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BEFORE THE PUBLIC UTILITY COMMISSION
OF OREGON

AR 499

In the Matter of the Adoption of NORTHWEST NATURAL GAS
PermanentRulesto Implement SB 408, COMPANY’S RESPONDING
Relating to Matching Utility TaxesPaid COMMENTS ON STRAW
with TaxesCollected PROPOSALS

NorthwestNaturalGasCompany’s(“NW Natural”)OpeningCommentsproposedthat an

EarningsTestbe incorporatedinto thepermanentruleimplementingSB408. An EarningsTest

is neededin orderfor thepermanentruleto complywith theAttorneyGeneral’sconclusionsthat

theapplicationof SB 408 mustalsosatisfythestatutoryrequirementthat Oregonutility ratesbe

fair, just, andreasonable.In eachgeneralrateproceeding,the OregonPublicUtility

Commission(the“Commission”)establishesratesthat it determineswill producea fair, just, and

reasonableafter-taxreturnonutility equity. TheEarningsTestwould avoid theunderminingof

this Commissiondetermination,by allowingbaseratesto be adjustedupwardor downward,as

neededto preventeither(a) overearningscombinedwith an SB 408 ratesurchargeor

(b) underearningscombinedwith an SB 408 refund. TheEarningsTestis an adjustmentfor

excessor deficientearnings,madeto theextentneededto avoid an arbitraryandcapricious

surchargeor refundorderthatwould underminetheCommission’sdeterminationofwhat

constitutesafair, just, andreasonablereturn.

I. Responseto EarningsTestCommentsby ICNU and NWIGU

The IndustrialCustomersofNorthwestUtilities (“ICNU”) andtheNorthwestIndustrial

GasUsers(“NWIGU”) commentedbriefly on NW Natural’s EarningsTestproposal,aswell as

on different but relatedproposalsmadeby PortlandGeneralElectricCompany.The

Page1 - NORTHWESTNATURAL GAS COMPANY’S RESPONDINGCOMMENTS ON STRAW
PROPOSALS

Portlnd3-1551028.10055570-00299



ICNLT/NWIGU Commentsexpressedconcernthatan EarningsTestwould eliminateincentives

for utilities to control costs. (ICNU/NWIGU Commentsat20.) However,NW Naturalhas

ampleincentiveto controlcostswithout theadditionalpenaltyofhavingto pay SB 408 refunds

wheneverits costsincrease.Instead,theICNLJ/NWIGU Commentsinvite theCommissionto

useSB 408 to penalizeutilities for incurringcostincreasesin orderto meettheirstatutorily-

mandatedobligationsto providesafeandadequateservice,equipment,andfacilities.

ORS757.020imposessuchaservicerequirementon utilities andprovidesthat “the charges

madeby anypublic utility renderedorto be renderedin connectiontherewithshallbe reasonable

andjust.” TheICNU andNWIGU proposal-- thatutilities be penalizedfor incurringincreases

in the costof maintainingstatutorily-mandatedlevelsofservice,whenthecostincreasesnever

werechargedto ratepayersin thefirst place-- would beunfair, unjust, andunreasonable.

ICNU andNWIGU alsoargue(ICNU/NWIGU Commentsat 18-19)that an Earnings

Testshouldberejectedbecausepurchasedgasadjustment(“PGA”) tariffs do not triggeruntil

earningsexceedtheauthorizedreturnon equityby morethan300basispoints. Their comments

statethatthis limitation is basedon theCommission’sconclusionthat atightertrigger might

eliminateanyincentivefor thecompanyto pursueefficiencies.

ThePGA exampleprovidesno groundsfor rejectingNWNatural’sproposedEarnings

Test. First, with its proposedEarningsTest,NW Natural’spre-taxincomestill would bereduced

by anycostoverrunsnot coveredby automaticadjustmentclauses.This situationhardly

eliminatestheincentiveto pursueefficiencies. Second,increasesin purchasedgascostsare

unrelatedto whetheror notNW Natural’sothercostsarehigheror lowerthanassumedin rates;

in contrast,withoutan EarningsTest,SB 408 would ignoretherelationshipbetweentaxesand

theearningsthatproducetax liabilities andwouldby designoperateto worsentheeffect of rates
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settoo low to supporttheequityreturntheCommissionhasfoundto be fair, just, andreasonable.

Third, without anEarningsTest,if theutility did exceedits allowedreturnby up to 300basis

points, asallowedunderthePGA, it wouldbe allowed,asa consequenceof suchoverearning,to

imposea substantialsurchargeon its customers,aresultthecustomersmight thinkunfair, unjust,

andunreasonableto them.

II. Responseto EarningsTestCommentsby the Commission’s Staff

TheCommission’sStaff(“Staff’) acknowledgesthat“[t]he DepartmentofJustice

opinionclearlystatesthatratesmustbe ‘fair, just, andreasonable’underORS756.040(1).”

Accordingly, Staffdoesnotdisputethat an EarningsTestmaybe requiredin theapplicationof

SB 408,but arguesinsteadthat any EarningsTestshouldbeappliedon acase-by-casebasis,

ratherthanbe definedin thepermanentrule. (StaffCommentsat 6.)

Althoughsuchacase-by-caseadjudicationof an EarningsTestis onepossibleapproach,

inclusionof anEarningsTeststandardin thepermanentrule wouldbeadministrativelycleaner

andmoreeven-handed.If theCommissionleft theEarningsTeststandardsto bedeterminedin

individualutility adjudications,it would merelypostponethesettingof thestandards,andmove

considerationofthe applicablestandardsinto amoretime-consumingand complexquasi-judicial

setting. Moreover, anyEarningsTeststandardshouldbebasedon principlesapplicableto all

utilities on acomparablebasis,aresultbestachievedin rulemaking.

Staffalso suggeststhatratesarenotnecessarilyconfiscatoryif theutility earnslessthan

its authorizedreturn,pointing to situationsin which theutility mayearnor absorb250 to

300basispointsmoreor lessthanits authorizedreturnon equity. (StaffCommentsat6.)

However,theapplicationof SB408 hasa featurethatmakestheseexamplesinapplicable.NW

Naturalunderstandsthatit facesbusinessrisks that maycauseit to earnmoreor lessthanits
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allowedreturnand that the CommissiondoesnotguaranteethatNW Naturalwill earnits

allowedreturn. However,absentan EarningsTest,SB 408 would be uniquein expressly

penalizingautility for underearningits return,therebyworseninganyunderrecoverysituation.

This featureof thestatute,if not amelioratedby anEarningsTest,wouldbearbitraryand

capricious.

Moreover,NW Naturalrespectfullydisagreeswith Staffsargumentsthatappearto

equatefair, just, andreasonablerateswith ratesthat arebarelyabovea confiscatorylevel. (Staff

Commentsat 6.) To thecontrary,ORS756.040statesthat “[t]he commissionshallbalancethe

interestoftheutility investorandtheconsumerin establishingfair andreasonablerates,”which

is a far differentstandardthanbarelyaboveconfiscatory. In settingfair, just, andreasonable

utility ratesofreturn,theCommissionis chargedwith performingthebalancingofinterests

requiredby ORS756.040. Theallowedrateofreturncertainlyis not guaranteedto theutility.

However,if SB 408 wereappliedwithoutNW Natural’sproposedEarningsTest,the

Commissioncouldfind itself in thepositionoforderingratereductionsdesignedto exacerbatea

utility’s inability to earnthereturntheCommissionhasfoundfair, just, and reasonable.Suchan

intentionalactionto damagean underearningutility cannotbe squaredby theoverriding

statutorymandateofORS 756.040.

III. Conclusion

TheCommissionretainsits obligationto setutility ratesin accordancewith its all ofits

constitutionaland statutorymandates.Nothing in SB 408justifies enteringinto aregulatory

“Never-Never-Land,”whereintheratetreatmentof incometaxesis totallydivorcedfrom utility

earningsandfrom therevenuesandcoststhat giverise to incometaxes.

Page4 - NORTHWESTNATURAL GAS COMPANY’S RESPONDINGCOMMENTS ON STRAW

PROPOSALS

Portlnd3-1551028.10055570-00299



Whetherornot constitutional,SB 408 expresslyrequirestheCommission,when

consolidatedtaxesarelower thantaxesproperlyattributableto theutility, to appropriatenon-

utility taxbenefitsfor ratepurposes.However,SB 408 doesnotrepealtheconstitutional

requirementthattheendresultofratemakingbereasonableorOregon’sstatutorymandatethat

theCommissionsetratesthatarefair, just, andreasonable.TheCommissionis not requiredby

SB 408 to ignoreutility cost increasesandautility’s inability to earnits allowedreturnatthe

timeit considersrequiringarefund for reducedtaxesarisingpreciselyout of suchincreased

costsorsuchinability to achievethereturntheCommissionhasfound to be fair, just, and

reasonable.NW NaturalproposestheEarningsTestas onemeansofimplementingSB408,

while also maintainingrationalratemakingin Oregon.

DATED: May 19, 2006.

STOELRIVES LLP

c~e~~L L ~) ~

MarcusA. Wood

OfAttorneysfor NorthwestNaturalGas

Company
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