 2.

Taxe$ Autborize.d To.Be C.oll$ted In RateÊ

The mechanics for computing taxes authoñrædto be collected in rates a¡e established in

Com¡nission Order No. 06a00, en?gg. Per this order, the calculation must be driven by data

from each utitity's last rate case. From fhat data, each utility calculates the percentags of each

dollar of revenue that, per the assumptions made when setting rates, is attribufable to the

recovery of the tax expånse element of c-bst of service.2 This percentagg is then multíplied by the

,"n"rrue, actually coilècIed as reported in the utility's regulatory operational repof. The result of

this computation represents the total taxes, botb current and deferred, deemed collected as a

result of ine provisión of the regulated sen¡jce at the rates est¿blished in the príor rate case.

For example, i[ in a utility's last prior rate case, the ta,r expense- element of cost of

service (both cunãnitu* expense *d ¿"f"rrt¿ tax expense) $/as assllmed at $10 million and total

, projected revenues (Í.e., the tevenue requirement upon which tates were bæed) we¡e $200
' 

Liilion, it is presunÁti:ørt sm ($10/$200i of every dollar collected from customers while those

rates a¡e in effeot represents the recovery of the tax expense element of cost of service. If; in a

subsequent period, tä1¿l revenues collecied arc 5240 million, then that amounl is multiplied by

5% to quantiff the deemed "taxes authorized to be collected üi rates." Under SB 408, this would

be $12 million,

2 Technica¡y, this is aocomplished in two steps: (t) a computation of a margin (net income before taxes divid9d by

gross revenues) and (2) the multiplication of that margin by the tax ratg.
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'rP roperly Attrib uted " Taxcs

The Perrranent Rules define the amount of federal, state, and local income taxes paid by
the utility or by the affiliated group and that is 'þroperly attributed" to the Oregon regulated
operations of the utilíty. In general, it is the lowest of three altemative computations: (a) the

. "stand alone" tax liability of the utility (hereafter, Method l), (b) the total tax liability of the
afEliated group adjusæd as descrÍbed below (hereafter, Method 2) and (c) the total tax liability of
the affiliated group (again, as adjusted) apportioned as prescribed by the Pennanent Rules
(hereafter, Method 3).

Adjustments

The adjusmefts to both the stand alone (Method l) and consolidated (Methods 2 and3)
tax liabilities are of tfuee basic t¡pes: (i) "incentive" adjustnents that are meant to prevent
certain tax benefits from being passed on to customers (Í.e-, to encourage the activities v¡hich
ptoduce the tax benefits), (ü) "regulatory lagi'adjustnents that account for certain tax benefits
that are not reflected in rates because they were recognized subsequent 1o the last rate setting

- and (iii) adjustrnents that are meant to ensure compliance with the normalization nrles of the
Code.

The incentive adjustments relate to items such as charitable contributions and the
renewable elechicity production credits provided for by Code $45. Under each of the three
alternative methodologies, ttre ax benefits of some or all of these two items are added back to
the relevant tax liability. The efifect of this is that they are not used to reduce Oregon regulated
rates. Thus, the benefits are retained by the utility, thereby promoting the underlying activity.
Because the treatment of these two items in rafemaking does not implicate the normalization
rules, the mechanics sruïounding them wÍll not be further described and no rulÍngs will be
requested with respect fo these.

The "regulat ory.lag"adjusünenfs relate to production tax credits and certain state credits.
Insofar as these items do not implicate the normalization niles, the mechanics su¡rounding them
will not be further described and no rulings will be requested with respect to these.

The general architecture of the "normalization protection" process is to adjust the starting
tax liability (either consolidated or standalone, as the case may be) by "stripping out" the two tax
benefits thatare subject to the normalization rules - depreciation and ITC claimed with respect to
public utilify properry (?UP'). In the oase of Method 1, the standalone tax liability is then
adjusted to reflect the effects of both of fhese benefits on curent and deferred taxes. Method 2
o¡rerates the same \Ã/ay as Method I except its starting point is the consolidated tax liability
instead of a standalone one. In the case ofMethod 3, the consolídated tax liabilify so modiflred is
subjected to an allocation procedure. After the application of this procedure, the same "back
end" adjustments are made as in Methods I and 2. In each of the three methods, the benefits of
depreoiation and ITC are, thus, effectively isolated and handled discretely. In this way, the
process is designed to ensure compliance with the notmaliz"ation rulgs.
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There follows a description of each of the three methods. In each description, the
adjustments for anything other than depreciatíon and ITC-related tax benefits, Í.e., incentive and
regulatory lag adjustments, have been excluded.' Additionall¡ while SB 408 and the Perrranent
Rules gubject state and local Íncome taxes to the same procedures, these are not reflected in the
desoriptions below.

.I*,ethod 
I 6tøtd Alonet

starting poinh 
l#"i#"ff:#,iä,ï:ffuiiïi:'#,',#i Y,äii',ä;i,ff
report of operations for the period.

Adjustment I Recompute tax liability eliminating tax depreciation on PUP;

: Adjustment 2 Addback the benefit of ITC;

i Adjustment 3 Deduct the benefit of tax depreciation claimed with respect to PUP
nsed inthe Oregon regulated operations;

ea¡*t*ent 4 Adjust for deferred taxes related to the Oregon regulated
operations; and

Adjustruent 5 Deduct the benefit of ITC ar-ngrtization recognized by the
Commission in establishing rates.a

ResulÍ Method I properþ atúibuted taxes.

:

MeLhod 2 (Conso lldøted/,4dì usledl

srarúing poinn 
.?rî:Ëä1,åffiiljitrüffi,r%,,:,ffi s¡; 

uo:uu*ents for

Adjustment I Add back the tax benefit of all.tax depreciation claímed with

itri::ï: 
*, PUP anywhere in the group (calculated at statutory

+s ¡$ fv l t

' Adjustment 2 Add back the benefit of ITC claimed on all PUP anywhere in the
group;

. 3 e complete matiix of all adjustments cross-referenced to the retevant provision of,the Permanent Rules is

a There is also an adjustment for interest to conform it to the method used by thb Commission in establíshing rates.
However, tlris adjustment is not gemane to fåe uormalization rules and, hence, this ruting request.
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Adjustment 3 Deduct the benefit of tax depreoiation claimed with respect to PtlP
used in the Oregon regulated operations;

Adjustrnent 4 Adjust for deferred taxes related to the Oregon regulated
operations; and

Adjustment 5 Deduct the benefit of ITC amortization recognized by the
Commission in establishing rates.

Resutt: Method 2 properly attributed taxes.

Me t h o d 3 (Co n s o I Íd a te d/Ao.e grt ío q edl,

Starting poinf: Consolidated federal income tax þer returi) after adjusünents for
subsequent changes (audits, amended retums, etc.).

Adjusûnent I Add back the tax
respect to all PUP
tax ratÐ;

benefit of aII tax depreciation claimed with
anlnvhere in the group (calculated at statutory

Adjusünent 2 Add back the benefit of ITC claimed on all PUP anywhere in the
gfoup;

Adjustrnenf 3 Apportion the amount after Adjushnent 2 by apptying a "the€-
îactot''formulqs

Adjusfinent 4 Compare the result of Adjusûnent 3 to the stand¿lone floor6 and
proceed using the gteater of the two;

.ddjustment 5 Deduct the benefit of tax depreciation claimed with respect to PUP
used in the Oregon regulated operations;

Adjustment 6 Adjust for defened taxes related to the Oregon regulated
operations; and

Adjushnent 7 Deduct the benefit of ITC amortization recogni¿¿fl by the
Commission in establishing rates.

5 Thc'Ihtee factor" formula consists of a simpte averageofthe ratios of Oregon regulated operations to the
consolidated gloup toüal for plant, wages and sales.o The standalone floor is the amount that results after Adjustment 2 of Method I (an adjusted standalone tax
liability) reduoed by an allocation of the imputed negative tax liability of,¿füliates wiñ tax losses. This imputed
negative tax liability is computed afier elimínating depreciation and ITC olaimed by each loss affitiate rvith respect
to its PUP. The total of such imputed negative fax liabilities is apportioned based on a simple average of-the ratios
of Oregon regufaæd op€rafions to all regulated operations for plant, wages and sales.
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Resulfi Method 3 properly attributed tæres.

ComparÍson of "Taxcs AuthorÍzed" To (Taxep-,P.{gpefly Attributed"

As indicated above, the ¡esult of the calculation described as representing the taxes
authorized to be collected in rates is compared to the calculation described as representing the
taxes properly attributed to the Oregon regulated operation for the same period. Starting in fiscal
years beginning on or after January 7,2006, it for any of the previous three years, tlre difference
between the two equals or exceeds $100,000 (for all income taxes), the Commission must
implement an adjustrnent clause to "true up" the taxes collected to the taxes properþ attributed
by crediting or charging customers for the difference on fi¡ture bills. The Commission has
developed a template that provides a comprehensive example of the computations required under
SB 408 and the Permanent Rules. For purposes of providing a sense of the flow of the process,

. this template is appended as Exhibit 4.

SB 108. the PefpFnentB,Fles and thc,Normal¡zat¡on Ruleq

By mandating the establishment of an adjustrnent clause for the tax expense element of
cost of service, SB 408 and the Permanent Rules effectively est¿blish a methodology for the
computation of the tax expense element of cost of service itself. In other words, the requirement
to '"true up" to a measure of 'þroperþ athibuted taxes" means that, ultimately, it is these
'þroperly atfributed taxes" that are collected in rates. Consequentþ the normalization rules are
clearly relevant to these calculations. In recognition of this fact, the Perrnanent Rules reguire
fhaÇ on or before December 31,2006, each utility subject to SB 408 must seek a private letter
ruling from the Internal Revenue Service as to whether the utility's compliance with SB 408 and
the Perrnanent Rules would cause the utility to fail to comply with any provision of the
normalization rules. They further provide that no rate adjusûnent will be implemented while
such'a ruting request is pending. Finally, the Pcrmanent Rules authorize a utility to propose an
adjustment to its compuüation of propérly athibuted ta¡res in order to avoid a probable violation
of the normalization rules.

RULINGS.REOUESTEI)

Taxpayer respectfully requests the followÍng rulings:

1. The use of Method 1 to calculateTaxpayer's tax expense element of cost
of service is consistent with the requirements of Code $168(Ð(9), former Code

$ló(l) and former Code $46(Ð

2. The use of Method 2 to çalculate Taxpàyer's tax expense element of cost
of seruice is consistent with the rçquiremerits of Code $l6S(iX9),"forner Code

$16(l) and former Code $46(f).
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3. The use of Method 3 to calculate Taxpayer's tax expense element of cost
of service is consistent wÍth the requirements of Code $168(iX9), fonner Code

' 
$167(l) and forrner Code ga6(f).

4. The automatic adjustment clause described above which conforms taxes
collected by Taxpayer from its Oregon customers fo taxes paid with respect to its

. Oregon regulated operations is consistent with the requirements of Code
$168(iX9), former Code 9167(l) and former Code 946(f)

STATEMENT OF LA\ry
' 

Cod, $l6S(Ð(9XA)(i) provides that, in order to use a normalization method of accounting
with respect to any public utility properfy, the taxpayer must, in computing its tax expense for
puflloses of establishing its cost of service for ratemaking pulposes and reflecting operating
results in its regulated books .of accoun! use a method of depreciation with respect to such
property tlat is the same as, and a depreciation period for such property that is no shorter tha¡L
the method and period used to compute its depreciation expense for such pu{poses.

Code $l6S(Ð(9XA)(ii) requires that a taxpayer make adjusffients to a reserve to reflect
the deferral of such taxes resulting from the use of different depreciation methods fo¡ tan
purposes and for purposes of computing its tæ< expense element of oost of service.

Code $168(Ð(9XBXÐ provides that the no¡nalization requirements are not met if the
taxpayer uses a procedure or adjustment that is inconsistent with the requirements of Code
$168(ixexA).

Code $l6S(iXgXBXiÐ provides that the procedures and adjustments that are ínconsistent
with these limitations include any procedure or adjustment for ratemaking pu{poses that uses an
estimate or projection of the taxpayer's tax extense, depreciation expense, or resewe for
deferred taxes unless such estimaûe or projection is also used, for ratemaking purposes, with
respect to the other two such items and with res¡rect to rate base.'

Fomrer Code $46(Ð imposed limitations on the treatment of the ITC claimed by certain
regulated public utility compani6rs with respect to their'þublic utility propertSr." The general
n¡le under former Code $a6(f(1) stated that a taxpayer's cost of service cannot be reduced by
aüy amount of the ITC. A taxpayer's rate base, however, may be reduced by the ITC amounf
provided that the reduction is restored no less rapidly than ratably over the useful life of the
Pfoperfy. :

Alternativel¡ ta¡payers could elect the application of former Code $a6(fl(2). This
section provided that ITC will not be allowed wilh respect to public utility property if (1) the
faxpayer's cpst of sen"ice for ratemaking pu{poses and on its regulated books of account is

7 See also former Code gl67(l[3)(G).
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reduced by more than a ratable portion of the ITC, or (2) taxpayer's rate base is reduced by
reason of any portion of the ITG

Former Code $46(f)(Q provides that, for purposes of determining whether or not the
taxpayer's cost of service for ratemaking purposes is reduced by more than a ratable portion of
ITC, the period of time used in computing depreciation expense for purposes of reflecting
operating results in the taxpayer's regulated books of account will be used.

Reg. g1.46-6(9) provides that ITC amortìzation period must be no shorter than the one
used to calculate ratemakìng depreciation expense.

Reg, g1.46-6(bx2xiÐ provides that, in determining whether or to what extent ITC has
been used to reduce cost of service, reference wilt be made to any accounting treatment that
affects cost of service.

Reg. 91.46-6(b)(3XiÐ(A) provides that, in determining whether orto what extent ITC has

been used-to reduce rate base, rference will be made to any accounting tre.atment that reduces

tlre pennitted retum on invesfinent by heating the credit less favorably than the capital that

would have been provided if the credit was unavailable.

Reg. $ 1.46-6(bx4)(i) provides that cost of service or rate base is also considered to have

been reduðed Uy reasó" ói uÎt or a portion of a .credit if çuch reduction is made in an indirect

manneÍ.

Fonner Code ga6(f)(10) providedtløtthe normalization requirements ar€ not met if fhe

taxpayet uses a ptoreàr.r" or a-djustment that is inconsistent with the limitations in former Code

S¿Offifl ana +e(ÐQ). The irocedures and adjustments that are inconsistent with these'

timitations include any procedure or adjuSment for ratemaking purposes that uses an estimate or

projection of the taxpâyer's qualified investment for purposes of the credit unless such esti¡nate

är irojection is consistänt with the estimates and projections of properry which are also used for

raúmakiug pu{poses, with respect to the taxpayer's depreciation expense and rate base.

On September ll, 1991, the Subcommittee on Select Revenue Measures of the

Committee oo Wuyr and Means held a hearing on the IRS withdrawal of the proposed

regulations conberning the treatment of consolidated savings under th¡_. normalization

r{uiren.rents of the Code. At that hearing, Deputy Assistant Secretary (tax Policy) Michael J.

C¡raetz released a statement in which he set forth the [tS's position with regard to this issue.

Attaehed to his statement rv¿s a memorandum to him from Abraham N. M. Shashy, Jr., Chief

Counsel, which served as the basis for Mr. Graetz's conclusions. Serial 10245,102no Congtess,

First Session.
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ANALYSIS

As described above, SB 408 and the Pennanent Rules effectively dictate the level of tax
expense that can be included in rates over time. They do this by (l) prescribing the mechanics
fo¡ arriving at a permissible amount (þroperly attributed" taxes) and (2) requiring an automatic
adjustment clause to ultimately achieve the quantity of rate collections appropriaie to that level
of tax expense - no more and no less. In o¡der to facilitate a normafization anatysis, this system
of ratemaking for taxes is best divided into four components. The fust th¡ee aro the three
alternative methodologies established by the Permanent Rules to quantify fhe 'þroperly

atkibuted'taxes paid. Sittce, in each year, th" lowest of the three computãtions is used att¿ *iore
there is ro way to predict in advance which of the methods will produce the lowest amount, it is
appropriate to subject each of the three to a separate normalization analysis. The fourth
component is the "true up" procedure itself,

Thrgç Methods and Deferred Taxes

The three methods of determining'þroperly attributed'tax aûiounts sha¡e two significant
cha¡acteristícs. The first is a lack of specificity in identiffing the components of tax expense.
The purpose of the three methods is to a¡rive at the amount of "taxes paid" that is 'þroperþ

a-ttributed" to the regulated operations in Oregon. Under the terms of SB 408, "tanes.paid"
includes "deferred taxes related to the regulated operations of the utilíty."8 Thus, "taxes paiá," as
defrned in SB 408, includes the entire tax expense element of cost of service for the Oregon
regulated operation. The computational focus of the th¡ee methods on overall tax expense leaves
some lack of clarity regarding the portion of the calculated amount that is current tax and the
portion that is defened tax. However, this lack of clarity can be readily overcome by the
application of some logic and basic accounting princþles, as will be illustrafed hereafter.

More significantl¡ each of the three methods includes an adjushnent for those defered
taxes 'orelated to the regulated operations of'the utility." For Methods I and?, this is Adjusünent
4. For Method 3 it is Adjusûnent 6. Section (2Xb) of the Permanent Rules defines a utility's
';deferred taxes" as:

"the total deferred tax expense ofregulated operation, as reported in the deferred
tax expense accounts as defined by the Federal Energy Regulatory Commission,
that relate to the year being reported in the utilþ's results of operations report or
tax retums."

This cross-reference to regulafory books of account creates an unusual sifuation with regard to
deferred taxes. By definÍng deferred taxes in this way, fhe Peúnanent Rules require that the
deferred portion of tax expense (i.e., "taxes paid') equals that reflected on those books as of the
end of the relevant measuremènt period. These regulatory books of account u'ill, in the normal
course, reflect deferred taxes (and, hence, deferred tax expense) generated by the lemporary

* SB 408, Secrion 3(t3XÐ(C).
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differences between the regulatory and the tax treatments of all items of which the utility is
aware as of the time of the closing of the regulatory books.e The defer¡ed tax account balances
will b€ "event driven" (i.e., they will result from whatever actual events transpirQ. Sínce this
closing of the regulatory books will, in the normal couÍse, ocour months prior to the filing of the
relevant tax rehun, at least some elements of deferred tax expense will consist of estimates.
However, the reference to "tax ieturns" in the definitíon excerpted above indicates that the level
ofdefened tâx expense reflected in the regulatory books ofaccou¡rt are to be "trued up" to the
"actual" deferred tax amorurt. Thus, the deferred taxes recorded in these books will, in all cases,
reflect the tax deferrals (and reversals) that acwally occur by virtue of the differences between
the regulatory and the t¿x treatments of items of income and expense.

By adopting the regulatory books as the deferred tax paradigm, complianse with SB 408
and the Perr¡ranent Rules will, of necessity, result in the consideration in the setting of rates of
the level of defened taxes that is required by the depreciation normalization rules. This will
include the beatnent of excess deferred taxes. To the extent that the regulatory books of account
employ the average rate assumption method to flow back these amounts, then that practice will
be recognized in the setting of rates tluough the deferred tax adjustment'

The remaining issues are, therefore, (1) wtrether or not the SB 408 procedures pennit the
flowing tlrough of the benefits of ai¡celerated depreciation and/or ITC ftom other regulated
operations and (2) the extent to uùich these procedures do something to the compufation of the
curent provision of t¿x expense that may be deemed to be an indirect (and impermissible)
adjusfinentto the deferred provision or an iuconsistenry thatruns afoul of Code $168(Ð(9XB).

Analvqes of th-e.Ihree Metho ds

Each of the three following analyses proceeds from a single set of facts. PacifiCorp's
base case consists of a single utility group member regulated by both the Commission and by
FERC and two non-regulated subsidiaries. The tax rate is 35Yo. The tb¡ee members file a
consolidated tax return incorporating the following results:

PacifiGoro Tax Expense - Base Data

PacifiCorp.
Oreoon

FacifiCorp-
FERC Sub I Sub 2 Consolidated

Pre-Dep Book Income $1,500 $250 $200 $9.100 $f 1,050

Book PUP Dep $100 $ 1 0 $ l  r0
PUP Dep-Add'lTax $400 $40 $,f40
Other Dep $9.400 $f00 $9.500
Taxable Income $1.000 $200 (s9.200)$9.000 $1.000
Tax Llabilítv $350 $70 ß3.2201 $3.150 $350

e Note fiat this adjustrnent includes all defered taxes - not just those assosiated with PIJP. Because only the PUP-
related defeged tãxes are retevant to the normalization rules, tl¡e illustrations set out later in this ruling reguost will
only focus on those.
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tTc $50 $10 $40 $100
Current Tax Exoense $300 $60 ($3_220)$3.110 $250

METEOP 1($itandAtonel

The application of Method I to the base data produces the following results:

Under this method, the ourrent tax provision is $300. The deferred tax provision is $140
which is athibutable to the Oregon PUP depreciation (r.ø., PacifiCorp's Oregon regulatory books
will reflect $140 of defened tax expense). There is another $50 adjustment (Adjustment 2)
which eliminates the effect of ITC on tax expense. Because PacifiCorp accounts for is Oregon-
jurisdictional ITC prrrsuant to former Code $46(Ð(1), there is no regulatory amortization
reflected in Adjustment 5. This is in keeping with the requirements of its normalizafion
accounting method (tì.e., ITC does not reduce cost ofservice).

Tax benefit of depreciation on Oregon PUP F500 X

'ax benefit of depreciation on Oregon PUP [$500 X
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This method represents conventional, stand-alone ratemaking for taxes of the t¡pe that is
used in most regulatory jurisdictions. As indicated above, the level of defered taxes provided
should be adequate under the depreciation normalization rules. The treatment of ITC is
consistent wÍth the ITC normalization rules. Finally'there is nothíng about the current provision
that should give the slightest pause under either set of rules.

In short, fhis ratemaking should be non-controversial from a tær normalization
perspective

M E THO!. ? -(C o n s o I í d ated/t4 I ì us ted I

The application of Method?to the base data produces the following results:

PacifïCorp-Oregon Tax Expense
Method 2

PacifiGorp-
Oreoon :

PacifiGorp-
FERC Sub I Sub 2 Consolidated

Pre-Dep Book Income $1,500 $250 $200 $9.100 $11.050
Book PUP Deo $r00 $ 1 0 $1 10
PUP Dep -Addl Tax $400 $40 $440
Other Deo $9.400 $100 $9.500
Taxable lncome $1,000 s200 ($9,200) $9.000 s1,000
Tax Liabilitv $350 $70 ($3,220) $3.150 $350
rTc $50 $10 $40 $100
Current Tax Epense $3oo $60 ($3,220) $3.110 $250

Consolidated Tax Uabilitv $250

Adiustrnent 1 $193
TaxEeneft õi depreciation on all PUP [($500+$50) X
35%l

Sub-totaf s443

Adiustment 2
Tex benefit of ITC on all PUP
f$50+$101

Sub-total $503

Adiustment 3 ($175)
@n on oregon PUP [$5oo X
35%l

Sub-total $328
Adiustment4 $140 Deferred taxes on Oregon regulate-d QPerations
Sub-total $468

Adiustment 5 $0 Regulatory ITC amortization
Total Tax Exoense $468

The Method 2 example above results in a curent øx provision of $278. This is the
subtotal after Adjustment ¡ ($¡Zg) less the $50 of ITC claimed with respect to Oregon PuP. The
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deferred tax provision consists of the $140 relating to Oregon PtlP. There is an additional cost
of service adjustment of $50 relating to the PacifiCorp-Oregon ITC. Thus, when compared to
Method l, the total deferred tax provision remains unaffected.

The $22 difference between the $468 of total tax expense using Method 2 and the $490
using Method I is athibutable to:

Method 1 tax exoense $490

Reduction for non-PacifiCorp Oregon tax
benefit ($50)

$00-
$3.220+$3.1rol

Pacift Corp-FERG depreciation $18 t$50 x 35%l
PacifiCom-FERC ITC $10

Method 2 tax exoense $468

The difference between this Method 2 calculation and the prior Method I calculation is entirely
attribut¿ble to activities other than PacifiCorp-Oregon's. In this regard, this difference is in the
nature of a consolidated tax adjustment ('CTA'). Generall¡ a CTA adjusts a utility's tax
expense element of cost of service based on the "tax reducing" consequences (usually tax losses)
of activities underfaken by consolidated retum affiliates of the utility (r'.e., consolidated return
benefits). Method 2 effectivel.l' does this, although, because its starting-point is the consolidated
tru< liability, it also reflects the tæ< consequences of divisional activities.ru

CTAs were very controversial in the latter part of the I980s. During that period of time,
a number of utilities requested guidance from the Service regarding the normalization
imFlicatioas of cefain CTAs that resulted in reductions of the tax expense element of cost of
service. The Service issued several private letter rulings (including PLRs 8525156,8643024,
8711050 and 8801041) all of which concluded that the imposÍtion of a CTA of this type would
violate the normalization rules. These conclusions were based on the dual premises that (1) such
ratemaking indirectly reduced the level of deferred tax required to be provided under the
normalization rules arñ Q) that it violated the "consistency requirement" of those rules.

On September Il, 1991, Michael Cttaetz, Deputy Assistant Secretary (Tax Policy),
announced a change in the Service's position with respect to CTAs at a hearing before the
Committee on Ways and Means Subcommittee on Selecf Revenue Measures. At that time, Mr.
Cnaetz, disavowed the previously issued letter rulings and decla¡ed:

"It is fhe position of the Service that, in fhe absence of regulations sBecifically
prohibiting consolidated tax adjushnents, these adjustments can be made without

l0 Though Method 2 can also pick up incremental net t¿x from afffiliatæ, as a practical nta$er, whçre this would be
the case' Method I would always produce a lower level of tax expensÊ. Thus, unless there is a net benefit fio¡n non-
PacifiC,orp0regon operations, Method 2 would never be üre basis for tl¡e tax expense computafion.
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violating the normalizatton requirements of the Code. Therefore, if requested in
an appropriate circumstance, the Service would rule that these adjusffnents do not
violate the nonnalization requirements of the Codq provided that the adjustrnents
are applied only to the extent of current ratemaking tax expense and not to the
defened t¿x reselve applicable to accelerated depreciation on public utihty
property."

At that hearing, lvb. Graetz distributed the memorandum from IRS Chief Counsel, Abraham
Shashy, upon which he based this statement. This memoranduq \Ã/as a bit more nuanced than
was lvlr. Graefz's testimony and stated:

"These arguments do raise a concern that a consolidated tæc adjustment
might be used to offset a utility's defened tax reserve from normalization or
míght be used to flow through the accelerated depreciation benefit of another
regulated utility in the same consotidated group. These ooncems are worthy of
fi¡rther study. Until they are resolve{ we can only say with confidenoe that
consolidated tax adjustments do not violate normalizatior¡ provided that the
adjushents a¡e apptied only to the extent of current ratemaking ta:c expense and
not to the deferred tax reserve applicable to accelerated depreciation on public
utility property, and provided.that the taxable income any other regulaæd utilities
'used inthe caiculation of the adjushents is computed on a uormalízed basis."

Taxpayer is aware of no authorities relevant to CTAs and the normaliz,a¡on rules issued
subsequent to the hearing referenced above. Certainty no regulations such as those mentioned by

Mr. Graetz have been promulgated - or even proposed.

Based on these "authorities," a CTA that (1) solely impacts the current portion of,the ta:r
expense elenient of cost of service, (2) doesn't impact (directly or indírectly) the level of
deferred taxes requüed by the nortnaliz*ttion rules and (3) doesn't effect a flow through of
another utility's accelçrated depreciation benefits should not run afoul of the depreciation
normalízation rules.

Method 2 reduces PacifiCorp-Oregon's Method I cur¡cnt tax provision from $300 to

5278. By virtue of the $28 of normalization-protection adjustments, it is absolutely clear that the
reduction does not have the capacity to flow through to PacifiCorp-Oregon customers the ta:<
benefits of PacifiCorp-FERC depreciation or ITC clarmed with respect to PUP' It is likewise
clear that deferred taxes have been provided on all Oregon PUP-related tax deferrals. Finall¡
the reduction in the current tax provision atfübutable to the net reduction in consolidated tax
atfibutable to operations other than those of PacifiCorp-Oregon would seem to be well within
the tolerances of Mr. Gmez's testimony and Mr. Shashyls memorandum (assuming, of course,
that those documents continue to reflect the posítion of the Service).

Consequentl¡ the level of tax expense produced by Method 2 shoutd be deemed
consistent with both the depreciation and ITC normalization rules.
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METHOD 3 (Consolídøted/,4nøortioned)

The applioation of Method 3 to the base data produces the following results:

PacffiGorp
FERC

benefit of ITC on all PUP

to standalone floor and select greater of two*

Affocated neoative liabilities fi6-04o/o
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Assuming that the deferred tax provision is, as in the two prior methods, $140, the current
tax provísion using Method 3 is ($209)."

Whereas Methods I and2 use only utax datî'in the calculation of tax expense, Method 3
employs a very different approach. It allocates the consolidated tax liability (as adjusted) based
on non-tax events (i.e., the "3-faefor" forrnula). Unlike Method 2, its use is in no way premised

on the existence of consolidated return benefits. In other words, for Method 3 to produce the
lowest tax expense of the three methods, it ís not necessary that any nonfacifiCorpOregon
activity produce a net tax benefit (e.g., anet operating loss). The mere allocatíon based on the
three factors can render it the lowest of the three. It is, therefore, analytically quite different
from a CTA.

The $509 difference between the tax provision calculated under Method 3 (-$19) and that

calculated under Method I ($490) is attributable to:

Method 1 tax expense $490

Reduction Íor non-PacifiGorp Oregon tax
benefit ($50)

[$$60-83,22A+$3,l lo]

PacifiCorp-FERC depreciation $ 1 8 f$50 x 35%l
PacifiCoro-FERC ITC $10
Reduction due to apportionment ($487) f $50 3 X fi OOo/o-3.26o/sll

Method 3 tax exoense t$l9)

Insofar as the Method 3 allocation procedure is applied to the adjusted consolidaæd tax liability,

it impacts all elements of that liabitity. This is evident from the table above. While the first

three reconoiling iterns represent the impact assosiated with non-PacifiCorp4regon activities,

the fourth reflects the impact associated withPacifiCorp;Oregon-related activities.

In terms of the norrnalization nrles, the Method 3 defered tær provision (Adjustment 6)

is identical to adjustments made in Methods I and2. As was the case with those methods, the
full effect of the deferral occasioned by accelerated depreciation is preserved. With respect to
ITC, beoause fhe applicatíon of the allocation factor (Adjustrnent 3) takes place after the effect of

¡' Tïat is also considering Adjustment 2 whioh eliminates the $50 of Oregon ITC from the tax expense computation.

t**
Oregon
Reoulaled AllRequlated Ratio

Plant $2,600.000.000$23,200.000,00011.21%
Wages $214.000.000 $900,000,000 23.78o/o'
Sales $945,000,000 $7,200.000.00013.13o/o

Averaoe 16.O4o/o
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ITC is removed (in Adjusfinent 2), it does not seem that the former adjustment can reasonably be
viewed as flowing through any quantity whatsoever of ITC on PUP. And sinoe, as an Option 1
company in Oregon" Taxpayer amortizes no ITC in its Oregon cost of servicq Adjustment 7 is
$0.

Tæes Pronerlv Attríbuted

For purposes of completing the illustration, the results of the th¡ee methods using the
Base Dat¿ are:

Method I $490
Method 2 $468
Method 3 -$19

Under the Permanent Rules, the 'taxes properly attributed' would be -$19, the lowest of the
three. If, for instance, 'taxes authorized to be collected in rates" for the period were $500, then
$519 woutd be refi¡nded to customers through the tax adjusErent clause (ignoring, for ¡rurposes
of this example, the $100,000 difference threshold).

Consequently, the level of ta¡< expense produced by Method 3 should be deemed
consistent with both the depreciation and ITC normalization rules.

The TAx .Adi usúment Clause

. As desoribed above, the automatic adjustnent clause for taxes that is required under SB
408 conforms fhe rates previously charged to customers to actual events. In other words, like
every 'tracker" or "balancing account,!'it compares what was projected to occur when rates were
set to what actually happened.

If the utilþ had the ability to perfectly forecast its financial (including its tax) fi¡true and
the tax filture of its affiliates, divisions, etc. at the time rates were being established, it would
have included in its cost of service precisely the level of tax expense produced by the "properly
aftributed" procedures required under the Permanent Rules. Because it did not have the ability to
do this, it incorporated some estimate of its 'þroper" ta>r expense into rates..' The automatic
adjustment clausi effectively adjusts rates to what they would have been had there been perfecf
knowledge. Consequentþ, if tbe'þoperly attributable" tax amount as calculated pursuant to !B
408 and the Permanent Rules would have been permissible under the normalization rules had the
utilify had perfect knowledge, it should be no less perrnissible when it is thç basis of a "Fue-up"
procedure.

At a pre-submission meeting with represent¿tives of the National Ofifice, Tæ<payer was
specifipally asked to address the implications of the SB .408 tax adjustment clause under tbe
"cons[stenqy nrles" of Code $ 16S(iX9).
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Code $168(iX9XA) ["Section A"] descríbes the basic mechani c ttntconstiûrtes the heart
of the depreciation norrnalization rules - the necessity to reflect deferred taxes in ratemaking and
to establísh an ADFIT reserve. Code $I68(Ð(9XB)(i) provides that any 'þrocedure or
adjustment" that is inconsistent with the requirements of Section A violates the depreciation
nor¡nalization rules. As indicated above, becausg pursuant to the Pennanent Rules, Taxpayer
uses its regulatory books of aocount to establish its deferred tax expense, it will, of uecessþ,
reflect a level of such expense commensurate with the tax actually deferred. This procedure is in
all regards consistent with Section A.

Code $168(i)(9XBXiÐ f'section B"l establishes what has been come fo be known as the
"consistency rules." This provision defines as inconsistent with Section A any estimate or
projection that does not treat tax expense, depreciation expense, ADFIT and rate base
symnetically.

There are two respects in which the ta:r adjustnrent clause may be considered to
incorporate "inconsistencies." The fiist relates to the dichotomy between the level of expenses
considered for purposes of oomputing tax e4pense and those considered for other ratemaking
purposes. The second relates to the calculation of the amount of tanes "authorized to be
collected in rates." Eash will be addressed separately

" LevelofExoense

The "level of expense" inconsistency that is produced by the tax adjustment clause
mechanism is athibutable to the fact that an income tax liability does not exist on íts or¡m. It is
purely a creature of other activities - speciñcall¡ accretions to and dispositions of wealth' The
National Office representatìve iecogtnzed the fact that atax adjustment clause effectively sevoñ;
the link between the activities that give rise to a tær liability and the tax liabilífy itself. This
transpires whether ornot the utility files as part of a consolidated group;

For example, if the tax expense element of cost of service is established based on a
projection of revenue to be eanred and costs to be incurred during a period and it turns out that a
much higher level of e4penses are, in fact, incurred druing that period, the tax líability
incorporated in rates will exceed the tax liability actually incurred. Under the SB 408 tåx
adjustuient mechanism, a reflrnd would be due customers notwithstanding thaf the utility is
unable to recover from customers those incremental costs the incurrence of which caused the tax
liability to diminish. The tink between expenses and the resultant tax liability has been severed.

From a nonnalization perspective, ihis is of particular relevance where the additional
expense that can't be recovered is depreciation with respect to PUP. A simple illushation of this
situatíon follows.

Rate Gase Actual

Gg4gral Business Revenues
Book Depreciation on Public Utility Property

$10,000,000
ls2_o00_o00)

$lqpqq,oo0
rs6.o00-000)
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[,-e_g-q þlory -l_g¡l-_e"¡al T_a¡gbte I ncom e
Tax Rate

In this case, the SB 408 tax adjustnent clause mechanism would require a refi¡ûd of $1,400,000
of taxes to customers even though the $4,000,000 of unanticipated PUP depreciation is not
collected ûom customers. Thus, the mechanism is capable of providing a tax benefit to
customers with respect to PUP depreciation they do uot fund. Thís is the t5pe of inconsistency
that the National Office representative requested be addressed in connection with the
requirements of Code gl6S(Ð(9).

Tax¿s Authorized to be Collected ìn Rates

The calculation of the amount of taxes authorized to be collected in rates proceeds from
the "margin" computation previously described. Essentially, it is presumed that each dollar of
revenue has embedded within in it the level of tax expense recovery projecæd in the setting of
rates. ObviouslS the actual levels of both revenues and expenses invariably dififer from those
upon which rates are set. The presumption of a "standardized" tax collection rate has, therefore,
the capacity to vary from actuality, thereby impacting the measurement of the required t¿x
adjustunent. A simple example follows.

Additional sB 408
Per Rate Gase Actual Total Actuaf Calculatlons

Revenue $10.000.000 100o/o $1.000.000 $lf .000.000$f 1.000.000

Expenses
Fuel Cost $4,000,000 40lo/o $4,000,000
o&M $2.000.000 2Ùolo $1.000,000 $3.000.000
Book Deoreciation $1.000.000 1Oolo $r.000.000

$7.000.000 7Oo/o $8,000,000

NetMarqin/Rat¡o $3.000.000 30o/o $3.000.000 30o/o
Effective Tax Rate 35o/o 35o/o 35olo
Tax Expense f'Collected") $1.050,000 10.5o/o $1.050,000 $1.155.000

Taxes Paid $1.050.000 $1.050,000 $1.050.000
SB 408 adlustment $105,000

In the illustration above, deductible O&M and revenue both increase by $1,000,000.
Notwitbstanding that the tax liability doesn't changg the net pre-tax margin does - from the 30o/o
presumed in the rate case ($3,000,000/$10,000,000) to 27% aotually experienced
($3,000,000/$11,000,000). Yet the compuúation of 'taxes authorized" is unaffeoted by this
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variation. This also is the type of inconsistency that
be addressed in connection with the requirements of

The Purview of rhe Consístencv Rules

the National Office representative requested
Code $168(i)(e).

While it is literally true that the automatic tax adjustment procedure may be said to
contain one or more elements of inconsistency, the purview of the normalization consistency
rules is circumscribed. In short, those rules cover some - but not all - inconsistencies. And any
inconsistencies created by a tax adjustment mechanism should be deemed not of the t¡pe covered
by those rules.

Code $168(i)(9XBXiÐ was added by $5al of the Highway Revenue Act of l9&Zindirect
response to regulatory developments in Califomia in the l970's. The California regulators were
exhemeþ unhappy about the imposition of the normalization n¡les. They devised a technique,
the "average annual adjustmenf'e¡ r'fi¡{.¡{" method, to offset the impact of those rules. This
procedure involved a projection of fr¡ture deferred tax balances for purposes of the computation
of rate base where there was no such projection for any other purpose. It resulted in a
substantially larger rate base offset than would otherwise be the case. One or more of the
affected utilities applied to the Service for guidance as ûo the consequences of this tecbnique
under the normalization rules. The Service ruled that it was violative, pointing to tlre section of
the regulations, Treas. Reg. $1.167(l)-1(hXO, which govems the quantity of defened taxes that
can offset rate base. The Service concluded that the technique failed to meet the regulatory
requirement that the quantity of deferred taxes used fo offset rate base could not exceed the
amount of the reserse for the period used in determining the utility's tax expense elemeut of cost
of service.I2 In short, there was alack of 'temporal consistency''between the way in which cost
of service was computed and the computation of the defened tax balance used as a rate base
offsef.

While the Service held the tecbnique violative, the California authorities continued to
suppofi the adjusfrnent. Ultimately, a legislative solution was crafted to avoid the dramatically
negative financial implications stemming ûom the imposition of penalties for violation of the
no¡:nalization rules. This solution was enacted as $541 of the Highway Revenue Act of 1982.
Under this legislatiop, those affected utilities that qualified under a transition rule would not be
deemed to have violated the norsralinltonrules (though they had to make substantial payments
to the IRS). However, language was added to Code $168(iX9) to make absolutely clear that the
4ÁA method and techniques similar to it constituted a nonnalizatton violation. This language
was Section B.

This history of Section B indicates its intention to render violative inconsistencies within
a test period - but only a test period having some element of firturity. That, after all, is the
import of the use of the teÍns "estimate or projection" in Section B. And there is nothing that
oan be furflier from an "estimate or projection" than a "true up" to 

'þroperly attributed'i tæces
afrer those taxes were incr¡med.

12 PLR 7836038 (June 8, l97E) and PLR 7848048 (June 9, 1978).
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For purposes of the consistency rules, Oregon ratemaking for taxes under SB 408 and the
Perrnanent Rules should be viewed holistioally. It contains no attempt to exploit discrepancies
between the treatment of rate base, depreciatior¡ tax expense or defe¡red taxes. In fact, the
"nomalization protection" adjustments coupled with the adjustnents to tax expense for deferred
tax expense as reported on the regulated books are explicit attempts at compliance with the
normalization rules. Plant additions are added to rate base and depreciated for book and ax
purposes. Deferred taxes a¡e provided on the difference in the computation of tax expense and
rate base is offset by the deferred taxes so established. Putting aside the *level of expense" and
"taxes authorized" computational characteristics described above (because they are not of the
tSpe that should be deemed to come within the purview of the consistency rules), there is
consistency within consideration of the four elements that are important to the tax law.

' 
Thus, although the SB 408 taxadjustment clause can be viewed as producing one or more

inconsistencies, they are not the tlpe of inconsistencies that the normalization rules are intended
to address ahd should uot invalidate an otherwise consistent ratemaking procedure.

CONCLUSTON

For the reasons stated above, we respectfully request that the Särvice issue the rulings
requested-
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rRo, .Çp-puRAL STATE MENTS

A. Revenue Procedure 2006-[ Statements

1. Section 7.Ol(4) - To the best of the knowledge of Tærpayer and Taxpayer's
representatives, Do retuÍn of Taxpayer (or any retum of a related taxpayer within lte ¡1¡e¿ning of
$267 or of a member of an affiliated group of which Taxpayer is also a member within the
meaning of $1504) that would be affecüed by the requested letter ruling is under examinatiori,
before Appeals, or before a federal courf.

2. Section 7.01(5Xa) - To the best of the knowledge of Tærpayer and Taxpayer's
representatives, the Service has not previous[y ruled on the sa¡ne or similar issue for Taxpaye4 a
related taxpayer (within the meaning of $26Ð, a member of an affiliated gror¡p of which
Tanpayer is also a member (within the meaning of $ 1504), or a predecessòr.

3. Section 7.01(5Xb) - To the best of the knowledge of Taxpayer and Taxpayer's
representafives, neither Taxpayer, a related taxpayer, a predecessor, nor any representatives
previously submitted a request (including an application for change in accounting method)
involving the same or similar issue but with respect to which no letter ruling or determin¿tion
letter was issued.

4. Section 7.01(5)(c) - To the best of the knowledge of Taxpayer and Taxpayer's
representatives, neither Taxpayer, a related taxpayer, nor a predecessor previously submitted a
request (including an application for change in accounting method) involving the same or a
simila¡ issue fhaf is currently pending with the Service.

5. Section 7.01(5Xd) - To the best of the knowledge of Taxpayer and Taxpayer's
representatives, neither Taxpayer nor a related taxpayer is presentþ submitting another request
(including an application for change in accounting method) involving the same or similar issue to
the Service af the same time as thís request

6. Section 7.01(8) - The law in connection witl¡ this ruling request is uncertain and
the issues discussed herein are not adequately addressed by relevant authorities.

7. Section 7.01(9) - Taxpayer has included all supportive as well as all contrary
authorities ofq/hich it is aware.

8. Section 7.01(t0) - Taxpayer and Taxpayer's representatives have no knowledge
of any pending Iegislation tlntmay affect the proposed transaction.

9. Section 7.02(5) - Taxpayer hereby requests a copy of the ruling and any wtitten
requests for additional inforuration be sent by facsimíle transmission (in addition to being
mailed) and waives any disclosure violation resulting from such facsimile transmission. Please
fax the ruling and anywrittenrequests to Mr. Warren atQlZ)829-2010.
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I0. Section 7.02(6) - A conference on the issues involved in this ruli.rg request is
hereby respectfrrlly requested in the eveut that the Service reaches a tentatively adverse
conclusion.

11. The Comnission has reviewed this request and determined that it is adequate and
complete. See lette¡ appended as Exhibit 5. Taxpayer will pennit the Commission to partícipate
in any Associate office conference concerníng this request.

B. ÁdmlnÍsÉrative

l. The deletions statement required by Revenue Procedu¡e 2006-1is encloscd

2. The checklist required by Revenue Procedt¡re 2006-I is enclosed.

3. The required user fee of $10,000 is enclosed.

4. A Power of Attorney granting Taxpayer's representative the right to represent the
tarcpayer is enclosed

If you have any guestions or neæd additioual infonnation regarding this ruling request,
pursuant to the enclosed Power of Attorney please contact James I. 

'Warren 
at Ql2) 603-2072.

Dated: +lPq loc

NY #74E741 v4

Thelen Reid & Priest LLP
Attomey forPacifiCorp

Respectfully submitted,



DEC{,-A&S.TÏON pr PACIFICgRP

UnderpenaltÍes of perjury, I deolare th¿t I havç exarrrined this reguesÇ inoluding
accompanying documents, and, to the best ofmytrrrowledge and belief, the request
contains all thc rplevant åcts re-lating to the requcsf'and such facts are tue, ço¡rect, and
oomplete.

By

Jonathan D- IIale
Senior Tax Director
PacifCorp

Date: I L_ 2g, _z-oo6
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D. ECT,ARATION O4ÞpRT($EIRE EATgAÌt¡A_y. INCj

Under penalties of pøþqr, I declare thst I h¡ve ex¡mined this reques! incluiling
aacompanying documeots, aE{ to lhe best ofmy knowledge and beltet, &e reguost
conteins aU the'relevatt facts rifating to thereguest, and such frcfs a¡etruq correot, and
comBlete.

' VicePræide¡úandChielFinancial0trcer
Berlcshire ilathaway Inc.
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