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Q.
Please state your name, business address and present position with PacifiCorp (the Company).

A.
My name is Larry O. Martin. My business address is PacifiCorp, 825 N.E. Multnomah, Portland, Oregon 97232, Suite 1900.  My present position is Senior Tax Director.

Qualifications

Q.
Please briefly describe your education and business experience.

A.
I hold Bachelor of Science in Accountancy and Master of Accountancy in Taxation degrees.  I have been a Certified Public Accountant since 1987.  My business experience includes over five years with the public accounting firm Ernst & Young (f/k/a Ernst & Whinney); ten years as the senior tax executive with JELD-WEN, Inc., a privately-held multi-national manufacturing firm; and over four years as the senior tax executive with PacifiCorp.  My experience includes all areas of U.S. corporate income taxation including mergers and acquisitions, tax controversy and issues resolution, compliance, planning, financial accounting and reporting for taxes; and property, sales and use, and international taxes.

Q.
Have you appeared as a witness in previous regulatory proceedings?

A.
Yes.  I have filed direct and rebuttal testimony in Oregon and Utah general rate cases, appeared before the Wyoming and Washington commissions, and participated in proceedings before the Securities and Exchange Commission and the Internal Revenue Service (IRS).
Q.
Please describe your present duties.

A.
I am responsible for all aspects of the Company’s income tax function including: compliance, accounting, financial and management reporting, issues resolution, and planning.

Purpose of Testimony

Q.
What is the purpose of your testimony?

A.
I address the consolidated tax adjustment proposed by ICNU witness Selecky, and respond to the testimony of Public Counsel witness Effron and Staff witness Kermode regarding the proposed treatment of the IRS tax settlement payments.
Q.
Please outline your testimony.

A. My rebuttal testimony first discusses Mr. Selecky’s proposed adjustment to the tax liability for ratemaking purposes associated with the consolidated income tax return.  His discussion suggests that he proposes merely to take the tax benefit of the financing at PacifiCorp’s parent company, PacifiCorp Holdings Inc. (PHI).  In so doing, however, he completely ignores the principle of regulatory cost causation, summarily dismisses the long-standing regulatory principle and practice of matching “benefits and burdens,” and breaks down the ring fencing around the utility.  My rebuttal testimony then addresses the proposals of Mr. Effron and Mr. Kermode that the Commission eliminate the recovery of IRS tax settlement payments.  Permitting recovery of tax settlement payments is consistent with traditional regulatory principles because the payments have actually been made and are therefore, known and measurable.  The Company is subject to audit for each tax year and deficiency assessments take place many years after the end of the tax year.  Because tax settlement payments are an on-going, normal and reasonable business expense, it is reasonable to permit recovery of these costs.

Consolidated Tax Adjustment

Q.
Please summarize the consolidated tax adjustment proposed by Mr. Selecky.

A.
ICNU witness Selecky argues that the Commission should reject the current stand-alone approach to determining tax expenses for ratemaking purposes and adopt an entirely new approach.  Under Mr. Selecky’s proposal, the Commission would determine the tax expenses for ratemaking purposes by selectively looking at the tax liability of the parent within the consolidated group.  ICNU proposes to decrease PacifiCorp’s Washington revenue requirement by $7.967 million.

Q.
How do you respond to this adjustment?

A.
My response to this adjustment starts with a background discussion of the calculation of consolidated taxes.  I then describe how Mr. Selecky’s proposed adjustment violates (1) regulatory cost causation, (2) the requirement endorsed by the Commission that benefits should follow burdens, and (3) the ring-fencing provisions adopted by the Commission for PacifiCorp.  I describe how adoption of the approach suggested by Mr. Selecky’s adjustment could increase volatility and risk for customers.  Finally, I describe the errors in Mr. Seleckly’s calculation of the adjustment.

Background on Consolidated Taxes

Q.
By way of background, please describe a consolidated tax return.

A.
The Internal Revenue Code (IRC) allows affiliated groups of corporations to file consolidated income tax returns on a combined basis rather than requiring each business to file a separate return.  In the case of PacifiCorp, the Company normally “contributes” income to the consolidated group, which pays PacifiCorp’s appropriate share of taxes.  Fiscal year ended March 31, 2002 is an example of a year when PacifiCorp, on a stand-alone basis, incurred a taxable loss and did not contribute income to the consolidated group.  The consolidated entity then adds together the taxable income of each company participating in the return and makes limited adjustments at the consolidated level to calculate the taxes owing the federal government.

Q.
Is it common for companies that are eligible to file a consolidated return to elect to do so?

A.
Yes.  Although filing a consolidated return is “elected” under the IRC, in fact, if corporations meet certain ownership thresholds, the IRS will impose certain limitations on the group irrespective of whether the corporation elects to join in a consolidated tax return.  In other words, while the election is voluntary, if the group of corporations chooses not to file a consolidated return, the IRS will nevertheless impose some limitations as if they did.  Moreover, many states, require “unitary” entities such as PHI to file a consolidated or combined return.  Many utilities that are part of a larger holding company system participate in consolidated returns.

Q.
What are other reasons that companies participate in consolidated returns?

A.
A key reason entities choose to participate in the filing of consolidated tax returns is because of timing differences.  It is critical to understanding this issue and ICNU’s proposed adjustment to understand that total tax expense is made up of two components, current taxes (the return and liability accrual) and deferred taxes (such as net operating losses, for example) which will become payable at some later date.  Filing a consolidated tax return affects the current taxes payable rather than the total income tax expense.  In other words, the benefit, if any, of filing consolidated returns is the effect upon the timing of the income tax payment, not the total tax liability.  While current taxes owed may be reduced (if there are losses to offset gains); deferred taxes are increased and will ultimately become due.  For example, charitable contributions disallowed in prior years due to consolidated taxable income limitations, are carried over to reduce the current tax payable in later years.  As another example, excess net operating losses from a prior year may be carried forward to reduce current taxes payable in a subsequent year.  If the filing of a consolidated tax return decreases current taxes owing, it will increase deferred taxes by an equal amount.  In other words, filing a consolidated tax return does not create a permanent benefit.  Filing a consolidated return also provides administrative economies of scale in the filing of the tax return, as well as the subsequent resolution of issues upon examination by the IRS.

Q.
How are losses treated in the filing of a consolidated return?

A.
In a very simple example, when one company with positive income files a consolidated return with another business that has incurred a net loss, the total tax paid by the two businesses is reduced, because the net loss of the affiliated business could not otherwise be recognized until later years in which that separate business achieved a profit.  

Q.
Does this mean that PacifiCorp and the other businesses in the consolidated group subsidize one another?

A.
No.  In fact, the ownership structure of the Company, consolidated tax filings and accounting, and “ring-fence” regulatory provisions combine to ensure that cross-subsidization of non-regulated entities does not occur.

It is important to understand that PacifiCorp’s taxable income is computed and reported to the IRS on a separate company basis.  This separate company computation is not based upon hypothetical taxable income, but rather is based upon the Company’s actual stand-alone taxable income.  

Q.
Is the federal income tax paid by PacifiCorp reduced by its participation in the consolidated return?

A.
No.  Even when a consolidated income tax return is used, each entity’s stand-alone tax income is separately calculated.  Accordingly, the Company contributes to the consolidated group its separately calculated share of current income tax.

Q.
If the federal income tax owed by PacifiCorp is not reduced, then what are the “savings” from filing a consolidated tax return referred to by the Mr. Selecky?

A.
Contrary to what Mr. Selecky implies in his testimony,
 the savings are a timing benefit only.  Deductions which do not have any special tax treatment are included in the company’s overall net operating loss.  Net operating losses are in fact carried over from year to year under the consolidated tax rules.  Hence, consolidated tax adjustments made in the PHI consolidated return are deferred items and do not permanently minimize tax expense.  Because deferred taxes will ultimately be paid, the only benefit to the company is the time value of money on the tax payment deferred.  Over time, a consolidated tax return and a stand-alone return for a company the size of PHI or PacifiCorp will yield the same result once all the deferrals have reversed. 

Q.
Is the stand-alone calculation of PacifiCorp’s tax liability contained within the Company’s filing consistent with the calculation and regulatory treatment of income taxes in past Washington rate cases?

A.
Yes.  PacifiCorp has calculated and reported its income taxes on a stand-alone basis since before the merger with ScottishPower.

Q.
Does the acquisition debt interest enhance PHI’s after-tax earnings as Mr. Selecky testifies?
A.
No.  Mr. Selecky looks only to the tax effect and conveniently overlooks the interest deduction and its adverse impact on the earnings of PHI.  Using the estimated figures from Mr. Selecky’s testimony, the interest expense at PHI is $160.31 million.
  Net of the tax benefit on this interest of $60.8 million,
 PHI’s after-tax earnings are actually adversely impacted by $99.52 million.  This oversight demonstrates the fundamental flaws in the proposed adjustment.  It fails to recognize the true economics of the deduction, that tax effects merely flow as a percentage of some other amount, that ratepayers have not been asked, and are not being asked, to bear the burden of the interest deduction, and that the cost causing the benefit is not included in rates.

Regulatory Cost-causation Principles
Q.
Please explain what you mean by regulatory cost-causation principles.

A.
Long-standing regulatory principles establish that a Company’s rates are “just and reasonable” when they are cost-justified.  In determining whether rates are cost-justified, a commission looks for a causal link between the service the company provides ratepayers and the expenses the company incurs to provide that service.

Q.
Please explain how Mr. Selecky’s proposed adjustment violates cost-causation principles.

A.
ICNU’s proposal seeks to take the tax benefit associated with the loan that PacifiCorp’s shareholder used to purchase its investment in the Company.  Ignoring the separate business functions, risks, expenses and revenues, Mr. Selecky simply reaches out to capture the tax benefit of the losses generated by the parent company.  In this way, the proposed adjustment disregards well-known cost-causation principles that the Commission has embraced.  Ratepayers have not borne the burden of paying the interest on this loan.  See In re Application of ScottishPower plc and PacifiCorp for an Order Authorizing ScottishPower plc, Docket No. UE-981627, Fifth Supplemental Order, Attachment A, Merger Condition No. 6, which states that:

“All transaction costs associated with this merger and the premium paid by ScottishPower for PacifiCorp will be excluded from all future ratemaking treatment in Washington.”

The proposed adjustment seeks to allocate to ratepayers the tax value of the losses associated with the acquisition, even though the costs which produced them are not included in rates.

Q.
Can the Commission adopt Mr. Selecky’s proposal without violating or compromising the stand-alone tax computation?

A.
No, by virtue of his adjustment, the proposed computation is no longer a stand-alone computation.  

The tax benefit of the interest deduction is an asset.  Adopting Mr. Selecky’s proposal would mean the Company would take the asset of its non-regulated affiliate without compensation.  Mr. Selecky has not proposed an adjustment in subsequent years for PacifiCorp to “pay back” the tax benefit it uses to the loss affiliate when that loss affiliate could use that benefit.  Conversely, if Mr. Selecky does not really intend that the tax benefit be permanently assigned from year to year, then mechanisms would need to be put into place for gain companies to “pay back” losses to loss companies when they can be used in subsequent years.  This would result in volatile rates and mismatches between generations of ratepayers.

Benefits-Burdens Test

Q.
Please describe the “benefits-burdens” test.
A.
The concept of the “benefits-burdens” test is similar to cost-causation.  Under this ratemaking concept, before the Commission can allocate the benefits of a consolidated tax adjustment to ratepayers it must first determine that ratepayers bear the burden that created the consolidated tax adjustment—i.e., are the expenses or losses that created the tax credits or deductions included in the relevant cost of service?  By aligning benefits and burdens, the requirement is consistent with the principle of cost-causation or cost responsibility.  ICNU’s proposed adjustment totally disregards this regulatory principle by seeking to assign to ratepayers the tax benefits of losses generated by the parent company when the shareholders or affiliates, not the ratepayers, have paid the expenses creating those losses.

Q.
Has the Commission previously adopted a “benefits and burdens” concept in previous decisions?

A.
Yes.  In the consolidated cases regarding the sale of the Centralia generating station (Docket Nos. UE-001255 et. al.), the Commission apportioned profits between investors and customers on the basis that benefits should follow burdens.  According to the Commission’s decision:

In general, the Commission relies on the broad principle that reward should follow risk and benefit should follow burden.  In this particular transaction, both ratepayers and shareholders have and will incur risks and burdens.  In addition to the financial risks and burdens borne by ratepayers, shareholders bear legislative and market risks, and additionally bear the regulatory burden of prudently managing their resources, which multiple ownership can make difficult.  As both shareholders and ratepayers have incurred risks and burdens, both should also share in the benefits of the sale.  The remaining gain is thus one of the benefits, which, when considered with other benefits and burdens, must be fairly allocated.  (Second Supplemental Order, ¶ 53 (1999), emphasis added)
Q.
Mr. Selecky seems to suggest that tax benefits of deductions or credits belong to the entire consolidated group.  Do you agree?
A.
Absolutely not.  As previously mentioned, the tax benefits of losses represent an asset to the company that generated the losses.  FAS 109 dictates the U.S. GAAP treatment of such tax benefits for financial reporting purposes, and states in paragraph 18b., “A deferred tax liability or asset is recognized for the estimated future tax effects attributable to temporary differences and carryforwards.” (Emphasis added.)  FAS 109 further states in paragraph 17, “…Deferred taxes shall be determined separately….  Measure the total deferred tax asset for deductible temporary differences and operating loss carryforwards using the applicable tax rate…”  Such assets have value to a company; for example, such assets can continue with the loss company if it is acquired by another company.  This fact underlies the benefits-burdens requirement described above.  

Q.
Could the Commission adopt Mr. Selecky’s proposal without violating the benefits-burdens test?

A.
No.  Mr. Selecky does not even acknowledge the benefits-burdens test.  Instead, Mr. Selecky proposes to allocate the tax benefits of losses from the parent of PacifiCorp’s consolidated group without any regard to whether ratepayers bore the underlying expenses that created those losses.  In other words, if the proposal were adopted, the shareholders or affiliates would absorb all of the costs for which the ratepayers would be receiving the inextricably-related tax benefits.  

Q.
Does Mr. Selecky argue that ratepayers bear the burden of PHI’s acquisition-related debt and should therefore receive the tax benefits of PHI’s interest payments?

A.
No.  Mr. Selecky’s testimony acknowledges that ratepayers do not see the burden of the interest expense and completely abandons the “benefits and burdens” ratemaking principle.
  He goes on to suggest an opportunistic “benefit only” policy without providing full details of how to determine the “…amount PacifiCorp will pay…”
 and without considering all of the potential ramifications of this policy.  

Indeed, the losses that created PHI’s tax deduction were expenses the Commission has insisted will never be borne by ratepayers, as noted above.  The adjustment therefore fails the benefits-burdens test.

Ring-fencing

Q.
Why is it important to separate PacifiCorp from its non-regulated affiliates?

A.
The state utility commissions that regulate PacifiCorp have gone to great lengths to ensure adequate separation between PacifiCorp and its non-regulated affiliates in order to protect ratepayers.  For example, during the merger, the Commission specifically ordered the Company to separate out non-utility businesses from PacifiCorp and to put into place “ring fence” provisions for the diversified activities.  According to paragraph 27 of the merger stipulation adopted in Docket No. UE-981627:

“Any diversified holding and investments (e.g., non-utility business or foreign utilities) of ScottishPower and PacifiCorp following approval of the merger shall be held in separate company(ies) other an PacifiCorp, the entity for utility operations.  Ring fence provisions (i.e., measures providing for separate financial and accounting treatment) shall be provided for each of these diversified activities, including but not limited to provisions protecting the regulated utility from the liabilities or financial distress of ScottishPower.”

PacifiCorp has also taken steps, encouraged and approved by its commissions, to maintain separation of its utility operations for the benefit of ratepayers.  In 2001, PacifiCorp sought approval from FERC and other state utility commissions, where required, to insert PHI into the holding company structure and move PacifiCorp’s renewable energy affiliate PPM Energy (PPM) and other non-regulated companies to a position of being affiliates of PacifiCorp rather than subsidiaries.  (See In re Application of PacifiCorp Holdings, Inc. and PacifiCorp for an Order Approving Corporate Reorganization to Create a Holding Company, PacifiCorp Holdings, Inc., Docket No. UE-010594, Order Approving Corporate Reorganization to Create Holding Company, with Conditions (September 26, 2001).)  The FERC and the commissions approved the reorganization.

Q.
Mr. Selecky asserts that the basis for his adjustment is the financing structure used in the ScottishPower/PacifiCorp merger.  Does this make the adjustment reasonable?

A.
No.  Mr. Selecky proposes an adjustment that would use the tax benefits associated with the deductions of an affiliate (PHI) to reduce the PacifiCorp tax calculation for regulatory purposes.  Mr. Selecky’s argument that the financing structure used in the ScottishPower/PacifiCorp merger justifies an allocation of PHI’s tax deduction to ratepayers does not make sense.  ScottishPower used financing to acquire its investment in PacifiCorp.  ScottishPower bears the expense of its investment.  In no case has the underlying expense been borne by ratepayers.
Risks Associated with Mr. Selecky’s Proposal

Q.
Are there any risks associated with adopting the Mr. Selecky’s proposed adjustment?

A.
Yes.  Mr. Selecky’s proposed consolidated tax adjustment entails serious risk for ratepayers, PacifiCorp and PacifiCorp’s parent company.  

The proposal greatly increases the risk of rate volatility, not just from later potential audit payments but also on a year-to-year basis.  As an actual example, in recent years, PHI has reduced its debt (and the corresponding interest deduction) from $4 billion to $2.375 billion, a reduction to almost one-half of the prior amount.  All other things remaining equal, PacifiCorp would have reason to come back to this Commission and file for an increase in rates because the debt reduction of $1.625 billion would decrease the interest deduction and would increase PacifiCorp’s tax expense.  This is true even though nothing had changed with respect to how services were provided to ratepayers or the expense of actual services provided to ratepayers.  



By breaching the carefully maintained ring-fences seperating regulated and non-regulated operations, the proposed consolidated tax adjustment would increase the risk to PacifiCorp, and ultimately to ratepayers, of future liabilities to PacifiCorp’s affiliates and their creditors.  By failing to observe corporate formalities, the proposals would increase the risk that a bankruptcy court would disregard PacifiCorp’s and its affiliates’ corporate separateness and make PacifiCorp liable for its affiliates’ debts.  By reaching through the ring fence, the proposals could also subject PacifiCorp to claims by loss entities such as a bankrupt parent against PacifiCorp for the value to the entity of the consolidated tax benefits that the Commission allocated from that entity to PacifiCorp.  Finally, by breaching the ring-fence, Mr. Selecky’s proposal would subject customers to rate volatility unrelated to the costs of providing service.

Q.
Is the tax benefit associated with the loan at PHI permanent as Mr. Selecky asserts?

A.
No.  The interest deductions at PHI create a net operating loss, which as cited above from FAS 109, is a deferred tax item.  Not surprisingly, Mr. Selecky’s proposed adjustment makes no provision for compensating PHI (or any other non-regulated loss company) for the loss of this future benefit.  If his adjustment were adopted, PacifiCorp’s current taxes would be artificially reduced, but its deferred taxes would be increased by an equal amount and its rate base reduced accordingly.  Later, the current cash flow benefit will become an increased tax payment when the net operating loss reverses.  Also not surprisingly, Mr. Selecky’s proposed adjustments makes no provision for this future increased expense.  Therefore, his adjustment would result in a double benefit to ratepayers.



Interest expense, like other expenses, makes up net operating losses, which are carried forward into future periods.  As such, interest expenses, by definition, entail timing issues.  

Q.
What conclusions do you draw from the foregoing discussion?

A.
Stand-alone tax calculations are the best way to mitigate risk and rate volatility for customers.  For these reasons, and the other reasons discussed above, the Commission should reject the tax adjustment proposed by Mr. Selecky.

The Amount of the Adjustment, If Any

Q.
If an adjustment were adopted by this Commission, has Mr. Selecky calculated the amount correctly?
A.
No.  Mr. Selecky uses a faulty basis for his allocation of the potential tax adjustment to PacifiCorp.  Specifically, he relies upon relative assets as a basis to allocate 94.72 percent to PacifiCorp even though taxes are not computed based upon assets but are based upon taxable income.

Q.
Is there a more appropriate allocation basis?
A.
Yes.  Without in any way detracting from my testimony that no adjustment should be made, if in fact this Commission determines that an adjustment is appropriate, the allocation to PacifiCorp should be made based upon the most up to date relative taxable income figures.  

Q.
Are there other computational errors in Mr. Selecky’s proposed adjustment?
A.
Yes.  Mr. Selecky’s proposed adjustment uses an outdated interest deduction amount.  The correct interest deduction based upon the current PHI debt is $122 million.

Q.
Given these changes, what would be the revised amount of the adjustment?
A.
Using the consolidated tax return for the fiscal year ended March 31, 2005, only 50 percent of the total benefit is allocable to PacifiCorp. The interest deduction would be $122 million.  The adjustment figure would be derived as follows:

PHI interest deduction * combined U.S. effective tax rate * Percentage of PHI group taxable income from PacifiCorp * Washington allocation factor on an SNP basis * tax gross-up factor = adjustment to revenue requirement.

In numeric form, the calculation is as follows:

$122m * 37.95% * 50% * 8.2002% = 1.898m * 1.657 = $3.145 million.

Q.
Please summarize your testimony on the consolidated tax adjustment.

A.
The Commission has historically taken great care to separate PacifiCorp from its non-regulated affiliates in order to protect ratepayers from potentially significant subsequent liabilities, from risk of non-regulated operations’ losses, and from risk of rate volatility.  Mr. Selecky’s proposed adjustment for consolidated tax savings ignores this careful separation and imposes great risks on ratepayers.  Moreover, the proposal is inequitable and inconsistent with long-standing regulatory ratemaking principles and practice, and violates the benefits-burdens requirement.  The Commission should reject Mr. Selecky’s proposed consolidated tax adjustment. 

Tax Settlement Payments

Q.
Please describe the background for this issue.
A.
PacifiCorp has incurred tax assessments that exceed the existing tax accrual.  Although PacifiCorp does hold reserves to meet tax settlements, as it is required to do for accounting and financial reporting purposes, PacifiCorp’s existing accrual has not been funded by Washington customers.  Therefore, PacifiCorp requests that the Commission continue to permit recovery of the tax settlements.  The Company is requesting in this proceeding to continue the approach followed in the Settlement Agreement adopted in the Company’s last rate case, Docket No. UE-032065.  The Settlement Agreement in that proceeding allowed for a fifty percent recovery of these IRS tax settlement payments over five years.
Q.
Please summarize the adjustments proposed by Intervenors.
A.
Mr. Effron apparently proposes the reduction based upon the sole consideration that the item was included as part of the settlement of the previous general rate case, and goes on to provide circumstances under which he would agree there is justification for the Company to recovery such payments.  Mr. Kermode proposes a reduction to revenue requirement using an eight-year amortization period and an ill-founded assumption that the revenues for which the IRS adjustments were made were not included in the company’s rates.

Current Regulatory Treatment of Tax Settlement Payments

Q. How are the Company’s tax costs included in its cost of service? 

A. Cost of service for the Company currently includes only the estimated tax accrual for the current test period.  The Company’s ultimate tax liability for the tax year corresponding to that test period will not be known for up to several years, as described below, and thus, is not included.  Other tax payments associated with the ultimate tax liability for previous years that are paid in the test period are currently not included.  Specifically, tax payments for the test period that will be made after the test year are excluded, as are tax payments related to IRS audits, appeals and/or settlements (referred to collectively herein as “tax settlements”) made in the test year but related to prior year tax returns.

Q.
Has the Company previously requested regulatory recovery of its tax settlement payments?

A.
Yes.

Q.
Please explain why you state that the tax contingency accrual has not been funded by Washington customers.
A.
The Company books a current tax liability, which includes the current year tax liability and a tax liability associated with the audits of prior years.  As described in more detail below, this tax liability is adjusted to reflect assessments of the audit and the results of the settlement and appeals process as those events occur.  When PacifiCorp makes a rate case filing in Washington, it includes the estimated accruals relating to tax liability for the test period; it does not include the booked amounts for reserves for assessments against the Company resulting from income tax audits.  Therefore, these reserves are not and have not been included in the cost of service.  

Tax Settlement Payments

Q. What is the amount of the tax settlement payments made, and how does the Company propose to recover such amount?

A.
The Washington portion of the total tax settlement paid, reduced by 50 percent in accordance with the Settlement Agreement in the last case, is $1,938,125.  This calculation is described in Mr. Wrigley’s direct testimony and Exhibit No.___(PMW-3), Pages 7.4 through 7.4.1.  In consideration of the significant amount and the impact on customers, the Company proposes to recover this amount over a period not to exceed five years.  Accordingly, the amortization would include an adjustment to increase the current income tax expense by $387,625 (one-fifth of the total), with the remaining four-fifths of the amount reflected as an adjustment to the rate base as an accumulated deferred income tax balance to be amortized over the remaining four years.  

Q.
Is the Company seeking to improve upon the previous recovery percentage?
A.
No.  Although the Company believes recovery of the entire amount of tax settlement payments has merit, it is only seeking to maintain the terms of the Settlement Agreement in the last rate case, in which the Company was allowed to recover one-half of the total.  In this way, the Company is not prejudiced through current disallowance of a previously agreed position.

Q.
Please explain the nature of the tax settlement payments.

A.
The tax settlement payments for which the Company is seeking recovery in this case relate to the exam and appeal of the 1991-93 returns and the exams of the 1994-98 and 1999-2000 returns.

Q.
Why is there a discrepancy between cost of service taxes and the tax settlement amounts?

A.
As described above, the Company’s tax liability for ratemaking purposes is based on the estimated accrual booked during the test period.  Booked adjustments to the liability made at a later time associated with tax settlement payments are currently disallowed in the cost of service in future filings.  However, the tax estimate used for ratemaking purposes is not the ultimate tax liability of the Company.

Q.
Does this mean the booked tax expense used for ratemaking purposes is based upon estimates?

A.
Yes.  Exhibit No.___(LOM-2), Life Cycle of A Tax Year, illustrates the book, tax and regulatory treatment of tax costs of the Company over the period of time before the filing of a tax return through the assessment of the ultimate tax liability.  Estimates of the ultimate tax liability for a specific tax year are made throughout the entire life cycle of that tax year.  Based upon the quarterly estimated tax liability required for U.S. GAAP purposes, estimates are first made prior to the conclusion of a tax year based upon the business activity occurring in each quarter.  Subsequent events, such as the filing of an extension of time for the filing of the return, and the filing of the return itself, provide opportunities for revision of the previous estimates.  At the time of the events, the book provision is adjusted to reflect the additional precision that can be achieved because the Company has more time to fully analyze the details of the accounting during the fiscal year.  

Q.
Does the filing of the return establish the ultimate tax liability for a specific tax year?

A.
No.  Filing the return represents the Company’s best estimate of the tax liability at that point in time, given the time constraints under which the return must be completed and filed.  Subsequent to filing the return, the IRS and state taxing authorities audit the return.  Upon conclusion of the IRS audit, the Company decides which issues to appeal, either administratively within the IRS or through the courts.  Estimates continue to be made throughout this process, and a final determination of the tax liability for a given tax year is only made upon conclusion of litigation or when the Company no longer pursues an adjustment.

Q.
How does the IRS audit affect the tax accrual?

A.
In the course of its audit, the IRS will issue a Notice of Proposed Adjustment (NOPA) for each adjustment the IRS believes should be made to taxable income.  As these NOPAs are issued, the Company reviews the merits of the IRS’ position, which may include proposed adjustments such as carry-over items from different time periods, differing interpretations of tax law, new interpretations of tax law applied retrospectively and other items.  The Company determines whether to concede to the IRS position, provide additional information in support of the Company’s position, negotiate the settlement of the specific issue as part of concluding the entire audit, or to appeal the issue upon completion of the audit.  The tax accrual will be adjusted either up or down as the NOPAs are received, and based upon the Company’s assessment of the issue, as needed to accurately state the tax liability on the books.  As shown in Exhibit No.___(LOM-2), conclusion of the federal and state audits is normally completed only several years after the end of the fiscal year under examination.

Q.
How is the tax accrual affected if adjustments are appealed by the Company?

A.
Estimates continue to be revised throughout either an administrative appeal or litigation, based upon concessions made by either party.  Again, Exhibit No.___(LOM-2) shows that on average, appeals are concluded only several years after the end of the subject fiscal year.

Q.
When does the tax liability become final for a specific tax year?

A.
The tax liability for a specific tax year becomes final when either the taxing authority or the courts establish a deficiency, and the Company decides not to pursue further appeals, or further appeal is unavailable.  Alternatively, the Company and the taxing authority may settle the appeal at any point throughout the process.  Although the tax liability may be a negotiated settlement, it is at that time that the tax liability for a given year is conclusive.

Q.
Does this mean it is not possible to identify all taxes relating to a fiscal year until some time afterwards?

A.
Yes, it is typical that all taxes due for a particular year are not paid until several years have passed.

Q.
Why does the Company believe it is reasonable to recover in-period tax settlement payments?

A.
Tax settlements, although ongoing, are not known and measurable until the deficiency is ultimately assessed by the taxing authority.  Thus, recovery for such payments is more appropriately sought when the deficiency is assessed, and the level of the payment is therefore known and measurable, than in a prior period.  As a result, the appropriate time for the Company to recover the tax settlement payments as reasonable, known and measurable costs is when those assessments are paid in a test year.  Also, the event giving rise to the tax settlement payments does not occur until the deficiency is assessed.  Thus, consistent with ratemaking principles, recovery for those payments should be sought in a test period which includes the event, i.e. the assessment of deficiency and payment.  

Q.
Are test-period payments for tax settlements out-of-period costs?

A.
No.  The event giving rise to the additional payments is not the original tax year return, but the adjustment proposed and agreed-upon with the appropriate taxing authority during the test period.  Although the original return is the source for current adjustments, the adjustments are separate from the original return and arise as a result of IRS and state taxing authority audit activity during the test period.  An audit exam and/or appeal are completely separate legal processes from the economic events occurring during the particular tax year, subject to their own procedural rules and appeal rights.  Financial and regulatory rules share a common principle that an amount must be known and measurable in order for an accrual to be made.  Rejecting these tax settlement payments as out-of-period costs would place the Company in a no-win situation in which Commission policies would preclude the recovery of normal, reasonable expenses.

Q.
Are the adjustments by taxing authorities, and the resulting tax settlement payments, ongoing?

A.
Yes.  The Company has been identified by the IRS as a taxpayer included in the Large and Mid-Size Business (LMSB) audit program (formerly Coordinated Examination Program, or “large-case” program).  As a taxpayer in this program, the Company is audited by the IRS for every tax year.  Given the breadth of scope, intensity, and time invested in the IRS audit (ten staff-years were devoted to the 1994-98 audit), adjustments to the returns are a virtual certainty.  All states in which the Company operates have laws which require agreed-upon federal adjustments to be reported to the states, and the adjusted tax to be paid.

Q.
Why is it appropriate to view adjustments by the taxing authorities as arising from current audit activity rather than the original tax return?

A.
As stated above, the Company is subject to audit for every tax year.  Thus, this is an ongoing expense that can properly be matched with the year in which the audit activity takes place and concludes.  Similar treatment is afforded to other like transactions.  For example, an installment note received upon the sale of an asset is treated as a separate asset from the property.  The note is booked at its original face value.  The note is classified as current or non-current on the balance sheet based upon its term rather than the original life of the asset sold.  Valuation of the note is based upon its collectibility, even if the note contains provisions to repossess the original asset.  Although the original asset gave rise to the note, the note is treated entirely separate from the asset.

Public Counsel’s Proposal
Q. Please summarize Mr. Effron’s proposed adjustment.
A. Mr. Effron proposes to decrease income tax expense by $388,000, and increase rate base by $1,550,000 with a resulting reduction to revenue requirement of $852,000.  He indicates that he would agree the Company is justified in recovery of these expenses if it can show two things: “(1) it took an income tax deduction in a given year and that tax deduction was reflected in the determination of the total tax expense included in its cost of service as a reduction to its income tax expenses; and (2) that particular income tax deduction was challenged by the IRS and ultimately resulted in additional income tax payments being made by the Company…”

Q. Do you concur with his criteria for justifying an adjustment?
A. No.  As stated previously, the correct basis for allowing this adjustment is that it has never been included in the estimate of taxes included in rates.

Q. Notwithstanding your disagreement with Mr. Effron’s criteria, can the Company meet the tests specified?
A.
Yes, in part for both tests.  The tests delineated by Mr. Effron must be modified to reflect that federal income taxes themselves are not a deduction on the federal return.  Rather the taxes are the result of the income and deductions on the return.  With this modification, the Company has limited the tax settlement adjustment to IRS adjustments related to items of income and deduction that made up the tax expense included in the Company’s cost of service, and the Company has provided detail of the particular items of income or deduction adjusted by the IRS and resulting in additional income tax payments made by the Company.
Staff’s Proposal

Q. Please summarize Mr. Kermode’s proposal.
A. Mr. Kermode proposes to eliminate the recovery of the tax settlement payments.  Alternatively, if an adjustment is made, he proposes that it be amortized over eight years instead and that it be offset by “revenues” associated with the adjustments.

Q. Is the request for recovery of tax settlement payments retroactive ratemaking as suggested by Mr. Kermode?
A. No.  As explained above, the IRS audit and their adjustments are a current event giving rise to the adjustment.  As Mr. Kermode quotes from Puget Sound Energy in his testimony, retroactive ratemaking involves “…surcharges…applied to rates which had been previously paid…”
  As discussed previously, these expenses have not been previously included in rates in any fashion.  The event is current and the proposed recovery is not therefore retroactive.  Accordingly, consideration of whether these costs are “catastrophic” or “extraordinary” is not necessary.

Q.
Is the request for recovery of tax settlement payments a “true-up” mechanism as suggested by Mr. Kermode?

A.
No.  True-up assumes an expense that is otherwise being recovered but is merely being adjusted.  This is not the case.  As discussed previously, the expense for which recovery is sought here has never been allowed in rates so this is not a true-up.  Instead, recovery of tax settlement payments is merely seeking to recover expenses which have not previously been considered or allowed in rates, but which are justifiable expenses of the Company that should be allowed in rates.

Q.
Is Mr. Kermode’s “additional income” concept sound?
A.
No.  Mr. Kermode properly states income taxes are computed as a percentage of some other item.  However, beyond this point the concept misapplies regulatory ratemaking related to taxes.  Regulatory principles base revenue requirement upon book items of income and deduction and whether those items are allowed for regulatory purposes.  Regulatory income tax expense is computed by taking into account these items as adjusted for the tax treatment thereon.  The taxable income and deductions are not included in rates other than through the effect on the income tax expense.  Mr. Kermode’s suggested “additional income” concept sidesteps this appropriate methodology.  There is no reason to expect to see an increase in revenues due to tax adjustments made by the IRS because there has been no actual increase in the Company’s revenues.  The only thing that has changed with the IRS adjustments is the treatment of the particular income or deduction for tax purposes.

Proposed Regulatory Treatment

Q.
What was the Company’s revenue requirement treatment of tax settlement payments?

A. As Mr. Wrigley states in his direct testimony, the Company included in revenue requirement one-half of the total tax settlement payments, amortized over five years, as was stipulated in Docket No. UE-032065.

Q.
Does the Company propose an alternative treatment for tax settlement payments?
A.
No in part and yes in part.  The Company believes that the prior settlement should be honored, including the amortization period.  Alternatively, if the recovery of the one-half of the total tax settlement payments using a five-year amortization as previously agreed is abandoned, then the Company proposes that the full amount of the tax settlement payments allocated to Washington (as originally presented in Docket No. UE-032065) should be recovered.

Q.
What would be the amount of the alternative adjustment if the original settlement is abandoned?
A.
The total tax settlement payments allocated to Washington is $3,876,250.  However, the Company has already recovered $775,250 under the previous settlement agreement.  Accordingly, the remaining unamortized balance of the tax settlement payments yet to be recovered would be $3,101,000.  Assuming the prior settlement is not being honored, the Company would propose that this full amount be recovered immediately without being spread over future years.

Q.
On a going forward basis, are there alternative regulatory treatments to recovery of in-period tax settlement payments in general rate cases that the Commission could adopt?

A.
Yes.  The Commission could establish a tax contingency included in cost-of-service to account for future adjustments to tax estimates and tax settlement costs.  

Q.
Is the Company proposing such a tax contingency at this time?

A.
No.  If there is sufficient interest, PacifiCorp is agreeable to working with other parties to this case to develop a proposal to present to the Commission at a later time.  

Q. Please summarize the key points of your testimony on tax settlement payments.

A.
Permitting recovery of tax settlement payments is consistent with traditional regulatory principles because the payments have actually been made and are therefore known and measurable.  The Company is subject to audit for each tax year and deficiency assessments take place many years after the end of the tax year.  The Company’s customers have not funded the Company’s tax reserves.  Because tax settlement payments are an on-going, normal and reasonable business expense, it is reasonable to permit recovery of these costs.  Given the magnitude of the costs and the potential impact on customers, the Company requests that the Commission permit recovery of tax settlement payments made during the test period as an adjustment in the current case amortized over a reasonable period of time not to exceed five years.  

Q.
Does this conclude your testimony?

A.
Yes.  
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