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SUBMITTED: July 31, 2006

BEFORE THE PUBLICUITLITY COMMISSION
OF OREGON

In the Matter of the Adoption of Permanent )
Rules implementing SB 408 Relating to Utility )
Taxes ) AR 499
AVISTA CORPORATION' SOPENING COMMENTS
ON INTERIM ORDER NO. 06-400 ENTERED JULY 14, 2006

On July 14, 2006 the Commission issued an Interim Order addressing proposed rules on
“properly attributed” and issued preliminary decisions on related issues. Avista respectfully
submits its opening comments on the Interim Order and suggests ways to modify the proposed
apportionment methodology to avoid normalization violations and other problems associated

with the proposed rules.

|. EEDERAL INCOME TAXESARE DETERMINED ON A STAND-ALONE BASIS

While the apportionment method is widely used to determine an alocation of a
corporation’s income for determining state income taxes, the method is not used to determine
federa income taxes for the business entities of the corporation. Federal income taxes are
determined on a stand-alone basis. The separate business entities of a corporation, both
regulated and non-regulated, determine taxable incomes for federal income tax based on the
revenues and expenses of the separate business entities.

1. FEDERAL INCOME TAXESASSOCIATED WITH REGULATED

OPERATIONSIN ONE STATE SHOULD NOT BE APPORTIONED TO
REGULATED OPERATIONSIN ANOTHER STATE

The issue of determining the amount of federal income tax “properly attributed” to
Oregon regulated utility operations has to do with apportioning federal income tax benefits
associated with affiliate operations to regul ated operations, not apportioning federal income taxes
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associated with regulated operations in other states to the Oregon jurisdiction. The property,
payroll, and sales apportionment factor proposed in the Interim Order results in an allocation of
stand-alone federal income taxes of non-Oregon regulated operations being allocated to Oregon
regulated operations. It also results in Oregon stand-alone federa income taxes being allocated
to non-Oregon regulated operations.

No apportionment of federal income taxes from regulated operations in one state should
be apportioned to the regulated operations in another state. Regulated utility operations in each
state have there own stand-alone federal income tax amounts. An apportionment based on
property, payroll and sales could be used to allocate federal income tax benefits from the
combined group of non-regulated affiliates to the regulated operations in each jurisdiction.
Avista believes that such an allocation would more properly be based on net taxable income of
the regulated operations in each jurisdiction. However, use of the property, payroll and sales
allocation factor could be used and would avoid the problem of what happens when the taxable
income of aregulated operation is negative.

Assuming the combined group of non-regulated affiliates has positive taxable income,
there is no need to do an apportionment of the stand-alone federal income tax of the affiliate
operations to regulated operations. In this instance, the taxable incomes from regulated
operations in the various jurisdictions are not being reduced or offset by losses from the
combined group of non-regulated affiliates. In fact, the taxable income of a regulated operation
may be negative with the positive taxable income from non-regulated affiliates offsetting the
negative regulated amount.

Assuming the combined group of non-regulated affiliates has negative taxable income,

an apportionment based on property payroll and sales could be used to allocate federal income
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tax benefits from the combined group of non-regulated affiliates to the regulated operations in
each jurisdiction. However, in no instance should federal income taxes from regulated
operations in one state be apportioned to the regul ated operations in another state.
1.  APPORTIONING FEDERAL INCOME TAXES ASSOCIATED WITH
REGULATED OPERATIONSIN ONE STATE TO REGULATED

OPERATIONSIN ANOTHER STATE RESULTSIN A NORMALIZATION
VIOLATION

An apportionment of federal income taxes paid to Oregon related to utility operations in
other states will result in a normalization violation if the apportioned amount is used for a SB
408 rate adjustment. Under the interim order, federal income taxes paid are “ properly attributed”
to Oregon using a 3-factor apportionment of property, payroll and sales. The apportionment
factor is applied to federal income taxes paid for the consolidated group. Federal income taxes
paid for the consolidated group reflects the benefit of accelerated tax depreciation, including
accelerated tax depreciation related to utility operations in jurisdictions other than Oregon. The
apportionment of federal income taxes paid to Oregon results in accelerated tax benefits from
non-Oregon utility operations being alocated to Oregon. If the Oregon apportioned amount of
taxes paid is then used for a SB 408 rate adjustment, a normalization violation occurs.

The apportionment method takes tax benefits associated with accelerated tax depreciation
from non-Oregon utility operations and apportions those tax benefits to Oregon. The
apportioned amount of Oregon federa income taxes paid is then compared to the stand-alone
amount of Oregon income taxes paid. If the apportioned amount is less than the stand-alone
amount, then the “lesser” apportioned amount is compared to taxes collected to determine the
amount of SB 408 rate adjustment. Should such a rate adjustment occur, accelerated tax benefits
are being passed through to ratepayers faster than ratably over the book life of the depreciable
asset and anormalization violation has occurred.
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While there is an adjustment made for deferred taxes in the draft rule, Section (2)(n)(C),
the adjustment relates only to Oregon deferred taxes. A normalization violation still exists
because of accelerated tax benefits related to other jurisdictions being apportioned to Oregon.
Also, the adjustment for Oregon deferred taxes is no longer appropriate since a portion of
accelerated tax benefits related to Oregon regulated operations has been apportioned to other
jurisdictions.

There are two ways to remedy the situation. The preferred remedy is to not apportion
federal income taxes from regulated operations in one state to the regulated operations in another
state. This remedy keeps taxes paid intact for each regulated jurisdiction. The only
apportionment would be from non-regulated affiliate operations to regulated operations. The
other remedy, if the Commission decides to apportion federal income taxes from regulated
operations in one state to the regulated operations in another state, is to adjust taxes paid for
deferred taxes before the apportionment is made. Either way avoids a normalization violation.
The preferred method avoids other problems as discussed below.

V. OTHER PROBLEMSASSOCIATED WITH APPORTIONING FEDERAL

INCOME TAXESASSOCIATED WITH REGULATED OPERATIONSIN
ONE STATETO REGULATED OPERATIONSIN ANOTHER STATE

The apportionment of federal income taxes among regulated operations in different
jurisdictions results in tax costs, tax benefits and tax credits from non-Oregon regulated
operations being allocated to Oregon regulated operations. The opposite also occurs, with a
portion of Oregon costs, benefits and credits being allocated to other jurisdictions. While thisis
true for al revenues, expenses and tax credits, two specific examples are given below:

1. Actual purchased gas costs and actual electric power costs are expensed currently for
tax purposes. A portion of these costs may be deferred for later recovery in rates and associated
deferred taxes are also recorded. These deferred taxes are then amortized as the deferred costs

are recovered in rates. The tax effect of currently expensing purchased gas costs and electric
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power costs in non-Oregon jurisdictions would be allocated to Oregon under the apportionment
method. Also, the tax effect of revenue recovering deferred gas and power costs in non-Oregon
jurisdictions would also be alocated to Oregon. Likewise, a portion of the tax effect of Oregon
purchased gas costs and Oregon revenues recovering deferred gas costs would be apportioned to
non-Oregon jurisdictions.

2. Avista receives a tax credit related to electric generation from its wood waste fired
Kettle Falls electric generation facility. Under the apportionment method a portion of this tax
credit would be allocated to Oregon gas operations. Oregon gas customers have no right to the
tax credit.

Again, the remedy to the situation is not to apportion federal income taxes from regul ated
operations in one state to the regul ated operations in another state. This remedy keeps taxes paid
intact for each regulated jurisdiction. The only apportionment would be from non-regulated
affiliate operations to regulated operations.

V. THE APPORTIONMENT METHOD RESULTSIN LESSTHAN 100% OF

FEDERAL INCOME TAXESBEING RECOVERED BY A MULTI-STATE
UTILITY

While the apportionment method is intended to fairly determine a multi-state
corporation’s portion of income so that, when summed up, the corporation pays state taxes on no
more than one hundred percent of its net income, the apportionment method proposed to
apportion federal income taxes results in a multi-state utility recovering less than one hundred
percent of its federal taxes. The apportionment as proposed applies whether there are non-
regulated affiliate losses, or not. The Oregon apportioned amount of federal income tax is
compared to the Oregon stand-alone amount, and the consolidated group amount, and the “lesser
of” the three amounts is used as the taxes paid amount. The apportioned amount is only used
when it is less than the stand-alone amount. The apportioned amount can be less simply because
the apportionment percentage results in a lesser amount. |If the Oregon apportioned amount is
less than the Oregon stand-alone amount of federal income taxes, and assuming no non-regulated
affiliate operations, that means that some portion of tax benefit from another regulated rate
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jurisdiction has been transferred from that jurisdiction to Oregon. The results being that the
utility will recover less than 100% of its federal income tax expense. Again, the remedy to the
situation is not to apportion federal income taxes from regulated operations in one state to the
regulated operations in another state. This remedy keeps taxes paid intact for each regulated
jurisdiction.

VI. THESITUSMETHOD ISDIFFERENT FROM THE METHOD USED FOR
UTILITY RATEMAKING

The situs basis of determining the Oregon allocation factors for the apportionment
percentage is not appropriate. Property, plant, and sales that exist in states other than Oregon
may all be considered part of Oregon regulated operations for ratemaking purposes. Oregon
situs amounts may be considered as part of regulated operations in jurisdictions other than
Oregon. An Oregon electric utility may have production and transmission facilities in another
state. In Avista's case, Oregon receives an allocation of genera plant and administrative and
general labor not sited in Oregon. For purposes of deriving an apportionment percentage, the
plant, payroll and sales that are used for ratemaking purposes should be used in the numerators
for Oregon and non-Oregon regulated operations. Again, the apportionment should not be
applied to regulated operations in a manner that apportions federal income taxes from regulated
operations in one state to the regulated operations in another state. The apportionment factor
should only be used to allocate federal income tax benefits from the combined group of non-
regulated affiliates to the regulated operations in each jurisdiction.

VII. THEWITH AND WITHOUT APPROACH SHOULD APPLY TOALL
REGULATED OPERATIONS

The with and without approach to determine Oregon stand-alone federal taxes treats

Oregon as the most favored jurisdiction. The same tax benefit that may occur in an Oregon with
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and without calculation could occur if the with and without calculation were made using another
rate jurisdiction. If multiple jurisdictions get the same with and without benefits, then the
Company recovers less than 100% of its federal income tax. A solution would be to do the with
and without calculation using al regulatory jurisdictions combined and then allocate any benefit
based on the net taxable incomes of the individual regulatory jurisdictions compared to the total
for the regulatory jurisdictions.

VIIl. CONCLUSION

No apportionment of federal income taxes from regulated operations in one state should
be apportioned to the regulated operations in another state. Regulated utility operations in each
state have there own stand-alone federal income tax amounts. An apportionment based on
property, payroll and sales could be used to allocate federal income tax benefits from the
combined group of non-regulated affiliates to the regulated operations in each jurisdiction. The
use of the property, payroll and sales allocation factor could be used to make such an alocation.
The apportionment factor should use amounts for property, payroll and sales that are used for

ratemaking purposes.

RESPECTFULLY SUBMITTED this 31% day August, 2006.

AVISTA CORPORATION

7}%1’-’-“{:} _.-l_,-"..::-l r,_-z'_.ﬂ*
By:

Kelly Norwood
Vice President, State and Federal
Regulation
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