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OPINTON
(Phase 1)

Summary
This decision authorizes the methods which utilities may

adopt to recover the federal tax imposed upon contributions-in-aid-
of-construction and advances for construction pursuant to the Tax
Reform Act of 1986. Prior to 1987 contributions and advances were
not taxed. This decision places the burden of the tax on the
contributor or advancer and is based on the premise that the person
who causes the tax pays the tax. No contribution or advance, no
tax. This decision authorizes, as the principal method of
recovering the tax, a method by which the contributor of the
property or cash or the person making the advance pays the tax by
paying, in addition to the contribution or advance, the present
value of the future tax burden. The decision provides a formula,
called Method 5, for computing this present value.

Method 5 requires utilities to advance part of the tax.
For those small utilities which cannot afford to make the advance
the decision authorized Method 2, which permits them to collect the
entire tax from the contributor or the advancer. In 1988, at the
34% federal tax rate, under Method 2 an advance or contribution of
$1,000 would require an additional $515 to cover the federal tax.
Under Method 5 the tax portion would be approximately $273. (In
1987, at the 40% federal tax rate, Method 2 requires a $670 gross-
up and Method 5 requires a $350 gross up.) The other methods
discussed in the decision, in one form or another, would have
placed the entire burden of the tax on the ratepayer.

This decision was originally issued as a proposed
decision, to which a number of parties commented. Pacific Gas and
Electric Company (PG&E), while generally supporting the proposed
decision, points out that the Method 5 formula néglected to include
an optional statewide pre-tax rate of return and recommends that a
pre-tax rate of return of 17% should be used in the gross-up
calculation. Other commenters made the same suggestion and PSD
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supports it. We have modified the decision to explain and adopt
the 17% return. PG&E also recommends that minor changes in tax law
assumptions should not trigger revised advice letter filings and
PG&E proposed language and findings to incorporate this concept.
We will adopt it. Finally, PG&E recommends that utilities be made
whole for CIAC tax costs attributable to CIAC received after
December 31, 1986, but attributable to prior contracts. We will
not accept this recommendation. Not only should ratepayers not be
burdened with the tax caused by a contributor, but also we have
considered that this tax was known to have been contemplated by
Congress for at least a year before it was imposed (See
Appendix B - the House Committee Report is dated December 7, 1985)
and a utility could have, by contract or tariff modification,
protected itself and its ratepayers from the tax.

Southern California Edison company (Edison) comments that
the proposed decision is not clear regarding the possibility that a
state tax may be applied to the federal tax gross-up collected from
the contributor under Method 5. We believe that Conclusion 12
provides for the state tax collection if and when the state tax is
imposed. Edison, with others, also recommends that when refunds
are required the utilities be given 120 days to make refunds and
140 days to submit a summary report because of the magnitude of
refunds to be processed. We will adopt the recommendation.
Finally, Edison recommends that the decision should authorize
recovery through rates of any penalties, interest, or taxes
incurred if the Internal Revenue Service (IRS) deems Method 5 a
violation of the tax normalization rules and imposes additional
taxes, penalties, and interest. As it is this Commission that is
authorizing Method 5, those utilities that adopt it should not bear
any penalties imposed by the IRS if it is found to be a violation
of the tax nornialization rules. We will adopt Edison’s
recommendation.
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San Diego Gas & Electric Company comments that the
proposed decision does not provide for collection of the federal
tax component of the contributions made during the period
January 1, 1987 through and including February 10, 1987, and
recommends that the utilities be authorized to apply Method 3 to
recover that federal tax. We do not agree. Contributions during
the period in question were covered by tariff. The contributor
should not be required to pay more than the tariff provides, nor
should the ratepayers.

PSD asserts that by giving utilities the option of
choosing the Maryland Method, which does not impact ratepayers,
those utilities which choose Method 5 may be considered imprudent.
PSD’s argument overlooks the point that taxes are a cost of
business which utilities are entitled to recover in rates and
charges. A utility may voluntarily absorb a tax or may, because of
its imprudence, be prohibited from passing a tax through to its
customers, but in the usual course of business it is allowed to
recover the tax. The Maryland Method gives a utility the option to
absorb part of the tax; we can’t order the utility to adopt it. It
should be noted that if a utility chooses none of the listed
options it has chosen to absorb the tax itself, and we understand
some utilities are expected to do just that.

california Water Service Company and San Jose Water
Company seek clarification of the rate of return to be used by
utilities having more than one operating district. We will provide
the option of using for each district its last rate of return or
the statewide rate of return. They request an example of a tariff
schedule and the accounting procedures which should be followed.

We will provide them. Finally, they (and california-American Water
Co. and Citizens Utilities Co. of Calif.) are concerned about how
to refund advances for construction. We will expand our discussion

of this important process.
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The City of Mountain View recommends that the Commission
should instruct the utilities that in the case of a government
agency contribution involving threat of condemnation or a ”public
benefit” project, the utility should accept the contribution net of
tax if the government agency agrees to bear the risk of future tax
liability. It argues that the proposed decision leaves the choice
of requiring a gross-up to the utility whereas, because the
potential for tax liability from a government agency contribution
is relatively small, the choice should be with the agency. There
is merit to the argument. To require a gross-up by a public agency
where there is a good possibility that the gross-up will be
refunded with interest will only delay or prevent public works
beneficial to the entire community. We are confident that a public
agency will fulfill its agreement to reimburse the utility for
taxes, interest, and penalties should the contribution prove non-
exempt. However, should the government agency fail to fulfill its
obligation to reimburse we will authorize the utility to be made
whole by a charge against the ratepayers.

The Cogenerators of Southern California request
clarification with regard to which utilities may utilize Method 2
for federal tax purposes and which may use Method 2 if a state tax
law change is enacted which makes CIAC taxable. Our intent is to
limit Method 2 to small water companies and small telephone
companies. We will clarify our decision in this regard.

The comments of Southern California Gas Company and the
City of Sunnyvale echo those of other commenters and need not be
repeated. The comments of the California Building Industry
Association and Southwest Gas Corp. merely reargue the policy
choice that the ratepayer should pay the tax. We reject the
argument.
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Background
Oon October 22, 1986, President Reagan signed into law the

Tax Reform Act of 1986 (the Act), which significantly affected all
public utilities in california, and hit like a bomb (although one
that gave considerable advance warning) among the privately-held
public water utilities.

Oon November 14, 1986, this Commission instituted this
investigation into the ratemaking implications of the Act. All
utilities, with minor exceptions, were made respondents. At the
prehearing conference held on January 9, 1987, Administrative Law
Judge Robert Barnett set a schedule for workshops and hearings to
be held in connection with the investigation. Among other matters,
he determined that the tax law changes resulting in the taxability
of contributions-in-aid-of-construction (contributions or CIAC) and
refundable advances would be addressed first.

January 30 was set as the deadline for filing comments on
the contributions issue with workshops to begin on February 9. In
a letter dated January 15, 1987, the Public Staff Division of the
Commission (PSD) requested respondents to address the following
issues in their comments on contributions: |

1. Circumstances under which it would be
viable to collect contributions on a gross
of tax method.

2. Circumstances under which it would not be
viable to collect contributions on a gross
of tax method.

3. The collections of a contribution gross of
tax discounted for the present value of the
future tax benefits which will result from
the tax depreciation on the contributed
plant.
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4. A proposed ratemaking treatment for each of
the circumstances described in numbers 1,
2, and 3.

5. The ratemaking methodologies to pass back
to ratepayers the benefits derived from the
tax depreciation which will be claimed on
contributed plant.

6. An estimate of the revenue requirement
impact based on either the 1987 adopted
test year results of operations, the 1987
attrition year adopted results of
operations, or the latest test year adopted
by the Commission, whichever is applicable.
Under Section 118 of the Internal Revenue Code (the Code)
prior to amendment by the Act, amounts were excluded as a
contribution to the capital of a utility if such amounts of money
or other property:
1. Constituted a ”contribution-in-aid-of-
construction”;

2. Satisfied the expenditure rule (in the case
of contributions of money); and

3. Were excluded from the utility’s rate base
for ratemaking purposes.

Contributions-in-Aid-of-Construction

#contributions-in-aid-of-construction” are any items or
amounts contributed to a ”“regulated public utility” to the extent
that the purpose of the contribution is to provide for the
expansion, improvement, or replacement of the utility’s facilities
(Prop. Reg. Sec. 1.118-2(a)). A ”regulated public utility” is a
utility required to furnish electrical energy, gas, water or sewage
disposal services to members of the general public (I.R.C. Sec.
118(b) (3) (C)) -

Specifically excluded from the definition of a
contribution-in-aid-of-construction are ”customer co.nection fees.”
The term ”customer connection fee” includes any payment made to the
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utility for the cost of installing a connection from the utility’s
main line to the customer’s line as well as any amount paid as a
service charge for stopping or starting service (Proposed Reg. Sec.
1.118-2(a) (3)) .+ |

The regulations proposed under I.R.C. Sec. 118 set forth
three examples of contributions-in-aid-of-construction:

1. A developer constructs utility facilities
(e.g., water lines and a water tower) and
turns over these facilities to a utility:

2. A developer furnishes the necessary funds
to the utility to construct the facilities;
and

3. A municipality pays a utility to relocate

facilities which are being destroyed in

connection with road construction (Prop.

Reg. Sec. 1.118-2(a)(2)).
In addition to the foregoing examples, the proposed regulations
provide by inference that refundable advances also are included
within the definition of a contribution-in-aid-of-construction. In
the specific example of a refundable contribution, a developer
contributes cash to a utility for utility construction subject to
an agreement that a percentage of the receipts from the facility
over a fixed period will be refunded to the developer (Prop. Reg.
Sec. 1.118-2(e)).

Expenditure Rule
Under pre-Act law, the receipt of money could be excluded

as a contribution only if the related expenditure occurred before
the end of the second taxable year after the taxable year in which
the amount was received. The amounts in question had to be

1 Under pre-Act law, connection fees did not qualify as
contributions-in-aid-of-construction and, hence, were taxable.
They remain taxable after the Act. '
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expended for the acquisition or construction of tangible property
used in the utility’s trade or business. (Prop. Reg. Sec.
1.118-2(b).) _

In the case of money contributed after a facility was
placed in service, the money could not be excluded as a
contribution unless, at the time the facility was placed in
service, there was a binding agreement that the utility was to
receive the amount as reimbursement for the cost of the facility.
In addition, in the case of such a contribution, the utility must
have excluded an amount equal to the contribution from the adjusted
tax basis of the facility. (Prop. Reg. Sec. 1.118-2(d).)
Rate Base Exclusion

A final requirement for exclusion of a contribution from
the utility’s taxable income was that such amounts were not
included in the utility’s rate base for ratemaking purposes.
(I.R.C. Sec. 118(b) (1) (C).)
Tax Act Changes

Effective January 1, 1987, the Act repealed the foregoing
exclusion for contributions. Specifically, the Act provides that a
nontaxable capital contribution does not include any contribution-
in-aid-of-construction or any other contribution as a customer or
potential customer (Act Sec. 824(a)). Instead, such contributions
must be reported as an item of gross income. (H. Rept. 99-426,
pp. 643-644.)°2

A literal reading of the statute ‘leads to the conclusion
that any contribution which previously was included within the
definition of a contribution-in-aid-of-construction is no longer
excluded from income under section 118. Moreover, ”any other
contribution as a customer or potential customer” is also no longer

2 The complete House of Representatives Report on this issue is
set forth in Appendix B.
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excludible. Because relocation payments, refundable advances,
contributions of tangible property, and monetary contributions all
were included within the definition of a contribution-in-aid-of-
construction, it would appear that all these items have now become
taxable.

The legislative history confirms the foregoing statutory
interpretation (H. Rept. 99-426 at pp. 643-644 and H. Conf. Rept.
99-841 at II-324). In this respect, Congress has stated its
intention that a utility report as gross income the value of any
property, including money, that it receives to provide, or
encourage the provision of, services to or for the benefit of the
person transferring the property. For this purpose, a utility is
considered as having received property to encourage the provision
of services if the receipt of the property is a prerequisite to the
provision of the services, or if the receipt of the property
otherwise causes the transferor to be favored. Congress stated
that the person transferring the property will be considered as
having been benefited if he is the person who will receive the
services, a former owner of the property that will receive the
services, an owner of the property that will receive the services,
or if he derives any benefit from the property that will receive
the services. Some commenters believe this broad legislative
intent is likely to result in the statutory change having a wide
scope resulting in the taxability of practically all monetary and
property transfers to utilities, whether for line extensions,
special facilities, or other purposes.

The Commission’s Pre-Act Treatment
Prior to 1987 utilities were allowed to receive CIAC from

their customers through existing operating rules and rate schedules
authorized by the CPUC. Utilities also receive CIAC under other
special arrangements (e.g., state highway relocations). CIAC:
includes contributions of both cash and property. In general,
contributions are non-refundable; however, certain contributions

- 10 =-
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under mainline extension rules and temporary service rules, are
refundable for specified periods of time. These contributions are
often referred to as refundable advances. Non-refundable CIAC are
credited to the appropriate plant accounts, offsetting the cost of
the facilities installed for the benefit of contributing customers.
As a result, they are excluded from the utility’s rate base for
ratemaking purposes. Refundable advances are credited to the
appropriate plant account and for ratemaking purposes are applied
as a reduction to the utility’s rate base. If the advances are not
refunded or are only partially refunded within the time limit
prescribed by the rules, the remaining balance of such advances is
credited to the appropriate plant accounts and treated as non-
refundable CIAC.

Customer connection fees are collected under the
utility’s appropriate rule and were taxable under prior law and
will continue to be taxable. Under one method of accounting for
the connection fees, utilities are authorized to increase rate base
(by debiting deferred taxes) for the payment of income taxes
attributable to connection fees. Under this procedure, rate base
is reduced (by crediting deferred taxes) as depreciation deductions
attributable to connection fee assets are allowable. When an asset
is fully depreciated for tax purposes, the initial rate base
increase (reflected by the debit deferred tax) will have been
eliminated (by the accumulated rate base credits from depreciation
deductions). During the interval between the initial payment of
the tax and the time when an asset is fully depreciated for tax
purposes, the general ratepayer is required to pay for the tax-
timing difference through increased rate base. Under another
method, utilities are authorized to collect the tax currently in
rates.

The Commission’s Initial Response to the Act
On Deceiber 10, 1986, the Evaluation and Compliance

Division of the CPUC staff issued a letter suggesting that

- 11 -
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utilities may wish to consider collecting all CIAC “gross of
federal income tax” from contributing parties effective on
January 1, 1987. The CPUC staff letter further stated that in the
absence of such collection, there would be risk of a ”“permanent
shortfall.”

In response to this letter, effective January 1, 1987,
the major utilities, SoCalGas, PG&E, Edison, and SDG&E, started
collecting CIAC gross of federal tax as well as gross of state
franchise tax in anticipation of the state adopting similar CIAC
legislation retroactive to January 1, 1987. In February the
Commission directed all utilities to reduce their gross-up rate to
67% to reflect only federal tax liabilities and to refund with
interest (i) all amounts collected which were earmarked for state
income taxes associated with CIAC, for the period January 1, 1987
through February 10, 1987, and (ii) all collections of federal and
state income taxes in excess of certain costs for the period
January 1, 1987 through February 10, 1987; CIAC gross-up amounts
were made subject to further adjustment pending a final decision in
these proceedings. To facilitate possible future adjustments, the
utilities were required to maintain memorandum accounts to enable
them to make any required adjustments.

The Workshops
Initially, the workshop participants agreed that the

concerns of water utilities were substantially different from those
of other utilities. As a result, the workshops were divided into
two groups--one applicable to water utilities and the other
appllcable to all other utility respondents. But the outcome of
both workshops was the development of five alternative ratemaking
methods to address the federal taxability of CIAC.

Method 1: Contribution Flow-Through, Utility Financed

Under this method, the utility would: =

(1) Continue to require contributors to make CIAC payments as

under prior law without grossing-up for any additional tax;

- 12 =
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(2) Credit such receipts to miscellaneous operating revenues
rather than crediting those receipts to plant in service as is done
today: and

(3) Reduce rates to flow-through these contributions to
customers currently (this is the way miscellaneous operating
revenues are treated for ratemaking purposes).

Under this option, the contributing customer will
continue to pay the construction cost of new facilities as has been
the case in the past. That payment, however, will now be
immediately passed to all customers in the form of reduced rates.
All customers will then be responsible for paying such amounts
through depreciation plus carrying costs, over the life of the
asset for which such contribution was received. In effect, the
utility will be financing the new facilities instead of the
contributing customer (its contribution would be flowed-through
currently to the general ratepayers). This procedure avoids the
accrual of any current income tax liability.

The treatment of refundable advances under this method is
as follows: the difference between taxable advances and
deductibles refunds (i.e., refunds attributable to post-1986
contributions) is flowed-through to decrease rates (when advances
exceed refunds) or increase rates (when refunds exceed advances, as
is expected in the future). This procedure avoids any current tax
liability increase (or decrease) attributable to the receipt or
refund of advances.

Under Method 1, assuming a $1,000 contribution with a
30-year life, the contributor pays no gross-up, there is an $808
revenue reduction in year 1, the contribution is rate based, and
over time the ratepayer pays $3,121 (Appendix C).

Method 2: Full Tax Gross- Cost Contributor

Under this method, the CIAC is grossed-up for the full
amount of the federal t'x and is charged to the contributor. The
grossed-up portion of the contribution would be used to pay the

- 13 =
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applicable taxes. The amount remaining after taxes are paid would
be credited to the appropriate plant account as was done under pre-
tax law. As a result, there would be no net increase in rate base.
Depreciation deductions, which are allowable over the tax lives of
the contributed assets, would be flowed-through to the general
ratepayer.

In the case of refundable advances, the developer should
pay a full tax gross-up initially. To the extent the advance is
refunded, it should be refunded with a tax gross-up. The treatment
of depreciation benefits in the interim is a matter for the CPUC to
decide. _

Under Method 2, assuming a $1,000 contribution with a
30-year life, the contributor pays a gross-up of $515; the
ratepayer pays nothing and receives the benefits from the tax
depreciation on the contribution.

Method 3: Rate Base, Cost on Ratepayer

Under this method (1) no gross-up to the contributor
would be charged, (2) the utility would pay the tax on CIAC, and
(3) the tax would be treated as a debit to deferred tax, increasing
rate base. As related depreciation tax benefits of the contributed
facilities are received, deferred taxes would be credited.

In other words, the initial tax on CIAC would result in a
rate base increase; however, over time, as the contributed
facilities are depreciated, rate base would be reduced. In this
way, the tax cost would be spread out in rates over the tax life of
the facility rather than resulting in a current increase in
ratemaking tax expense (see Method 4, below). This method is
identical to that already approved by the CPUC for treating taxes
paid under customer connection fee rules.

Refundable advances are easily handled under this method:
taxable advances are debited to deferred taxes (as is the case with
non-refundable CIAC) and deductible refunds are credited to

deferred taxes.

- 14 =
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Under Method 3, assuming a $1,000 contribution with a
30-year life, the contributor pays no gross-up, the tax portion of
the contribution is rate based, and over time the ratepayer pays
$519 (Appendix C).

Method 4: ull Tax Gross-=U ost on Ratepayers

This method (1) does not charge any gross-up to the
contributor, and (2) reflects all tax costs currently in general
rates. Revenue requirements are increased currently for the tax by
debiting current tax expenses for ratemaking purposes. However,
over time, the revenue requirement would be reduced by the tax
depreciation allowed on the contributed facilities. These tax
benefits would be flowed-through to general ratepayers, by
crediting current tax expense for ratemaking.

In the case of refundable advances, current tax expense
would be debited upon the receipt of a taxable advance and credited
upon the payment of a deductible refund. Depreciation benefits
should be flowed-through to ratepayers as above, until the advance
is refunded. After than time, the remaining depreciation benefits
would have to be normalized.

Under Method 4, assuming a $1,000 contribution with a
30-year life, the contributor pays no gross-up, the ratepayer pays
$493 in year 1, the contribution is rate based, and over time the
ratepayer receives back $544 (Appendix C).

Method 5: Rate Base, Cost on Contributor

Under Method 5, the tax costs incurred on CIAC would be
paid by the utility and debited to deferred taxes thereby
increasing rate base. Deferred taxes would be credited, thereby
reducing rate base, as the related depreciation tax benefits of the
contributed facilities are received. Up to this point, Method 5 is
identical to Method 3 described above. However, under Method 5,
the revenue requirement increases attributable to ratebasing the
tax on CIAC would be offset by increasing charges to the customer
making the CIAC.

- 15 =



.

“1.86-11-019 ALJ/RAB/fs **

Specifically, under this method, customers making taxable
CIAC would pay an additional amount at the time of the contribution
which would be credited to deferred revenues net of income taxes
thereby reducing rate base. The deferred revenues would be
amortized over the tax life of the facilities acquired with the
CIAC by crediting Miscellaneous Revenues effectively offsetting the
revenue requirement impact of ratebasing the tax on CIAC. 1In this
way, the general ratepayers would be made whole by the specific
contributor for the tax cost they have assumed.

~ Under Method 5, assuming a $1,000 contribution with a

30-year life, the contributor pays a gross-up of $273 (based on an
11.44% discount rate), the tax portion of the contribution is rate
based, and over time the ratepayer pays $113 (Appendix C).

The procedure for treating refundable customer advances
should be consistent with the principles outlined above.

In summary, the five methods are:

1. CIAC is treated as revenue and passed
through to general customers. Plant is
rate based and the revenue requirement is
charged to general customers.

2. CIAC from developers is grossed-up for tax.
Benefits of future tax depreciation are
passed through to general customers.

3. The tax on CIAC is rate based. The revenue
requirement is charged to general
customers.

4., The tax on CIAC is charged currently to
general customers. The benefits of future
tax depreciation are passed through to
general customers. '

5. CIAC from developers is grossed up for the
net present value of the revenue
requirement for rate base treatment of the
tax on CIAC.
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Methods 1, 3 and 4 place the burden of the tax on the
general ratepayer; Method 2 places it on the contributor; and
Method 5 shares the burden between contributor and general
ratepayer.

The Positions of the Parties
Public Staff Division (PSD)

PSD states, in its opinion, the IRS will assess taxes on
"practically all monetary and property transfers to utilities.”

PSD recommends (i) Method 5 for all major gas, electric, water, and
telephone utilities and that a 12.00% discount rate be uniformly
'employed, (ii) Method 2 for small water companies (Class B, C, and
D) and small telephone companies which do not possess the financial
resources to assume the burden, even in part, of the tax, and (iii)
that Methods 5 and 2 apply, where recommended, to all CIAC,
including any uncertain areas, except where the utility has
concluded that the event is nontaxable.

PSD believes that the general ratepayer should not be
burdened with the total CIAC tax liability when the acquisition of
service directly relates to the customer receiving the service. On
the other hand, there is some overall benefit to general ratepayers
from service area expansion so the contributor should not be
burdened with the total tax liability either. The major utilities
are in a position to provide a share of the tax burden and recover
this cost over time from-general ratepayers. Method 5 shares the
tax burden between the contributor and the ratepayer and represents
the next lowest net present value to the ratepafer after Method 2,
CIAC gross of tax. Method 5 is more reasonable than Methods 1, 2,
3, and 4, because these methods all require the ratepayer or the
contributor to bear the full burden of the tax.

Methods 1, 3, and 4 place the tax burden entirely on the
general “atepayers. Method 3, while having the advantage of fairly
level annual rate impacts, results in a significantly higher
overall cumulative revenue requirement than Method 5. Method 4 not
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only is defective in the latter respect, but it also suffers the
disability of large annual revenue changes in the initial years
including a high initial year revenue increase. Method 1 is
superficially attractive in that it would produce a SLgnlficant
initial year revenue decrease. However, the Method 1 initial year
decrease is followed by a second year significant increase in rates
and results in the highest overall revenue requirement to general
ratepayers.

_ PSD does not share the view of some utilities that use of
Method 5 might violate the normalization requirements of Federal
tax laws, since the ”flow through” benefits under Method 5 are to
the contributor, not the ratepayer. Moreover, it is not a
violation of normalization requirements because the method
normalizes the tax benefits of the utility contribution. The PSD
witness testified that there was no "normalization problem” under
Method 5.

Employment of Method 5 requires use of a discount rate.
PSD Exhibit 2 originally contemplated the use of different discount
rates for each utility, but at the hearing PSD recognized the
administrative desirability of a uniform statewide rate.
Therefore, PSD recommends that a 12.00% discount rate be used for
all the utilities to the extent that Method 5 is adopted. This
figure is based on the most recent rates of return for major
utilities in California, including major water companies, a range
of 11.31% to 13.05%. This rate would be utilized in successive
years until changed by the CPUC.

Small water companies and small independent telephone
companies do not necessarily possess the financial resources to
bear any portion of the tax burden of taxable CIAC. Utilities in
this category simply cannot pay the tax and then obtain the funds
necessary to construct the required plant either through long-term
debt or equity. For these utilities PSD recommends-that Method 2,
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CIAC gross of tax, be adopted as an option for them. While this
proposal puts the full burden of the tax on contributors, the tax
cost is partially offset by the tax benefit which the contributor
receives by being able to deduct the CIAC gross of tax as an
operating expense deduction for tax return purposes. PSD
recognizes the negative aspect that potential contributors may
decide to seek service from adjacent municipal utility systems not
burdened with the CIAC tax problem, or decide not to develop,
thereby deterring system expansion. While these situations may
occur, PSD does not see any alternative to adopting Method 2 as an
option for utilities in this category.

PSD observes that much of the hearing was devoted to
discussions of what might be excluded from taxable CIAC, which
largely dealt with governmental relocation payments. PSD is
sympathetic to those concerns and originally recommended no tax be
collected with respect to uncertain items. PSD felt this placed
the risks appropriately on the utility rather than the ratepayer
and would stimulate the utilities to seek speedy resolutions before
the IRS. However, in its brief, PSD says that the record shows
that failure to gross-up for uncertain items could lead to revenue
deficiencies which would ultimately be the burden of the general
ratepayer; failure to collect tax on uncertain items could result
in significant interest and penalty costs if the items are found to
be taxable. Prospective collection from contributors presents
difficulties. Consequently, PSD now recommends that Method 5 (or 2
where recommended) be applied to the uncertain items by the utility
when the utility deems that such items are potentially taxable.

PSD urges the utilities to seek speedy determinations from the IRS
and recommends that the Commission, through its staff, participate
to that end.
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The Enerqgy Utilities
Pacific Gas and Electric Company (PG&E)

PG&E’s testimony, exhibit (Exhibit 1), and brief contain
the most thorough analysis of the CIAC issue in this proceeding.
During the workshops, PG&E agreed to shoulder this burden and it
did an excellent job; it is to be commended.

PG&E recommends that Method 5 be applied to all
transactions which are not customer related. Ratepayers should not
bear the burden of a CIAC tax incurred for the benefit of a non-
customer, particularly where the contributor-entrepreneur is a
supplier of gas or electricity to the utility. Ratepayers who are
already paying suppliers a price based on avoided cost principles
should not be asked, in effect, to pay more than their avoided
costs by incurring the burden of a CIAC tax.

For customer-related transactions, however, PG&E
recommends that the CPUC adopt either Method 1 or Method 3.
Although PG&E is concerned about cross-customer subsidization
issues, PG&E believes these concerns are outweighed by the
additional contributor and administrative costs which would result
from a gross-up procedure.

PG&E classifies customer-related transactions as
contributions received under all rules and rate schedules except
Rules 2 and 21.3 All contributions which do not fall within the
customer-related category (i.e., contributions received under Rules
2 and 21, as well as contributions received outside PG&E’s
operating rules) would be classified as non-customer related.

Certain Rule 2 contributions do involve customers rather
than suppliers; however, because these charges relate to
installation of special facilities for the sole benefit of the

3 Rules 2 and 21 cover special facilities requested by the
customer.
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contributor (without benefit to the system generally), PG&E
believes that these transactions also do not merit the favorable
treatment PG&E proposes be applied to customer-related transactions
‘generally. Instead, these transactions should be treated in the
same manner as other non-customer contributions.

PG&E finds Method 1 attractive as a method for handling
customer-related transactions. This method avoids incurring a
current tax by flowing-through the contribution to the general
customer. (In effect, the utility finances the contributed
facilities.) This method achieves a primary goal of keeping
customer-related contributions at current levels, while it also
arguably keeps the general ratepayers whole, depending on the
discount rate assumption. Nevertheless, PG&E is concerned over the
potentially large financing requirements which may eventually be
required should this method be selected. For this reason, PG&E
recommends that if Method 1 is adopted, it have an opportunity to
review continuation of this method in its next general rate case or
when its CIAC financing requirements exceed $100 million annually,
whichever is earlier. In addition, because of difficulties
associated with estimating CIAC, PG&E recommends that balancing
account treatment for CIAC be implemented (at least in the short-
term), if this method is adopted.

Finally, PG&E submits that Method 1 should not be
extended to contributors in non-customer transactions because
Method 1 places shareholder funds at risk for the benefit of the
contributing party and under Method 1 the general ratepayer will be
made whole only under certain present value assumptions. If the
present value discount rate is less than 15%, the general ratepayer
would be incurring costs attributable to the contribution. This is
unfair if the customers are already paying a negotiated priced
based upon their avoided costs for the suppliers’ output.
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PG&E finds Method 3 attractive for customer-related
transactions. Although the tax on CIAC is not borne by the
contributors, PG&E does not view this as a fatal shortcoming,
largely because there are many instances of cross-customer
subsidization throughout ratemaking. Method 3 is appealing to PG&E
because of its simplicity: contribution charges do not have to be
adjusted in customer-related transactions and estimation errors can
be corrected in subsequent general rate cases.

'PG&E does not believe Method 3 should be applied,
however, in non-customer transactions. Specifically, in supplier
situations, it would be inequitable for ratepayers to pay any of
the costs attributable to a supplier transaction, where they are
already paying a price for output which theoretically reflects
their avoided costs. Moreover, the QF position is that a QF
contribution has very limited economic benefit to the utility (see
page 48 below). Given this fact, it clearly would be unfair for
the utility or its ratepayers to bear the burden of any of the tax
costs attributable to a QF contribution. As the QF’s believe that
nearly all benefits from the contribution are realized by the QF
contributor, PG&E submits that the QF contributor should pay the
tax liability not ratepayers as a whole.

PG&E favors applying Method 5 to contributions received
in non-customer transactions. This method (1) reflects future tax
benefits in the gross-up calculation, thereby reducing the
contributors’ up-front payment, and (2) helps assure that general
customers are made whole for costs properly attributable to the
specific contributor. PG&E is also sympathetic with the purpose of
Method 5--to place the burden of CIAC tax costs on the contributor
--in customer-related CIAC transactions. To the extent the CIAC is
attributable to a particular customer, PG&E agrees that it is
desirable that the customer responsible for the CIAC bear the .
burden of the applicable tax.

o
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On balance, however, PG&E does not favor applying
Method 5 to customer-related transactions, but would rather avoid
the gross-up requirement in these situations. It argues that
although the cross-customer subsidization issue is entitled to
great weight, there are many instances where cross-customer
subsidization occurs. Therefore, it is not essential that inter-
customer. equity be achieved in customer-related transactions (e.g.,
transactions governed by Electric Rules 15 and 15.1 and Gas
Rule 15).

Second, PG&E is concerned about the potential adverse
competitive impacts of applying Method 5. The water companies have
expressed concern regarding the loss of potential customers to
municipal utilities (who would not charge a gross-up) and Southern
California Gas has expressed concern that imposing the gross-up on
the contributor would result in potential gas customers instead
utilizing all electric homes. PG&E shares these concerns in
jurisdictions where it supplies only the gas commodity and, in
other jurisdictions, where it faces potential municipal
competition.

Finally, PG&E is concerned about the potential
administrative burdens associated with collection of the gross-up.
However, these concerns, PG&E believes, can be substantially
alleviated if the following conditions are satisfied:

(i) The utility should be given the unfettered
discretion to collect the CIAC gross-up in
those transactions the utility deems are
taxable. This discretion is essential if
the utilities are to avoid becoming
involved in continual, costly disputes with
contributors who believe their CIAC is no
taxable. :

(ii) The utilities should not be asked to
continually analyze tax avoidance schemes.
The cost of analyzing these many and varied
proposals is significant and would
constitute an unreasonable burden on the
utility.
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(iii) The CPUC should recognize that the Method 5

gross-up is only an approximation. The

necessity to revise the gross-up percentage

should be minimized, once conforming state

law has been reflected. For administrative

simplicity (and to avoid continual advice

letter filings), the CPUC should establish

limitations on gross-up revisions (e.g.,

revisions would occur every third general

rate case, or earlier, if the gross-up

would change by a specific percentage

(e.g., * 15%)). This will create a level

playing field so that minor changes in

assumptions (which would not trigger a

change in the gross-up percentage) could

benefit either ratepayers or contributors.
Assuming the foregoing conditions are satisfied, PG&E asserts that
Method 5 would not present significant administrative problems.
Moreover, PG&E believes other concerns raised at the hearings
regarding the implementation of Method 5 are overstated. For
example, PG&E is not concerned regarding questions raised about the
ratemaking mechanics of Method 5. Method 5 is essentially the same
as Method 3, except that gross-up money is available to offset
rates. Mechanically, the gross—-up reduces rate base on a net of
tax basis, and is flowed back to ratepayers over the tax life of
the CIAC assets gross of tax. In this way, ratepayers are made
whole for the tax costs included in rate base. The regulatory
accounting treatment can be adapted to the ratemaking procedure the
CPUC adopts.

PG&E is also unconcerned with normalization questions
raised about Method 5. PG&E agrees with PSD Witness Infante that
Method 5 would not result in a normalization violation. If a
utility believes that a problem exists with this method, it should
submit an IRS ruling request, subject to CPUC review. 1In the
unlikely event that an unfavorable ruling is received, the CPUC
should modify Method 5 at that time so as to cure the normalization

problem.
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PG&E (and every other party) agrees that the CPUC clearly
cannot bind the IRS; the IRS will make its own interpretation of
the tax laws, regardless of the Commission’s decision in this
proceeding. PG&E Witness Kay testified that merely because PG&E
collected a gross-up and paid tax to the IRS would be irrelevant to
an IRS determination on the taxability of the transaction; the IRS
will issue a ruling based on their interpretation of the law, not
on the taxpayer’s treatment of the item.

PG&E strongly supports the position that all
contributions to the utility should now be presumed taxable.
Effective January 1, 1987, the Act repealed the income tax
exclusion for the CIAC. Specifically, the Act provides that a non-
taxable capital contribution does not include any contributions-in-
aid-of-construction or any other contribution as a customer or
potential customer (Act Sec. 824(a)). Instead, such CIAC must be
reported as an item of gross income.

In PG&E’s opinion a literal reading of the statute leads
to the conclusion that any contribution which previously was
included within the definition of a CIAC is no longer excluded from
income. Moreover, ”any other contribution as a customer or
potential customer” is also no longer excludible. Accordingly, the
CPUC should presume that all CIAC is now taxable. This would
include relocation payments, refundable advances, contributions of
tangible property and all other items or amounts contributed to
provide for the expansion, improvement, or replacement of the
utility’s facilities. It is clear that the statutory change was
intended to raise revenue and any IRS interpretation allowing CIAC
to be excluded from taxation is likely to be narrowly prescribed.

PG&E concludes that the Commission should not second-
guess the IRS regarding items which may or may not be taxable.
Until IRS guidance is received, the gross-up should be presumed
applicable "o all CIAC transactions, unless the utility--generally
at its own risk--deems that an exemption applies.
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PG&E submits that this procedure is not unfair to the
contributor. If a contributor believes it has a good case to
exclude its contribution from taxable CIAC treatment and the
utility does not agree, the contributor should take its case to the
IRS. PG&E believes that because of the interest in the CIAC
matter, the IRS will issue a prompt ruling in those areas where it
believes the law allows the contribution to be excluded. A
favorable ruling would allow the utilities to refund the gross-up
to the contributor with interest. However, failure of the IRS to
issue a prompt ruling in response to public pressure, including
that of the CPUC, will clearly indicate that treating the subject
transaction as non-taxable entails significant risk. It is
precisely these kinds of transactions where a gross-up should be
applied.

PG&E, however, proposes that the utilities should be
allowed to waive the gross-up in circumstances where they deem the
tax would not apply. This includes joint pole and trenching costs,
payments qualifying under IRC Code Section 1033, and the public
benefit exception. This adds needed flexibility to Method 5.
Future IRS interpretations may specify situations, particularly in
the relocation area, where the tax would not apply. In addition,
in certain limited situations, primarily involving IRC Section 1033
condemnations, the utility may be prepared to waive the gross-up in
the absence of an IRS ruling.

The essential point is that it should be the utility (in
the absence of IRS clarification)--not the CPUC--which determines
the circumstances under which the tax gross-up is applied. PG&E
Witness Kay testified that PG&E has the expertise to make a
judgment call on the taxability of a particular item on a
transaction by transaction basis. And PG&E concedes that if a
utility voluntarily waives a gross-up and the transaction is -
ultimately determined to be taxable, the utility generally should
not be made whole from the general customer.
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PG&E is sympathetic with the position that the utilities
should not be entitled to gamble with the ratepayers’ money, by
unilaterally waiving the gross-up in tax areas that are uncertain.
If the CPUC selects Method 5, the contributor should be responsible
for the CIAC tax if it is incurred, not ratepayers generally. The
utilities should not be encouraged to gamble with the ratepayers’
money. On the other hand, PG&E is concerned that it not be forced
to impose gross-ups to protect itself financially in those areas
where the tax law appears clear, but where no IRS determination has
been issued. An IRS ruling in a clear tax matter--even one of
national importance, such as the CIAC issue--may take up to one
year.

'PG&E, therefore, proposes that the CPUC allow the
utilities a special rule which places ratepayers at risk, but only
for a limited period and only for limited items. Based on evidence
set forth by PG&E and others, PG&E believes that the rule should be
limited to interpretations under IRC Section 1033 and joint pole
and trenching costs. It should apply for only one year after the
decision. And, to obtain the benefit of this provision, the
utility should be required to (1) notify the CPUC of its position
within 60 days of the decision in this proceeding, and (2) promptly
submit a ruling request to the IRS on the issue. If a favorable
IRS ruling was not obtained within the one-year period, the utility
would no longer be authorized to waive the gross-up at ratepayer
risk.

PG&E agrees that the CPUC should not be concerned in this
proceeding with methods of tax avoidance. Testimony has been
introduced regarding various ways to avoid the tax. Loans, letters
of credit, and change in ownership policy have all been suggested.
However, no detailed proposal discussing the financial, accounting,
tax and/or operational aspects associated with implementing such
proposals have been introduced into evidence.
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Wifness Kay stated that both loans and letters of credit
entered into in connection with CIAC transactions will receive
close scrutiny by the IRS to determine if they are an impermissible
method of tax avoidance. Similarly, he testified that allowing the
contributor to retain ownership so as to avoid a taxable transfer
to the utility would also invite IRS scrutiny. Unless there is
substance to a revised ownership arrangement, the IRS is likely to
hold that the utility is continuing to receive a taxable transfer.
In view of the foregoing, there clearly is an insufficient record
for the CPUC to order any tax avoidance scheme in this proceeding.
In addition, PG&E urges the CPUC to provide no encouragement to
those groups who, without IRS approval, would expect PG&E to
implement tax avoidance schemes with unclear tax consequences.

PG&E is concerned with the administrative costs it may
incur in seeking to implement the many and potentially varied
approaches that contributors may suggest to avoid taxes. Unless
PG&E is compensated for these administrative costs from the
contributor, PG&E’s general ratepayers would be inappropriately
subsidizing costs which are properly the responsibility of the
contributor. PG&E strongly recommends, therefore, that the CPUC’s
decision allow it to charge contributors for administrative
expenses it incurs in analyzing their proposals, including legal,
and accounting costs, in the same way it charges the contributor
for the CIAC tax expense. PG&E’s tax, legal, and accounting
services are not a ”free good” and they will be over-utilized if
the utility is not allowed to pass on its costs to the contributor.

PG&E asserts that it should be made whole for CIAC tax
costs attributable to CIAC received after December 31, 1986, but
attributable to prior contracts and arrangements. PG&E will
receive some contributions in 1987 (and later years) which are
attributable to contracts entered into before 1987. Some of this
CIAC will relate to billings for 1986 work which was not paid in
1986. Other CIAC will be received subject to agreements and
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understandings entered into prior to 1987 which may not afford PG&E
the right to impose a gross-up. In those cases, PG&E should be
made whole from ratepayers, by being allowed to include the CIAC
tax in rate base.

Finally, PG&E urges the Commission to address the
treatment of CIAC for California tax purposes. PG&E expects
california conformity legislation to impose a tax on CIAC,
retroactive to January 1, 1987, but no such legislation has been
enacted to date. - In the interim, PG&E believes that the 67%
federal tax rate gross-up will be subject to California tax. The
gross up cannot satisfy the expenditure rule for nontaxable CIAC.
Moreover, it is possible the state tax authorities will take the
position that the CIAC itself is taxable, even in the absence of
conforming legislation. In this regard, it should be noted that
California never adopted a provision comparable to Code Section
118(b), which was the statutory basis for excluding CIAC from
income under pre-Act law. California has historically followed
federal law in this area without specific legislative authority
(see Legal Ruling No. 362, Cal. Tax Rept. Para. 205-022 (FTB 1973))
(Bih: 1. Be T7)

Any CPUC decision should provide procedures which
(1) allow the utilities to be made whole from ratepayers for any
retroactive California CIAC tax liability, not previously reflected
in a gross-up (this may be done in connection with Phase II of the
Tax OII), and (2) authorize an additional state tax gross-up, if
california conforms to federal law, on a basis consistent with the
calculation of the federal tax gross-up.

San Diego Gas & Electric Compan SDG&E

SDG&E recommends a modified form of Method 5. SDG&E
asserts that it ”will incur the additional tax due to contributions
received from contributors and thus the additional tax is
attributable to those contributors. That tax liability should be
borne by the contributors.”

- 90 =



"1.86-11-019 ALJ/RAB/fs *

SDG&E intends to compute the present value of the tax
benefit more directly than the rate base technique contained in
Method 5. Under SDG&E’s proposal, the so-called ”Maryland
Ioiethod,,*""4 the present value of the tax benefits is computed
utilizing the utility’s authorized rate of return as the discount
factor. The current tax shortfall would be funded by the utility
shareholder. The shareholder would receive the normal utility rate
of return through the tax benefit associated with the tax
depreciation of the CIAC. Under SDG&E’s proposal, there would be
no chance for an increase to general ratepayers. There would be no
impact upon SDG&E’s capital budget and there would be only a minor
impact on cash flows to pay the discounted present value of future
tax benefits.

Method 5, under ideal conditions, approximates the
Maryland Method. However, in SDG&E’s opinion, the Maryland Method
has advantages over Method 5 both in simplicity and in protection
of the general ratepayer. While the Maryland Method does introduce
some additional shareholder risk, that risk is small and appears to
be fair and balanced.

With regard to the items where there is doubt as to
taxability, SDG&E proposes to gross those items up using the
Maryland Method until clarification can be received from the IRS.
When the IRS rules that any doubtful items are indeed not gross
income subject to taxation, SDG&E would return the gross-up amounts
plus interest to the contributor. Such a methodology maintains
general ratepayer indifference to these contributions. Any method
involving no gross-up for tax until after an IRS ruling requires

4 The Maryland Method was first used by the Maryland Public
Service Commission. -
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that the utility and potentially the utility’s general ratepayers
will bear the burden of the additional tax. SDG&E opposes taking
that risk.

SDG&E states that its recommendation is based on the
philosophy that costs should follow cause, a position endorsed by
the Commission as a general theory for rate design, (D.86-12-095,
mimeo. p. 106) and should be used for allocating the tax on CIAC.
It says that no party to this proceeding has demonstrated any good
reason why the general ratepayers should be burdened with all or
any portion of the additional tax. The Commission should continue
its cost based rate policy to include cost based recovery of the
tax on CIAC.

SDG&E contends that the two arguments most often used to
support the proposition that the general ratepayers should bear the
tax is specious. The first is that the overall Act was designed to
be revenue neutral so all ratepayers should share the costs and
benefits. While SDG&E agrees that the Act was revenue neutral on a
total taxpayer basis, it was clearly not Congress’ intent that it
be revenue neutral toward each and every taxpayer. In fact, the
House Report demonstrated that the repeal of the tax free
contributions to utilities was clearly intended to impact those who
benefited from the services received from the utility. Since
Congress decided to tax contributions based upon the fact that the
donating party receives a benefit, it is only appropriate that the
Commission charge the additional tax to that benefited party.

The second reason advanced for allocating the tax to the
general ratepayer is that the general ratepayer benefits by the
addition of customers to the system. SDG&E believes it is
unreasonable to allocate costs today based upon the outdated thesis
that growth is beneficial. Higher general cost is the rule for new
residential service connections in SDG&E’s service .erritory.
Since new residential customers actually increase the cost to
SDG&E’s other customers, it would be inappropriate to also transfer
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the tax cost of adding those customers to SDG&E’s general
ratepayers.

SDG&E says that Method 5 has several disadvantages
compared to the Maryland Method. First, Method 5 is only neutral
to general ratepayers on a present value basis. Since the examples
shown in the workshops generally showed a slight decrease in rates
in the early years, those decreases had to be offset by increases
in rates in later years in order to have a zero present value
impact. Any method which rate bases a portion of the CIAC has such
a potential for increases in rates.

An advantage of the Maryland Method over Method 5 is the
relative simplicity of the calculation. The Maryland Method
requires one relatively straightforward computation to arrive at
the net gross-up. Method 5 requires that the future cost of the
rate based tax related revenues be discounted and offset in some
fashion by the contributions. The net present value of the streams
of contribution payback and revenue requirement is zero.

Lastly, SDG&E believes that the potential for an adverse
normalization ruling by the IRS is lower with the Maryland Method
than with Method 5 because the Maryland Method does not involve any
rate base calculation or computation which impacts SDG&E’s
regulated rates. Since Method 5 involves rate base and the
regulated rates of the utility, there appears to be a higher
potential that the IRS will view it as a violation of normalization
requirements.

In regard to determining which transactions are subject
to tax, SDG&E supports the proposal to tax all contributions from
all contributors, including government agencies (except for
relocations) until the IRS rules. Any other position, it argues,
places the utility general ratepayer in the position of taxpayer of
last resort should a contribution prove to be taxable and the-
contributor unavailable to pay the tax. SDG&E’s ratepayers should
not be placed in this position.
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Southern California Edison Company (Edison)

Edison recommends Method 3. It argues that even though
CIAC may be required to serve an individual, Edison’s other
ratepayers undeniably receive benefits from CIAC related to
undergrounding and service area expansion. Those benefits have
been recognized by the Commission as benefits for the utility’s
ratepayers. In Decision 73078, the Commission, in support of its
long-range program for converting existing overhead utility
distribution lines to underground, at ratepayer expense, cited the
considerable aesthetic values and safety and reliability features
associated with underground construction. Those benefits cannot be
disregarded in considering the appropriate recovery of the tax on
CIAC, and should be considered in deciding whether or not Edison’s
general ratepayers should bear costs associated with CIAcC.
Additionally, Method 3 minimizes the tax attributed to CIAC and
thus avoids the problem of paying tax on tax. Method 3 also
eliminates the risk of fluctuation in a discount rate which may be
affected by general economic conditions, since it is a direct
recovery of the tax through rate base.

Edison rejects Method 2 because contributors are required
to pay the tax on CIAC, but are denied the tax depreciation
benefits associated with the contribution. The tax the contributor
must pay is calculated to include a tax-on-tax component which
causes the highest grossed-up contribution. Method 2 is the most
detrimental approach since it substantially increases the tax
liability and is the most costly for the contributor.

Method 5 is also rejected because, Edison believes, the
calculation of the tax is dependent on the discount factor used.
Method 5 thus places additional risk on the ratepayer if the
initial discount rate results in the undercollection of tax.
Additionally, Method 5 is administratively difficult. Eilison-
asserts it will add to its accounting, billing, and record keeping
functions.
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Edison asks that pending IRS interpretation, all CIAC
should be considered taxable. Edison fears that if the Commission
undertakes to reach decisions on whether the IRS will or will not
later determine that a particular aspect of CIAC is taxable, the
result is an increased risk to the ratepayer that certain CIAC
found by the Commission to be nontaxable would later be taxed. If
so, utilities, and of course their ratepayers, could be found
liable for additional payments of interest and penalties, thus
increasing long-term costs.

The fact is, Edison asserts, the entities that have the
authority to determine the taxability of CIAC are the IRS and the
courts, and not the CPUC or any parties to this proceeding. Absent
a firm basis for concluding that certain CIAC are not taxable,
which firm basis does not yet exist, the utilities should be able
to collect the tax on all CIAC until such time as a legal
determination is otherwise made.

Finally, Edison recommends that utilities be permitted to
collect state tax applicable to CIAC or, at least, applicable to
the federal tax gross-up on CIAC. It argues that although a
utility’s receipt of CIAC is currently not considered taxable
income under California state tax law the California legislature is
expected to conform state tax law to include the changes in the Act
retroactive to January 1, 1987; therefore, the Commission should
allow utilities to recover those taxes. Moreover, the federal tax
gross-up of CIAC is considered by many to be presently taxable for
state income tax purposes, and the Commission should adopt a
provision in this proceeding for the recovery of that tax, subject
to refund with interest. ’

Pacific Power & Light Company (PP&

PP&l, recommends Method 3. It asserts that its CIAC in
1986, 1987, and 1988 will be approximately $66,000 in each year,
and compares that with PG&E’s expected 1987 CIAC of $60 million,
SDG&E’s $43 million, and Edison’s $105 million. Further, its
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California service area is extremely depressed; its marginal cost
of power is below average cost; and it is in the midst of an
economic development program to attempt to bring new customers to
the area. Finally, it estimates that the annual revenue impact on
its ratepayers using Method 3 is an increase of $3,000 which, when
determining rates, is lost in rounding. It points out that it has
recently had a general rate case in which its rates were set
through 1989, so Method 3 will probably have no effect on
ratepayers. Because Methods 2 and 5 can discourage new investment
and because Method 5 has administrative disadvantages it recommends
Method 3. '

Southern California Gas Company (SoCalGas)

SoCalGas recommends either Method 3 or Method 4, which
treat CIAC tax liability in the same manner as other tax expenses,
as a general ratepayer obligation to be collected in rates as an
ordinary business expense.

SoCalGas is particularly concerned that the price signals
Methods 2 and 5 would send are artificial and would have a negative
impact on the operations of gas only utilities. Although SoCalGas
believes gas is the most efficient energy source for most household
uses, including space heating, water heating, cooking and clothes
drying, it notes that it is not absolutely necessary that new
housing be equipped with natural gas. Electricity, on the other
hand, is essential, whether or not the cost of new connections is
artificially inflated. SoCalGas asserts that either Method 2 or 5
would increase the cost of new housing equipped with natural gas by
more than $1,000 per unit, which could very well cause developers
to install electric-only equipment, even though natural gas is more

efficient.

SoCalGas argues that the result of the Commission’s
adopting either Method 2 or 5 would not be in the public interest,
or in the interest of new or existing ratepayers. Existing
ratepayers benefit from the addition of new customers because fixed
costs are spread over a greater level of sales, but Method 2 or 5

- 35 =



-

“1.86-11-019 ALJ/RAB/fs *

would artificially discourage the addition of new customers to
SoCalGas’ system. New customers benefit from the use of natural
gas because it is the most efficient energy source for most
household uses, but Method 2 or 5 would artificially increase the
initial cost of obtaining natural gas service. Society benefits
when energy resources are allocated most efficiently, but Method 2
or 5 would discourage the efficient use of natural gas. The
adoption of Method 3 or 4 would eliminate those adverse impacts.

The Water Companies.
citizen Utilities Company of California (Citizens)

citizens and its subsidiaries consists of seven water
companies and one small telephone company. It recommends that the
Commission adopt Method 3 as the primary procedure, but allow
certain smaller utilities the option to choose Method 2. It
strongly objects to Method 5, which it characterizes as an
7administrative monster.” And it advises that in all situations
where taxability is uncertain that the utilities be permitted to
provide currently for taxes.

Citizens argues that Method 3 is preferable because it is
easily administered. No gross-up to the contributor is charged and
the tax would be treated as a debit to deferred tax. While this
would increase rate base in the short term, over time, as
contributed facilities are depreciated, rate base would be reduced.
Most, if not all, utilities already have accounting and ratemaking
procedures in place for calculating, recording, auditing, and
adjusting deferred income taxes. Method 3, Citizens states, merely
follows currently accepted and easily implemented procedures.

citizens opposes Method 4 because that method results in
substantial current increases in ratemaking tax expense which
require a large increase in year one and beyond. Method 1 also is
bad because it results in a significant rate decrease in year -one,
followed by a substantial increase in rates in year two; this is
not the proper signal to be given to ratepayers.
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In regard to Method 2, Citizens recommends that it must
be allowed to ”smaller” utilities (undefined) to provide needed
flexibility. Certain smaller water and telephone utilities do not
have the financial resources to pay the tax on CIAC under any
method and, therefore, Method 2 must be permitted or the utility
could not accept any contributions.

citizens opposes Method 5 because it foresees great
administrative burdens. It argues that Method 5 would require the
utilities to set up additional accounting systems to maintain data
on a year-to-year basis (separately by discount rate and type of
property) and to maintain records sufficient to provide
satisfactory audit information to PSD. The utilities would also
face additional administrative difficulties, potential disputes,
and conflicts resulting from the situation where contributors of
actual utility plant are charged an additional cash amount for the
tax gross-up. Disputes regarding the valuation of the item being
contributed would be likely and these could involve possible
litigation or subsequent IRS revaluation long after the contributor
has gone. These administrative difficulties under Method 5 would
be even more severe for the smaller, less sophisticated companies,
whose financial and staffing resources are already stretched to the
limit. Assume, for example, that utility plant given as a CIAC was
valued at $100,000 by the utility and contributor and the Method 5
discounted advanced income tax amount was paid by the contributor.
A dispute with the IRS over this valuation (an event that would
occur several years after the actual contribution) could result in
substantial litigation and additional taxes being due.

- The Commission will also suffer from administrative
problems associated with the use of Method 5. Various parties
pointed out the continuing administrative role of the Commission
under Method 5. Adviie letter proceedings would be inevitable in
gealing with changes in gross-up calculations, rate changes, and
tax changes under Method 5. If the Commission adopts Method 5, it
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will have to hold subsequent hearings to establish new utility
record-Keeping requirements. '

In regard to the discount rate that is required by
Method 5, Citizens objects to a statewide discount rate because a
statewide rate would not provide an accurate reflection of the
discount rate required by each utility or each utility district or
operating unit. Different rates of return require different
discount rates. Individual ratepayers might file formal complaints
if a statewide rate were used, which would place an added burden on
the utilities, the Commission staff, and the Commission.

Advice letter proceedings would still be necessary, and
internal administrative procedures would be required to account for
changes to contributors and for changes in the tax and gross-up
formulas. There would also be significant difficulties in setting
up accounting systems to maintain the data on a year-to-year basis,
keeping the data separate by discount rate and by type of property,
and maintaining records that would provide satisfactory audit
information to PSD.

citizens argues that in subsequent years, changes in the
discount rate would affect repayment of advances and refunds.

Newly purchased assets would be evaluated differently, and the tax
component on CIAC would have to be maintained separately for each
asset with a different depreciable life for each year. For
example, a refund required in year four from an asset received and
taxed in year one could be refunded at a different discount rate
than an asset received and taxed in year two, even though refunded
in year four, if the Commission decided to change the discount rate
in year two. A similar problem would occur if depreciation rates
in any given year or if federal or state tax rates or depreciation
rules were to change. Another problem under Method 5 would occur
where assets are refurbished (extending the useful life) or retired
early (shortening the useful life).

/
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An additional draw back under Method 5, especially for
the smaller utilities, relates to the recovery of tax depreciation
in future years. When the discount rate is initially set, the
utility is assuming that there will be sufficient taxable income in
future years to reduce taxes and recover the benefit given to the
contributor in year one. However, small water companies may have
no taxable income in a given year; if Method 5 were adopted, the
utility would never be able to recover the tax depreciation, unless
on a carry-forward or carry-back basis.

Finally, Citizens fears that Method 5 violates the tax
normalization rules. While there is no definitive answer to the
question of whether Method 5 violates the normalization rules and
jeopardizes the use of accelerated depreciation, the recent tax law
changes raise this as an issue which must be. considered. It argues
that Method 5 uses future accelerated depreciation benefits to
reduce current taxes payable to the federal government. Since this
discounting theory is a new concept, currently untested before the
IRS and tax courts, it is possible--even probable--that the IRS
could determine that this is merely an attempt to use the
accelerated depreciation that is required to be normalized to
reduce current taxes.

One reason for the requirement of normalization of
accelerated depreciation is that the benefit is intended to be used
for capital formation. The flow through of the benefit to the
developer could be viewed as an improper use. If the flow through
tax expense is deemed to be a violation by the IRS, the utilities
and their customers could be subject to loss of benefits. Citizens
believes this issue should be thoroughly explored before the
Commission adopts Method 5. The exploration should result in a
clear position statement from the IRS which accepts the discounting
procedure and which provides acceptable methods of calculating
discount rates.
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California Water Service Company (CWS) and
San Jose Water Company (SJW)

. CWS/SJW recommend Method 3 for those water companies that
are able to advance the tax (usually Class A water utilities) and
Method 2 for all other water companies. CWS/SJW objects to PSD’s
lumping the Class A’s with energy and telephone utilities. They
assert that CIAC constitutes a much larger segment of a water
utility’s operations than for energy and telephone utilities and
must be considered separately.. '

CWS/SJW oppose Method 5 because of, among other reasons,
competitive disadvantage. They argue that water utilities are
small non-integrated systems serving individual local communities.
Many of these systems serve areas that are directly adjacent to
either municipal or district systems with which they must compete
for expansion of their service area. Both SJW and several of CWS'’s
21 water systems are in direct competition with municipally-owned
water systems. Requiring a developer to pay an additional amount
(25% to nearly 50% depending on tax rates, discount rates, and
state tax assumptions under Method 5) is bound to have an effect on
the water company’s ability to grow. The developers will migrate
toward service at the least cost. Developers without alternative
systems to choose from can be expected to pressure cities to
initiate takeovers of investor-owned systems or start up their own
systems. They note that a proliferation of new small water
utilities, whether investor-owned or mutuals, is not in either the
Commission’s or the public’s best interest.

CWS is so concerned over the possibility of either losing
its water system or seeing it stagnate that it has not charged
developers with any of the tax liability associated with main
extensions so far this year. CWS is currently bearing the entire
tax risk on these contracts if the Commission rules against its
proposal. It says that Method 5, if applied to water utilities,
would have serious adverse effects on ratepayers from the loss of
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system growth. A larger customer base to spread current fixed
costs over results in lower rates than would otherwise exist if no
new growth occurred. For water utilities the loss of growth could
result in significantly higher rates over time.

Method 5, CWS/SJW believe, is administratively unwieldly.
They point to numerous water districts, each with its own discount
rate, discount rates changing every year, complexities of advice
letter filings, major changes in accounting methods, and the need
for uniform accounting and refund procedures. CWS has averaged 140
CIAC contracts a year recently and SJW has averaged 220. They
assert the administrative burden of serving those contracts is
unreasonable. Method 3, they say, requires only minimal accounting
entries.

Because water companies take many advances subject to
refund CWS/SJW recommend that the Commission institute a
contribution-only rule and eliminate all advances. This, it is
said, will make administration easier, no matter which method is
adopted. Refunds cause complicated accounting entries and will
lead to significant differences between customers who contribute
plant by way of CIAC and those who contribute by way of refundable
advances. On the same amount of money or plant, both would pay the
same gross-up, but only one would obtain refunds.

Finally, they request that utilities that did not collect
CIAC grossed-up prior to the date of a decision in this matter be
allowed to include the tax payment in rate base.

The Telephone Utilities

Pacific Bell (Pacific)

Pacific states that, in its case, the relatively small
amount of CIAC it receives does not justify the complexities and
administrative burdens of billing and collecting a tax gross-up
from specific contributors. The amounts involved for the energy
utilities are much larger than for Pacific and, therefore, Pacific
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should be treated differently. Pacific prefers the simplicity of
Method 4 over Method 3 but, given the support for Method 3 at the
hearing, Pacific views Method 3 as totally acceptable.

Pacific estimates its annual taxable CIAC receipts at
approximately $5 million, compared to total annual revenues of
approximately $8.5 billion. Under Method 4, the $4 million
increase in revenue requirements to Pacific’s customers in the
first year would be approximately one-twentieth of one percent of
its annual revenue. The first year percentage impact would be even
smaller under Method 3, since Method 3 spreads the tax costs over
the tax life of the CIAC plant.

Pacific compares the relative annual amounts of taxable
CIAC payments estimated by the major utilities:

Annual CIAC As

Taxable Annual % of
Utility CIAC Revenue Revenue
PG&E S60M S 7.5B 4 .8%
SDG&E 43M 1.7B 2.5%
SoCal Gas 15M 4.5B «3%
Edison 85M 5.0B 1.7%
Weighted Average 1.1%
Pacific $ 5M $ 8.5B .06%

The table shows that the major energy utilities’ taxable
CIAC receipts, as a percentage of annual revenues (1.1%), are
approximately 18 times that of Pacific (0.06%). Even if the
amounts involved for the major energy utilities justify the
administrative burdens of a tax gross-up method, Pacific submits
that its amounts of CIAC do not. Pacific estimates its CIAC for
1986, 1987, and 1988 to be $5 million each year.

Pacific asserts that Method 5 presents numerous
administrative difficulties and should be rejected on that basis,
especially for Pacific since, its CIAC revenue is so small. First,
a tax gross-up represents a change from the existing procedures.
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This means designing and implementing new procedures. Second, CIAC
contributors will object to a gross-up. Refusals to pay and other
disputes are inevitable. Contributions of property could be a
fertile source of controversy. A contributor who is irritated at
having to construct facilities and then turn them over to the
utility will now be required to pay cash also. Once the property
contributor gets over the surprise of the cash requirement, he will
be in for an additional shock when the utility values the property
(and thereby determines the additional cash gross-up requirement)
based on the utility’s estimated costs of constructing the
property. Valuation disputes are a certainty. Lastly, the
discount percentage will be controversial, as well as the method of
arriving at the discount. Pacific argues that the administrative
complexities associated with a gross-up method may become justified
at significant levels of taxable CIAC payments, but with Pacific’s
taxable CIAC payments amounting to 1/20 of one percent of revenues,
Pacific submits that, in its case, the administrative complexities
are simply not justified.

Pacific points out that customer connection fees were
taxable prior to the Act, because they were specifically excluded
from the definition of CIAC. Since there is a similarity between
CIAC payments and customer connection fees, Pacific urges us to
look at the ratemaking methods currently used by the energy
utilities for customer connection fees. Pacific says that
apparently the Commission does not apply a tax gross-up method to
the energy utilities’ customer connection fees. For example, PG&E
uses a ratemaking method for customer connection fees that is
identical to Method 3. Similarly, SDG&E uses Method 4 for customer
connection fees.
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Annual Customer Annual CCF As %

Utility Connection Fees (CCFs) Revenues of Revenue
PG&E $3.0M $7.5B .04%
SDG&E $2.7M $1.7B .16%
Weighted Average - .06%

PG&E’s annual taxable CIAC payments ($60M) are 20 times
its customer connection fees ($3M). SDG&E’s annual taxable CIAC
payments ($43M) are 16 times its customer connection fees ($2.7M).
For PG&E and SDG&E combined, customer connection fees are
approximately .06% of annual revenues. This figure agrees very
well with Pacific’s taxable CIAC payments as a percentage of annual
revenues.

Pacific argues that no party has suggested that a tax
gross-up method should be applied to the energy utilities’ customer
connection fees. However, PSD (and SDG&E) have proposed gross-up
methods for taxable CIAC payments. The only apparent
reconciliation between this seemingly inconsistent treatment is
that the customer connection fee amounts are much lower than the
taxable CIAC amounts. Since Pacific’s taxable CIAC payments are at
the same relative level as PG&E’s and SDG&E’s customer connection
fees, it does not appear possible to reconcile the existing
treatment of customer connection fees with Pacific’s being required
to use a gross-up method for its taxable CIAC.

Citizens Utilities Company of California (Citizens)

Citizens operates a small telephone company in a rural
area of the state. It argues that small telephone companies should
be treated in the same manner as small water companies. Its
argument is set forth in the section on water companies, page 32 of
this decision.
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The Government Agencies

The Cities

The League of California Cities, a voluntary association
of all 444 incorporated cities in california, and the cities of Los
Angeles, San Diego, and Mountain View, (the Cities) take the
position that a public utility should be required to take a
contribution net of tax in two situations where benefit to the
public as a whole is shown:

1. In situations involving condemnation, or the threat
of imminence of condemnation, where the utility reasonably believes
that the nonrecognition-of-gain treatment under Section 1033 of the
Code® is applicable under existing law, the contribution to the
utility should be a nontaxable event and should not be subject to
Section 118 (b).

2. In situations where Section 1033 is not applicable,
but the contributions to the utility are for a public benefit
purpose -- such as undergrounding existing utility lines in the
public right-of-way, line extensions to a new municipal facility
such as a library, governmental relocations, or for a redevelopment
project -- the Commission should require such contributions to be
taken by the utility net of tax.

5 Section 1033(a) (1) of the Internal Revenue Code (26 USCA §
1033(a) (1)) states:

7 (a) 1If property (as a result of its destruction
in whole or in part, theft, seizure, or
requisition or condemnation or threat or
imminence thereof) is compulsorily or
involuntarily converted--

(1) Into property similar or related in service

or use to the property so converted, no
gain shall be recognized.”
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Should the IRS in a ruling later find that such
contributions for ”public benefit projects” are taxable under
Section 118(b), the Cities split on the appropriate treatment by
the utilities. Some choose Method 3 and some choose Method 5.

The Cities are concerned that their contributions to
utilities for what they characterize as ”public benefit projects,”
such as the undergrounding of overhead utility distribution lines,
government relocations, and redevelopment projects will be
increased by the federal tax gross-up of 67%, thereby delaying or
preventing much needed capital improvement projects. An example of
the gross-up as it affects current projects of some cities is:

San Leandro, $250,000; Sunnyvale, $670,000; San Ramon, $49,000;
Manhattan Beach, $863,400; Santa Fe Springs, $56,000; San Pablo,
$30,081; Mountain View, $500,000; and Lancaster, $594,397.

The Cities quote the House Report for the proposition
that where it is ”clearly shown that the benefit of the public as a
whole was the primary motivating factor in the transfer,” the
transfer will not be taxable to the utility. The Cities assert
that the tests set out in the House Report state that a person
transferring the property will be considered as having been
benefitted where the person or entity transferring the property
either (1) receives the services, (2) is an owner of the property
that will receive the services, (3) is a former owner of the
property which will receive the services, or (4) if he derives any
benefit from the property that will receive the services. Under
those tests, payments to a utility for undergrounding existing
facilities on either public property or in the public right-of-way
should not be included as CIAC since the transferor is (1) not the
recipient of the service, (2) and (3) has no present or past
ownership rights in the property that will receive the service, and
(4) will not derive any benefit from such property beyond its’
primary benefit to the public as a whole.
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The Cities define a “public benefit project” as a project
located either on public land or in the public right-of-way which
primarily benefits the public as a whole. In addition to
undergrounding the Cities argue that Section 118(b) should not be
applicable to contributions by a city for redevelopment projects
since redevelopment projects by statutory definition are for a
public benefit purpose.

Under California Health and Safety Code Section 33000
et _seg., a designated redevelopment project requires a finding that
a "blighted area” exists. A ”blighted area” is characterized by
buildings or structures which are ”unfit or unsafe to occupy . .
and are conducive to ill health, transmission of disease, infant
mortality, juvenile delinquency, and crime . . . ” Whenever the
redevelopment of blighted areas cannot be accomplished by private
enterprise, the redevelopment agency may employ the power of
~eminent domain to spend public funds for these purposes and to
redevelop or rehabilitate the blighted areas. The spending of such
public money to redevelop blighted areas requires a finding that it
is ”in the interest of health, safety and welfare of the people of
the State and of the communities in which the areas exist.” Thus,
under California statute, designated redevelopment projects, by
definition, benefit the public’s health, safety and general welfare
by redeveloping blighted areas. The Cities do not believe that the
Commission should leave it up to the utilities’ discretion as to
what is a ”public benefit project.” They want the Commission to
set forth clear parameters as to what types of projects should be
considered to be ”public benefit projects.”

The Cities, and at least some of the utilities agree,
that when a contribution is made to a public utility as the result
of a threat of condemnation by a government entity under
Sectisn 1033, the contribution received by the utility will be
mtotally tax free, bypassing CIAC”. Thus, a contribution to a
utility made pursuant to a threat of condemnation by a government
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entity will be excludible from the utility’s income under

Section 1033. This condemnation procedure would be applicable to
undergrounding and other relocations, such as moving utility lines
to provide for road widening. The Cities suggest that a letter
threatening condemnation should satisfy the IRS.

If the Commission requires the utilities to take the
contributions for public benefit projects net of tax and the IRS
later finds that such contributions are taxable events under
Section 118(b), the Cities are divided as to who shall pay the
resulting taxes, interest and penalties. Most cities would choose
Method 3 but some would opt for Method 5.

California Department of Transportation (Caltrans)

The position of Caltrans is that the utility is not
required to pay income tax on money or property received from
Caltrans when Caltrans requires the utility to relocate utility
facilities under the threat of condemnation in order to clear a
right of way for the construction or improvement of a state
highway. The receipt of money or property by the utility is exempt
under either Code Section 1033 or the ”public benefit” theory
discussed in the House Report.

Caltrans asserts that the state legislature has long
recognized and declared that the construction, improvement, and
maintenance of state highways are public uses and for the benefit
of the public as a whole. (Streets and Highways Code Section 90,
section 92, section 104; Code of Civil Procedure section 1230.030,
section 1240.010.)

Caltrans argues that when it orders a utility to relocate
facilities, it is doing so under threat of condemnation and there
is no increase in the utility’s plant, capital, service capacity,
or cash which could be considered taxable. Caltrans pays the
utility relocation costs after the utility has expended the funds
for the work and knows its actual costs. When a utility facility:
is relocated, there is replacement in kind of that which the
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utility had in place originally, and the service provided after the
relocation is the same as that provided before. Therefore, under
Section 1033 ”“no gain shall be recognized.”

Nevertheless, should the IRS determine a tax is due on
the relocation payment then Caltrans recommends that the utility
recover its costs from the ratepayers through Method 3, not from
Caltrans. Caltrans argues that if a tax is due, it is because the
utility has received a benefit and therefore should assume the
burden of the tax; and as the tax is a cost of doing business the
utility should recover that cost, as it does all other costs, from
the ratepayers.

The California Building Industry Association (CBIA)
CBIA recommends either Methods 1, 3, or 4; except that

water utilities should be granted flexibility to use Method 2 or 5
depending upon their financial condition. CBIA is a statewide
organization representing the home building and residential
construction industry. The 5,500 companies that make up CBIA
construct over 70% of the housing built in California each year.
CBIA asserts that several of the proposals before the Commission,
specifically Methods 2 and 5, will needlessly increase the cost of
housing in California while ostensibly promoting the interests of
utility ratepayers. CBIA believes that support of Methods 2 and 5
is based upon a false or misplaced sense of economy and that
Commission adoption of either Methods 1, 3, or 4 would better serve
the interests of California and all of its citizens.

It argues that the policy considerations that have been
cited as justification for adoption of Method 2 or 5 are: (1) the
cost causer or the one who receives the benefit from making the
contribution should pay all or a portion of the associated
expenses; und (2) the utilities’ general ratepayers should be -
shielded from undue cost impacts occasioned by CIAC.
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CBIA asks whether it is appropriate for the Commission to
select a ratemaking treatment for CIAC on the basis that the one
who is ostensibly causing the cost and receiving the benefits
should be responsible for costs associated with his actions? CBIA
believes that this policy alone cannot support adoption of either
Method 2 or 5. First, there has been no change in the behavior of
the contributor that has caused an increase in tax liability. It
is congress that has visited the increased tax expenses upon
california’s utilities.

Secondly, while a contributor certainly receives
electric, gas, or telephone service for his contribution, this
resulting benefit has traditionally been viewed as part of a
utility’s obligation to serve. As such, both the costs of
providing utility service and the benefits enjoyed by the utility
as a result of extending service have been absorbed by the
utility’s general ratepayers. The Commission’s currently
authorized treatment of utility service extensions is directly
analogous. Tax liability associated with CIAC on service
extensions has historically been treated as a general ratepayer
obligation. There is nothing different about distribution line
extensions that requires the Commission, for the first time, to
start attributing specific items of taxable income/deductions to
individual customers.

CBIA also argues, for the same reasons given by Citizens,
that Methods 2 and 5 are inherently unfair and administratively
difficult to apply.

Finally, CBIA contends that the impact of Methods 1, 3,
and 4 on the general ratepayer is minimal, e.g. for SDG&E a
customer with a monthly bill of $100 would have a 10 cent increase
and a Pacific customer would see a 5 cent increase per $100. In
contrast, the impact on developers is substantial and will result
in significantly higher housing costs. s
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CBIA presented testimony containing case studies of six
different residential subdivisions scheduled for development in
various locations throughout California. These six case studies
demonstrate the total increase in residential construction costs as
well as the increase in costs for individual dwelling units
occasioned by utility treatment of CIAC on a gross of tax basis.

Increase In

Unit Costs
Increase Occasioned
In Unit " By Gross of
New Residential Project Tax Treatment
Developments Cost of CIAC
(1) City of Fresno
169 units (Gas & Electric) $149,777 S 886
(2) City of Corona
111 units (Gas & Electric) 145,162 1,307
(3) City of Danville
110 units (Gas & Electric) 112,199 1,020
(4) City of San Diego
86 units (Gas & Electric) 82,011 954
(5) City of Fontana
25 units (Water) 12,169 487
(6) City of San Jose
63 units (Water) 77,853 1,236

CBIA asserts that these numbers are substantial to the
individual developer and/or individual homeowner who is confronted
with these unforeseen costs. It is inevitable that such costs will
prove, in some cases, the difference between a development moving
forward or not and an individual’s purchasing a home or not. It
concludes that there is simply no compelling reason, including the
interests of the general ratepayers, that requires the Commission
to cause such a result.
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The Qualifying Facility Operators (QFs)

Three QFs, Basic American Foods, Gilroy Foods, and Luz
Engineering (the Group), take the position that contributions from
a QF have no value and therefore will not be subject to tax. As a
consequence, no gross-up should be assessed on the contribution '
even if Method 2 or 5 is adopted. They argue that ”it is the value
of the contribution-in-aid-of-construction to the utility which is
included in the utility’s income, and, in the case of the [the
Group], that value is de minimus,” citing the House Report that
"the Committee intends that a utility include in gross income the
value of the property received . ...” Further, they say that even
if the QF gives cash to a utility to construct a transmission line
that cash would not be taxable to the utility if it is “restricted
to a specific use.” (Revenue Ruling 59.92, 1959-1 C.B.1ll; Bittker,
Federal Taxation of Income, Estates, and Gifts (Warren, Gorham &
Lamont, 1981, p. 6-4.) The Group argues that no value, or wealth,
accretes to the utility when the QF supplier transfers a
transmission line to the utility. The net asset value of the
utility has not been increased; nor has it received capital upon
which to earn income. Using an example where the QF makes an
occasional purchase on the transmission line, they believe, even in
this context, that the value to the utility is de minimus compared
to the cost of the line. They advise the utility that its “correct
tax position is to report no income upon receipt of the
contribution.” They conclude by recommending that to the extent
the IRS imposes a tax it should be borne by the ratepayers.

The Cogeneration Service Bureau (Bureau) recommends
Method 1 because it avoids the severe financial impact on
developers, QFs, and individual customers. It argues that this
impact is less than the impact from Methods 3 or 4. Under Method 1
ratepayers will actually have lower electric rates for the first
six years because of the continuing effect of annual contributions
reducing their rates. The Bureau supports the Group’s argument
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that a transfer by a QF to a utility has no value to the utility.
Finally, the Bureau urges the Commission to support customer and QF
ownership of special facilities as an alternative which avoids
taxes on CIAC, and to encourage utilities to make available
operating and maintenance agreements for customer-owned facilities.
Discussion

For the reasons set forth below, for contributions and
refundable advances, we will adopt Method 5, which places the major
portion of the tax burden on the contributor, for all utilities
except small water companies and small telephone companies, for
whom we adopt Method 2. Our rationale is that the contribution is
the taxable event; since the contributor causes the tax the
contributor should pay the tax. No contribution; no tax. We will
also permit utilities to choose not to collect the tax from the
contributor but absorb the tax itself, without passing it on to the
ratepayers.

Method 1

Method 1 treats the CIAC as revenue, general revenue is
reduced in the year of the contribution, the contributed plant is
rate based, and the ratepayer pays the tax and all other costs.
Under this proposal (and Methods 3 and 4), the contributor - the
person who benefits - pays nothing toward the tax while the
ratepayer pays everything. Method 1, although superficially
attractive because of the revenue decrease in year 1 is the most
costly over time; there is a significant increase in rates in
year 2 which continues for the life of the asset resulting in the
highest overall revenue requirement.

PG&E, which finds some merit in Method 1, also agrees it
has shortcomings. It refers to the large financing requirements
which are required by this method, the difficulties with estimating
CIAC thereby requiring a balancing account, and that shareholder
funds are at risk for the benefit of the contributing party. If
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the contributor is a QF, the ratepayers are already paying a
negotiated price based upon their avoided costs for the suppliers’
output.
| Because of the severe impact on the ratepayer and for the
reasons stated above, Method 1 is rejected.
Method 2
(1) Contributions in Aid of Construction

Method 2 provides for complete gross-up by the
contributor at the utility’s incremental federal tax rate. The
ratepayer pays nothing. The contributor is denied the tax
depreciation benefits associated with the contribution, and the
contributor pays a tax-on-tax, which causes this method to be the
highest grossed-up contribution; the most money is being sent to
Washington with no commensurate benefit to the contributor or the
ratepayer. However, the ratepayer benefits from the depreciation
on the contribution.

Nevertheless, Method 2 is the only method that small
water companies and small telephone companies can use because their
customer base and revenue stream are so low that they either cannot
advance the tax payment or cannot increase rates to recover the
tax. Without permitting Method 2 many utilities could not accept
any contributions. We agree that those utilities which cannot '
finance the tax in any way other than Method 2 should be able to
adopt it, but we do not believe we should designate those
utilities. They know their financial positions better than we do.
And, because the consequences of choosing Method 2 are so drastic
(it is likely that contributions will be reduced substantially),
each utility should be permitted to make its own choice. We will
provide that any qualified utility wishing to adopt Method 2 may do
so upon filing an appropriate tariff. Those utilities which are
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qualified to adopt Method 2 are all Class B, C and D water
utilities and all telephone utilities except Pacific, General
Telephone Co., Continental Telephone, Co., Roseville Telephone Co.,
and Citizens Telephone Company.
(2) Refundable Advances

For the application of Method 2 to refundable advances
other factors have to be considered. Under current ratemaking
practice, the ratepayer provides a revenue requirement equal to the
book depreciation on plant financed by advances. This provides the
utility with the funds to refund the plant portion of the advance,
but the refund of the tax portion of the advance must come from
another source. Because refundable advances are now considered
taxable income, refund payments by the utility will be tax
deductible. This could be a source of funds for the tax portion
refund, but the benefit resulting from the deductibility of the
refund payment is realized only if the utility is in a taxable
position. For small water and telephone companies, this is not
always the case. To permit a refund in this situation would place
the burden of the refund on the ratepayer and would create a
bookkeeping morass for the small utility, thereby increasing its
costs, again burdening the ratepayer. To eliminate this potential
burden on the ratepayer and the small utility, we will authorize a
refund of only the plant portion of the advance. Any benefits
accruing from the deductibility of the refund payments will inure
to the ratepayer. '

(3) Tax Rate

The development of the gross-up requires the use of the
utility’s federal tax rate. Each utility will develop the gross-up
at its own incremental federal tax rate on both contributions and
refundable advances. If the utility is not in a taxable position
for the year in which the grocs-up is collected, there is no tax
liability. The utility should refund the tax to the contributor.
If a utility collects a gross-up calculated by using an incremental
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tax rate that is more than its actual incremental rate, the
difference between what was collected and what- should have been
collected should be refunded to the contributor. If the gross-up
collected from the contributor is less than the tax liability, the
utility shall not burden the ratepayer with the difference.

Appendix D sets forth the elements of the Method 2
program and the appropriate accounting entries.

Method 3

This method would rate base the tax payment. There is no
gross-up on the contributor; the utility pays the tax and debits
deferred taxes; and the ratepayer pays a return on the increased
rate base. Other than SDG&E and PSD and those who must choose
Method 2, all utilities and all other parties would accept this
method. Method 3 is identical to that already approved by this
Commission for treating taxes paid under customer connection fee
rules. Method 3 is comparatively simple. Contribution charges do
not have to be adjusted, there is no tax-on-tax, and estimation
errors can be corrected in general rate cases. Having ratepayers
contribute the tax under this method is not a harsh result, it is
argued. Ratepayers receive benefits from contributed plant as the
utility grows, the customer base expands, and there are more
customers to cover fixed expenses. Addiﬁionally, when the
contribution concerns undergrounding of telephone and transmission
lines the customer benefits from improved aesthetics and increased
safety and reliability.

SDG&E and PSD object to Method 3. SDG&E argues that
costs should follow cause, the Commission’s general theory of rate
design. The Commission’s cost based rate policy should be carried
over into contributions. The argument that the ratepayer benefits
from the contribution is, in SDG&E’s opinion, specious. Growth is
no longer beneficial. Higher cost is the -rule for new residential
service connections in SDG&E’s service territory and since new
residential customers actually increase the cost to other
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customers, it is inappropriate to also transfer the tax cost of
adding those customers to the system.

PSD points out that Method 3 results in a significantly
higher overall cumulative revenue requirement than Method 5 and
shifts the burden from the person causing the tax and receiving the
benefit of the service to the ratepayer.

We reject Method 3. Regardless of its so-called ease of
administration, it requires the ratepayers to pay the tax caused by
the contribution. We believe that the person who causes the tax
should pay it. Those who argue that because the tax on some
connection fees is now being paid by the ratepayer, contributions
should be treated similarly are looking at the problem from the
wrong end of the telescope. It may be time to change our
connection fee policy to conform to our contribution policy.6
Here we are talking about dollars - not theory - and all the
recondite arguments cannot avoid the essence of Method 3. Group A
is being asked to pay the taxes caused by Group B. In its most
pristine form the evidence presented by the California building
industry cannot be bettered. The table on page 46 shows that for
564 new homes, the imposition of the CIAC tax will increase costs
by $579,171 or an average of $1,027 per home. (This is under our
current 67% gross-up rule; Method 5 would reduce this by 48%.)

The building trade association states that those numbers are
substantial to the individual developer and individual homeowner
and therefore they want someone else to pay the tax. We don’t
blame them. But we are not going to impose the tax that they
caused on the ratepayers, many of whom cannot afford new homes,
many of whom live below the poverty level. CBIA argues that by

6 But this need not detain us. There are a great many factual
and policy differences between connection fees and contributions
and the treatment of connection fees is not before us.
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requiring builders to pay the tax, we will hurt the building
industry and prevent some people from purchasing new homes. We
agree with the argument, but it is misdirected. It should be made
in Washington.

Method 4

Method 4 increases rates immediately to pay the tax. It

places the full impact of the tax on current ratepayers with the
benefits from including the contribution in rate base received by
future ratepayers. No party supported it wholeheartedly, but did
so on the theory that any method is better than one that places any
portion of the tax on the contributor. We reject the method.

Method 5

(1) Contributions in Aid of Construction

Under Method 5, the utility would report as taxable

income the entire taxable CIAC payment, including tax gross-up, and
pay the tax. The utility would then add the amount of the tax
(excluding the tax on the gross-up amount) to rate base (by
debiting deferred taxes), and be allowed to earn a return on such
amount until the utility recovers an equivalent amount through tax
depreciation of the CIAC plant. The revenue requirement stream
over the future tax life of the CIAC plant of the increase in rate
base is determined and then discounted back to a net present value
at the time of the contribution. That net present value is added
to the cost of the contributed plant which becomes the total amount
paid by the contributor. (See Appendix E; a $1,000 plant
contribution requires a $273 gross-up.) The development of the
gross-up requires the use of the utility’s federal tax rate. Large
utilities will be at the highest corporate tax rate while smaller
utilities will not. Each utility will use its own incremental
federal tax rate in developing the tax gross-up under Method 5.
Method 5 is the recommendation of PSD for all utilities other than
those using Method 2. SDG&E supports a modified version of
Method 5, and PG&E supports it for ”“non-customer” transactions.
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Opposition to Method 5 takes a variety of forms. One is
the ABC response - anybody but the contributor. Others are more
reasoned and can be readily classified. Method 5 is bad, it is
asserted, because: (1) it is anticompetitive, (2) it is an
administrative horror, (3) it requires a discount rate that will be
difficult to ascertain and apply, and (4) it violates the tax
normalization rules. We have reviewed these four objections and
£ind them without merit.

The anticompetitive argument was advanced primarily by
the water utilities and by SoCalGas. The water utilities argue
that any additional cost to developers would force the developers
to either deal with municipalities who do not pay the tax or start
their own water company to avoid the tax. In either case the
privately held water companies face increased competition and their
customers are harmed because the customer base over which fixed
costs are spread is stagnant. ©SoCalGas asserts that developers
would forego gas installation and opt for all electric homes, these
potential customers are lost, fixed costs are more of a burden, gas
is not used efficiently, and bypass problems by large users are
exacerbated.

We are sympathetic to the competitive problem, especially
for the water companies, but we must balance that problem against
the interests of the ratepayers. Our first duty is to protect the
ratepayers; protection of utilities is secondary. In many
instances to protect the ratepayers, we must also protect the
utility and that might entail raising rates for one class of user
and lowering them for another. However, we are not persuaded that
to save water utilities ratepayers must subsidize developers.

The water company argument cuts two ways. They are correct in
saying that Method 5 will drive developers to the nearest
municipality; but Method 3 would require a rate increase and it
takes no stretch of the imagination or citation of recent
Commission decisions to predict the ratepayer response. Ratepayers
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will want to know why they pay more for water than the customer of
the adjacent municipality. We are not prepared to tell them that
we are increasing rates to pay taxes caused by developers to sell
homes so that we can save a private water company. '

The SoCalGas problem must be seen in perspective. It
expects about $15,000,000 in contributions in 1987 on revenues of
$4,500,000,000. The tax component of the contributions appears
comparatively minor. If SoCalGas does not desire to use Method 5,
its stockholders can absorb the tax. _

All of the objectors to Method 5 described administrative
" difficulties that, they assert, are sufficient to require rejection
of Method 5. They say new accounting systems would be needed,
adjustments would be required yearly, there would be valuation
disputes with contributors, discount rate disputes, litigation with
contributors and the IRS, advice letter filings, reasonableness
hearings, tax law changes, Commission supervision of everything,
and many other horrors that only a lawyer’s fertile mind can
envisage.

We do not view the process with quite such despair. We
are not seeking a perfect system; we are seeking a workable system.
We understand that the Method 5 gross-up is only an approximation.
We would expect that Method 5 would require one computation in
regard to the contributor: the present value of the revenue
requirement over time. Once that is determined the contributor
makes the contribution gross-up for taxes by an amount equivalent
to the net present value of the revenue requirement for the tax.
The contributor has no further interest in the transaction. Should
any part of the equation prove erronecus, the ratepayer will bear
the burden or reap the benefit, absent any imprudence on the part
of the utility. Should there be imprudence then routine Commission
practice would correct the imprudence. All the methods have the
same problem of valuation, of tax changes, of new accounting

- 60 =



I1.86-11-019 ALJ/RAB/fs *

systems, of IRS inquiries. Method 5’s administrative problems are
no more complex than those of the other methods.7

The discount rate issue is more complicated than some of
the other issues in this case but certainly not so complicated as
to render Method 5 unworkable. A discount rate is necessary to
determine the present value of the revenue requirement over time
attributable to the contribution. A high discount rate will
require a lower contribution than a low discount rate. (See
Appendix F for examples.) All parties agreed that the discount
rate should approximate the utility’s rate of return and they fear
that a discount rate that varies from utility to utility and one
that may change frequently will lead to confusion among the public,
administrative difficulties for the utilities, and an increased
workload for the Commission. It is argued that changing discount
rates would require increased advice letter filings to deal with
changes in rate of return, gross-up calculations, and tax changes.
To mitigate those concerns, PSD proposed a statewide discount rate
of 12% to be used for all utilities adopting Method 5. This number
is based on the most recent rates of return for major utilities in
California, including major water companies, a range of 11.31% to
13.05%; the rate would be used until changed by the Commission.

We will adopt the PSD proposal for a statewide discount
rate and permit the utility to choose either the statewide rate or
its last authorized rate of return.

PG&E pointed out in its comments that the Method 5 gross-
up computation also requires the use of a pre-tax rate of return.

7 We do not wish to imply that Method 5 is simple; it is not.
But its intracacies are a function of the modern tax world and are
routinely handled by a conventional computer program. Appendix E
sets forth the elements of the program and the approprlate
accounting entries. If assistance is needed, the Commission staff
is available.
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We agree with PG&E that we should also offer utilities a statewide
pre-tax rate of return, to be used by utilities in their gross-up
computation if they select the 12% statewide discount rate. Based
on the same method we used to derive the statewide discount rate of
12%, we have determined that a statewide pre-tax rate of return
should be 17%. This rate, like the discount rate, should be used
until changed by the Commission.

A statewide discount rate and pre-tax rate of return will
not only eliminate all of the perceived problems associated with
separate rates for each utility but it will also remove the
possibility of a disallowance by the Commission of items of expense
or rate base because of an imprudent discount rate. Adopting the
12% discount rate and the 17% pre-tax rate of return results in a
gross-up rate of 37% in 1987 and 28% in 1988. As with all
Commission rules, companies wishing to deviate from the standard
may file an application to do so with supporting justification.

Some utilities expressed concern about the potential need
to continually revise gross-up percentages. We expect there to be
gross-up percentage revisions to reflect the change in the federal
tax rate from 1987 to 1988 and (if applicable) potential California
conformity legislation. However, we will not require further
changes to the gross-up percentage, unless these changes are
significant. As a result, we have determined that utilities should
not be required to make further changes to the gross-up percentage,
unless the change would be at least five percentage points (e.g.,
from 28% to 33% or from 28% to 23%). Utilities will not be found
imprudent for failing to make these minor changes to the gross-up
percentage. We recognize that the gross-up computation is only an
approximation.

Finally, some utilities argue that Method 5 will violate
the normalization rules in regard to accelerated depreciation. It
is thought that Method 5 could be construed as using future
accelerated depreciation benefits to reduce current taxes, which
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because it involves a rate base calculation, a possible impact on
regulated rates, and a flow through of benefits to the developer,
could be construed by the IRS as a violation of the normalization
rules with attendant loss of benefits.

PSD and others believe that Method 5 does not violate the
normalization rules. It points out that any ”flow through” is to
the contributor, not the ratepayer; the tax benefits of the utility
contribution are normalized; and should the IRS rule unfavorably
Method 5 can be modified to meet the objection. Method 5 should
not be rejected merely because of unsubstantiated threats which can
be easily cured. '

We will adopt Method 5, subject to exceptions discussed
in other parts of this decision. Method 5 places the lion’s share
of the tax burden on the person causing the tax; to the extent the
discount rate is not perfectly adjusted, the ratepayer could have
some share of the burden; it is not difficult to administer,
especially if the utility adopts the statewide discount rate; and
the possibility of violating the IRS normalization rules is
negligible.

(2) Refundable Advances

The tax gross-up for refundable advances under Method 5
is calculated the same as for contributions under Method 5. The
contributor pays the net present value of the revenue requirement
of ratebasing the tax. The utility ratebases the tax thereby
earning a return on the tax it pays. Through the deductibility of
the advance refunds, the utility recoups the full tax gross-up.
The contributor’s share of the gross-up should be refunded to the
contributor as it is generated. The utility retains the remaining
portion of the tax benefit, thereby being reimbursed for its
portion of the tax payment. Method 5 as applied to refundable
advances will provide a return of the‘tax gross-up tc the
contributor and the utility.
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Under Method 5, the tax gross-up portion of the advance
should be refunded only to the extent it is actually realized
through the tax deduction generated by the refund. The ratepayer
should not be burdened with refunding the tax gross-up.

The Maryland Method

The method was proposed by SDG&E but received no support.
Under this method, the present value of the tax benefits is
computed utilizing the utility’s authorized rate of return as the
discount factor. The current tax shortfall would be funded by the
utility shareholder. It is Method 5 with the shareholder funding
the shortfall, not the ratepayer. The shareholder would receive
the normal utility rate of return through the tax benefit
associated with the tax depreciation of the CIAC. Under this
proposal, there is no chance of a rate increase to general
ratepayers and there is no impact on the utility’s capital budget.

Opposition to the method was on technical grounds citing
complexity, administrative difficulty, imprecise estimates, need
for future adjustments, etc. But the unarticulated objection was
that it puts the tax burden on the contributor and the shareholder
rather than the contributor and the ratepayer. As a Commission
duty bound to proteét the ratepayers, we find it difficult to
reject an offer by shareholders to assume a tax burden that would
otherwise be an obligation of the contributor or the ratepayers.
We will not order the utilities to adopt the Maryland Method but
will authorize its use.

Tax Avoidance Methods

Many of the parties presented evidence to show that a
particular transaction was not a contribution within the meaniﬁg of
the Act and therefore not subject to tax and not subject to gross-
up. These parties request that we make a finding that for those
transactions the utilities should not collect a tax gross-up on the
contribution. This position was strongly championed by government
entities and the cogenerators. Other parties requested that we



1.86-11-019 ALJ/RAB/fs *

propose alternate methods of plant ownership which would not be
subject to gross-up.

However, PSD, PG&E, and all the utilities commenting on
this issue expressly ask the Commission not to decide which
contributions or forms of ownership are subject to the tax. PSD is
sympathetic to those concerns and originally recommended that the
tax not be collected in certain situations. But in its brief, it
asserted that ”the record impresses PSD that failure to gross-up
for uncertain items could lead to revenue deficiencies which would
ultimately be the burden of the general ratepayer.” PSD points out
that it is for the IRS and federal courts to determine which items
are taxable and a wrong guess by the utility or by this Commission
would leave the utility and ultimately the ratepayer liable for
back taxes, interest, and penalties.

PG&E and the other utilities argue that the Commission
cannot bind the IRS. The IRS will make its own interpretation of
the tax laws regardless of our decision in this proceeding. The
fact that the utility collects a gross-up and pays the tax is not
expected to influence the IRS one way or the other on the question
of the taxability of the transaction. The IRS will issue its
ruling based on its interpretation of the law, not on the
taxpayer’s treatment of the item.

Although there was testimony and argument regarding
change of ownership schemes that would achieve the same result as a
contribution but would not be considered a contribution and
therefore not be taxable, there was no detailed proposal discussing
the financial, accounting, operational, maintenance, and safety
aspebts which would result from this change of ownership. There is
no evidence in the record on which to base a judgment regarding a
workable tax avoidance scheme.

On April 16, 1987, the Commission requested commcnts from
all appearances on the tax effect of title to the contributed plant
vesting in an entity other than the utility, with the utility
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continuing to operate and maintain the plant. The Commission also
asked whether a cogenerator could use the utility’s power of
eminent domain to secure any necessary rights of way. Comments
from the parties who responded were uniformly negative.

Soon after the Commission requested comments, the staff
of the Joint Committee on Taxation issued the ”General Explanation
of the Tax Reform Act of 1986.7 (May 4, 1987.) The report
discussed when a transfer of property to the utility will be deemed
to occur. For example, a transfer of property to the utility may
occur even where the person benefitting from the services nominally
retains iegal title to the property, if the transaction transfers
the rights and obligations of ownership to the utility.

In view of the clear intent of Congress to prohibit such
tax avoidance schemes by looking at substance over form, as well as
the comments we received in response to our own questions, we
decline to authorize or otherwise endorse any such proposals.

By our discussion of tax avoidance schemes, we do not
want to encourage groups who, without IRS approval, would expect
utilities to implement those schemes with unclear tax consequences
and potential liability for interest and penalties. We are also
concerned with the administrative costs a utility will incur,
especially in its law department, when potential contributors
present tax avoidance schemes for evaluation. Unless the utility
is compensated for those costs by the contributor, the general
ratepayer will pay the bill. PG&E wants to be able to charge
potential contributors for the expense of analyzing their
proposals. PG&E’s request is reasonable.

The proposals of the government entities and the
cogenerators were actually arguments that their contributions would
not be taxable by the IRS and, therefore, we should not require the
utilities to demand a gross=up. As we have said, those arguments
should be made to the IRS. It would be imprudent for us to make
that kind of a determination.
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Nontaxable Contributions

Whether a particular contribution is or is not taxable
raises issues similar to those discussed in the section on tax
avoidance schemes. Our policy is that the utility should not put
the ratepayers at risk for CIAC taxes to an extent greater than we
authorize by this decision. The best procedure to reduce ratepayer
risk is to require the utilities to collect the tax gross-up on all
contributions. Having said that, we recognize that there are
situations when it is extremely unlikely that a tax will be imposed

and we should not require a gross-up in that situation, e.g.,
highway relocations and other projects involving condemnation or
‘the threat or imminence of condemnation. We also note that the
"public benefit” exception should render most contributions by
government agencies exempt from tax and therefore not subject to
gross-up.

Utilities constantly are forced to make choices which
affect taxability and which may turn out wrong, e.g. whether to
capitalize or expense a repair; how to classify depreciable assets;
whether or not an item is tax deductible, etc. The choice to
collect a tax gross-up on contributions is different only insofar
as it involves our authorization of utility charges. For two years
from the date of this decision, we will not authorize any gross-up
on contributions related to condemnation or public benefit projects
if adequate assurance is provided. Subsequent to this two-year
period, however, we will authorize collection of the gross-up if
the IRS has not issued a determination that contributions of that
type are nontaxable. In other cases, if the utility believes that
a particular contribution is not subject to tax, it need not
collect the tax gross-up. But if it has made the wrong decision
and the IRS assesses the tax plus interest and penalties, the
entire amount will be a charge against the shareholders, not the
ratepayers. On the other hand, if the utility collects a tax.
gross-up on a contribution which proves not subject to tax, it will
be required to refund the amount of the gross-up plus interest.

A case in point is the argument by the cogenerators that
their contribution of plant to a utility is not subject to tax
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because the plant has no value to the utility and only ”value” is
taxed. If the utility believes that argument it may accept the
plant without gross-up, but if the position is rejected by the IRS
and back taxes, interest, and penalties are assessed the utility
will not pass those costs to the ratepayers; it will either collect
from the contributor or absorb the costs itself. The utility, if
it wishes, may protect itself by requiring letters of credit or
noncash security for the potential tax liability. We neither
approve nor disapprove of such methods.

The position of the government agencies is that its
contributions are exempt from tax because they fall under the two
exceptions to the changed tax law: contributions made under threat
of condemnation and contributions which are a public benefit. We
have set out their arguments in the section on Government Agencies.
We agree with the argument, but our agreement does not bind the IRS
and the problem must still be faced that the IRS may disallow some
or all of the government contributions: to protect the ratepayers
the utility must assure itself of the nontaxability of a particular
contribution and must protect itself. In the case of a government
agency, however, it would be sufficient for a limited period to
have no more than a contractual right to collect the back tax,
interest, and penalties if and when the IRS makes a determination
that contributions of that type are taxable. We do not want the
utility gambling with the ratepayers’ money, but we recognize that
our assumption that contributions are subject to tax may
unnecessarily burden government agencies.

Most Contributions are Taxable

From our discussion in the foregoing two sections, we
have concluded that all contributions, except by government
agencies, should be considered taxable until the IRS rules
otherwise. This is generally consistent with the position of PSD
(Method 5 should ”be applied to the uncertain items”), PG&E (7All
contributions and advances should be presumed taxable”), SDG&E
("recommends that the Commission adopt a policy of gross-up on all
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contributions. ...”), Edison (”pending IRS interpretation, all
CIAC should be considered taxable) and all other utilities
addressing this point.
California Taxes

When we authorized utilities to collect CIAC gross of
federal income tax, some utilities also collected gross of state
franchise taxes, either on the entire transfer or just on the
federal tax rate gross-up portion of the transfer. In February, we
ordered all utilities who had been collecting the state tax to
refund all state tax gross-up amounts with interest. As a result,
two questions are presented: (1) Should we now permit utilities to
collect the state franchise tax portion of the CIAC in anticipation
of a ruling from the state taxing authorities that CIAC is subject
to state tax, and (2) Assuming CIAC is subject to state tax
commencing January 1, 1987 should we provide for that event in this
decision?

our answer to the first question is ’‘no’. The question
of state taxability of CIAC or state taxability of the federal tax
rate gross-up portion of CIAC is now before the legislature and the
Franchise Tax Board. We should not anticipate a ruling of
taxability, since to do so would add to an already severe economic
problem for both contributors and utilities. Our answer to the
second question is ’yes’, we should provide for the possibility of
a state CIAC tax retroactive to January 1. Because we are
prohibiting the utilities from collecting the tax and because the
tax, if imposed, will be a business expense which is permitted to
be recovered in rates, we will allow all utilities who pay the tax
to recover it in rates, and we expect the utilities to make
appropriate accounting entries to record the transaction. Finally,
we will authorize in this decision all utilities to collect an
additional state tax gross-up, if California conforms to federal
laJ, on a basis consistent with the calculation of the federal tax

gross-up.
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Advances for Construction

Some utilities advocate the elimination of advances for
construction, reasoning that advances complicate administration and
cause significant differences between customers who contribute
plant by way of CIAC and those who contribute by way of refundable
advances. There is the subsidiary issue of whether advances, if
continued, should be refunded gross of tax or net of tax.

Refundable advances make up a large portion of
contributions. SDG&E estimates two-thirds of its contributions are
in the form of refundable advances. Other utilities have a
similarly high proportion of refundable advances. The reasons
given to terminate advances are not particularly related to the tax
issue, but are inherent in the concept of advances. The issue of
termination is neither germane to this investigation nor supported
by sufficient evidence to order termination. In fact, the evidence
in the record shows a compelling need for the procedure. In regard
to the amount of the refund, as previously discussed, we are of the
opinion that the refund should be based on the advance including
tax gross-up for those utilities choosing Method 5 and on the
advance without tax gross-up for those utilities choosing Method 2,
subject to the terms of the agreement between the contributor and
the utility.
Transition Projects

There will be some contributions made after December 31,
1986 which are subject to contracts or negotiations entered into
prior to January 1, 1987. These transitional projects should be
treated no differently than any other contribution made after
December 31, 1986. To the extent that a CIAC contract was entered
between the contributor and the utility that contract could have a
bearing on the outcome of a dispute, but we are not concerned with
individual disputes in this investigation.

- 70 -



I1.86-11-019 ALJ/RAB/fs *

Failure to Gross-up

Some utilities did not avail themselves of the
opportunity to gross-up contributions in accordance with the
Commission’s invitation. Pacific, at the time of the hearing, did
not gross-up contributions.8 Its witness candidly admitted that
Pacific ”probably could not go to the general ratepayer” to pick up
any shortfall in revenue caused by the federal tax. Pacific is
correct. All utilities were in a position to collect the federal

tax from contributors since January 1, 1987 or February 10, 1987
and those that chose not to do so may not now collect that tax from
the general ratepayers. The state tax portion, if assessed, will
be handled differently, as set forth above.
Method 5 vs. Method 3 Administrative Costs

Two utilities, Pacific and PP&L, have made a strong
argument that, as to their situations, they should be permitted to
use Method 3 rather than Method 5 because the administrative costs
of Method 5 are a greater burden on the ratepayers than the costs
of paying the tax under Method 3. Pacific points out that its
annual taxable CIAC is expected to be about $5 million for 1987 and
1988 compared to revenue of $8.5 billion. It asserts that the cost
to the ratepayers using Method 3 is probably less than the cost to
the ratepayers of the administrative burden of implementing
Method 5. PP&L urges the same points. It argues its total
California revenue is less than $45 million and it expects no more
than $66,000 in CIAC in 1987 and in 1988. If Method 3 is chosen,
the revenue impact on general ratepayers is about $3,000 annually
while the cost of administering Method 5 is sure to be more.
Additionally, PP&L operates in an economically depressed area in
California and Method 5 will discourage new business and growth.

8 On April 1, it filed a tariff incorporating a 67% gross-up
factor on CIAC.

-
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Lastly, a $3,000 revenue increase is usually lost in rounding and,
because of its agreed upon revenue restrictions in 1988 and 1989,
Method 3 would have no effect on its general ratepayers.

The arguments of Pacific and PP&L have substance, but
when weighed against the general proposal that the tax should be
paid by entity causing it we see no reason to grant an exception to
our general rule. Since the effect of the tax appears minimal to
both companies perhaps Pacific’s earlier decision to absorb the tax
is the proper solution for themn.

Valuation

One of the problems inherent in all contribution matters
when the contribution is an asset rather than cash is valuation of
the asset. It was a problem before the CIAC tax change and is now
a substantially greater problem because the gross-up is based on
the value of the property transferred. We anticipate disputes
between contributors and utilities in this area. Our concern is
that the utility may undervalue the asset, charge a lower gross-up,
and be exposed to back taxes, penalties, and interest. In our
regular review of results of operations, we will apply the usual
prudency standards to the valuation of CIAC and make adjustments
when necessary.

Staff Assistance

It was generally agreed during the hearings that any
ruling request presented to the IRS for an interpretation of the
contributions rules would be strengthened if the Commission staff
joined in the request. We agree that the staff should assist in
regard to certain kinds of contributions, but not all. We believe
that our staff should support attempts to have the IRS rule that
contributions by state, county, and local government agencies are
exempt from the tax on the basis that either (1) the contribution
is exempt from tax because it is made under threat of condemnation
or (2) the contribution is exempt because it is a public benefit.
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The staff should not support requests by private contributors for
favorable IRS rulings.
Findings of Fact

1. The Tax Reform Act of 1986 provides, among other things,
that a nontaxable capital contribution does not include any |
contribution-in-aid-of-construction, refundable advance, or any
other contribution as a customer or potential customer.

2. The taxable event is the contribution (CIAC) or advance
(CAC) ; no contribution or advance, no tax.

3. Methods 1, 3, and 4 place none of the tax burden on the
contributor or advancer and therefore are unreasonable. 1In
addition, Methods 1 and 4 have other elements which render them
unreasonable: Method 1 gives all the benefit of revenue reduction
to the current ratepayer while placing all the tax and revenue
recoupment burden on future ratepayers; Method 4 places all the
burden of the tax payment on current ratepayers and gives all the
benefits of depreciation to future ratepayers.

4, Method 5 places the tax burden on the contributor but
mitigates the burden by requiring, in addition to the plant
contribution, only the present value of the future tax burden. The
gross-up is calculated by using the utility’s incremental federal
tax rate. As the payment by the contributor, by definition, does
not completely pay the tax, the utility pays the difference,
ratebases the tax on the CIAC net of gross-up, and recovers the
difference over time in rate of return, thus causing the ratepayers
to share the burden of the tax. Because the gross-up amount paid
by the contributor is estimated to offset the future revenue
requirements attributable to the tax actually paid, the ratepayers
are, to the extent the estimate turns out to be accurate,
indifferent. For contributions, Method 5 reduces the federal tax
burden on the contributor by approximately 48% of the burden under
Method 2. For refundable advances, the contributor pays the same
gross-up as for contributions; the utility pays the difference
between the contributor’s share of the tax gross-up and the tax
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liability. The utility earns a return on the tax payment through
ratebasing the tax. The gross-up will be refunded to the
contributor and the utility will recover its portion of the tax
payment as the utility realizes tax benefits through the
deductibility of the advance refunds. Between Methods 1, 3, and 5,
Method 5 provides the least risk to the utility. Methed 5 is
reasonable.

5. Method 2 is reasonable for those utilities which do not
have an adequate cash flow or customer base to finance the tax
under Method 5.

6. The Maryland Method, which shares the tax between the
contributor and the shareholders is reasonable. -

7. Utilities adopting Method 5 or the Maryland Method may
compute the gross-up amount by using either their last authorized
rate of return or 12% as the discount factor. Utilities having
more than one operating district shall, for each district, use the
12% discount factor or the last authorized rate of return for that
district.

8. The administrative burden of using Method 5 is not
unreasonable.

9. No methods were introduced that showed by clear and
convincing evidence that the IRS would not impose a tax on a
particular transaction, except that contributions resulting from
condemnation or the threat or imminence thereof or which are for a
public benefit appear to be exempt from tax. For two years from
the date of this decision, government agencies making such
contributions can provide assurance adequate to protect utilities
and their ratepayers against any risk of a contrary IRS ruling.
However, government agencies, with the cooperation of the
utilities, must obtain favorable IRS determination within such two-
year period to continue this favorable treatment. With this
exception, it would be imprudent for this Commission to find that
one form of transaction or ancther would avoid the tax. That
decision is for the IRS and the courts. Individual utilities,
however, may make that decision but should their decision be wrong,
the ratepayer may not be charged with back taxes, penalties, or

interest.
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Conclusions of Law _
1. Refundable advances should be considered contributions-

in-aid-of-construction until the IRS rules otherwise.

2. All contributions and refundable advances should be
assumed to be subject to federal income tax until the IRS rules
otherwise except that contributions by government agencies which
result from condemnation or the threat or imminence of
condemnation, or which provide a public benefit, should not be
assumed to be subject to federal income tax for a two-year period
from the date of this decision if the government agency provides
adequate written assurance that the risk of a contrary IRS ruling
will be borne by the government agency. If a favorable IRS
determination applicable to a particular type of government agency
contribution is not obtained within this two-year period, then such
type of government agency contribution shall henceforth be presumed
taxable and subject to gross-up until a favorable IRS determination
is received. Adequate written assurance shall mean a contractual
promise to pay.

3. To the extent reasonable the entity causing the taxable
event should bear the tax.

4. Method 5 is not anticompetitive, nor does it violate the
federal tax normalization rules.

5. Utilities should be allowed to adopt Method 5.

6. Utilities should be allowed to adopt Method 2, but only
if the utility is a small water company or a small telephone
company .

7. Utilities should be allowed to adopt the Maryland Method.

8. The original choice of method and discount factor should
be made by tariff filing and may be changed by advice letter
filing. Appendix G sets forth an example of a tariff.

9. Except in the case of a government agency, a utility that
fails to charge a gross-up amount should not recover from the
ratepayers any tax, pnalty, or interest associated with the
contribution causing the tax, penalty, or interest.

10. A utility that charges an insufficient gross-up amount
because of inadequate valuation of the contribution or improper
application of its adopted method of determining the gross-up
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amount should not recover from the ratepayers any tax, penalty, or
interest associated with the contribution causing the tax, penalty,
or interest.

11. A utility should be allowed to accept such security as it
deems adequate in lieu of cash to provide for the gross-up amount,
but should the security, prove inadequate, the utility should not
recover its loss (including interest and penalties) because of
inadequate security from the ratepayer; provided, however, that
such losses (including interest and penalties) may be recovered in
rates using Method 3 where the utility receives written assurance
from a government agency, but such assurance is insufficient.

12. If a utility is not in a taxable position in the year
that it receives a contribution or refundable advance, there is no
tax liability. The tax gross-up received from the contributor
under Method 2 or Method 5 should then be refunded to the
contributor. If a utility collects a gross-up calculated using an
incremental tax rate that is more than its incremental rate, as
determined on a ratemaking basis, the difference between what was
and what should have been collected should be refunded to the
contributor.

13. Because California taxing authorities have not yet
determined whether California will follow the federal law on
taxable contributions, we will not authorize utilities to gross-up
contributions for California taxes. We will authorize all
utilities to apply the same method they chose for the federal tax
gross-up to gross-up for California taxes, if and when imposed.
Should California authorities impose a tax on contributions
retroactive to January 1, 1987, we will authorize the utilities to
collect that tax from ratepayers for the retroactive period using
Method 3.

14. In addition to the change in the gross-up to reflect
potential California conformity legislation, we will also authorize
a change to reflect the reduction in the federal tax rate from 1987
to 1988. However, we will not require utilities to reflect other
changes in the gross-up rate, unless the changes would increase or
decrease the rate by five percentage points.
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15. Refunds for advances for construction should be made in
the same manner as they are today pursuant to the contract between
the developer and the utility. However, the gross-up amount should
be part of the refund for Method 5 only, and should be refunded
only to the extent that it is actually realized through the tax
deductibility of advance refunds.

16. The federal tax on contributions-in-aid-of-construction
and refundable advances may be passed on to the ratepayers only
under the terms set forth in the following order.

17. Refunds should be made by those utilities which collected
grossed-up contributions in excess of that authorized by this
decision.

18. Utilities should be required to refund the gross-up
amounts associated with any contributions which prove to be not
subject to tax, plus interest computed at the average three month
commercial paper rate as published in the Federal Reserve Bulletin.

19. Should Method 5 be found to be a violation of federal law
then utilities should be permitted to use Method 3 to recover any
taxes, interest, or penalties imposed.

ORDER

IT IS ORDERED that:

1. Respondents shall not impose the federal tax on
contributions-in-aid-of-construction and refundable advances on
their ratepayers except as provided in Ordering Paragraph 2.

2. All respondents shall notify the Evaluation and
Compliance Division and shall file appropriate tariffs not earlier
than 7 days after the effective date of this order on not less than
30 days’ notice to the public, adopting one, and not more than one,
of the following methods of providing for the f2deral tax on
contributions-in-aid-of-construction and refundable advances:

a. Method 5 as described in this decision.
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b. Method 2 as described in this decision, but
only if the respondent is a small water
company or a small telephone company.

c. The Maryland Method as described in this
decision.

3a. Respondents adopting Method 5 or the Maryland Method
shall compute the federal tax portion of the contribution or
refundable advance using the respondent’s incremental federal tax
rate as determined on a ratemaking basis and using either a 12%
discount rate or the respondent’s last authorized rate of return.
Respondents selecting 12% as a discount rate shall also use 17% as
the pre-tax rate of return in their Method 5 calculation. Such
choice shall be reflected in the tariff filing pursuant to Ordering
Paragraph 2.

b. Respondents adopting Method 2 shall compute the federal
tax portion of the contribution or refundable advance using the
respondent’s incremental federal tax rate as determined on a
ratemaking basis.

4. Upon the effective date of the tariff filed by a
respondent pursuant to Ordering Paragraph 2, any Commission
decision or resolution as to that respondent in conflict with the
filed tariff is revoked.

5. Ninety days after the effective date of this order, all
Commission decisions and resolutions in conflict with this order
are revoked.

6. Respondents may use Method 3 to collect any California
state tax imposed on contributions-in-aid-of-construction or
refundable advances, and/or the federal tax gross-up portion
thereof from the date the California tax is first announced, if the
tax is retroactive to January 1, 1987. Contributions-in-aid-of-
construction and refundable advances made after the date the
California tax is enacted shall be collected by each respondent in
the same manner as it collects the federal tax.
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7.

8.

9.

Respondents are authorized to make advice letter filings
to reflect the reduction in the federal tax rate from 1987 and 1988
and to reflect any changes in the gross-up rate which would
increase or decrease the rate by five percentage points or more.
All respondents shall make refunds as follows:

a.

For those respondents who elect Method 2,
all collections in excess of the 67% tax
gross-up shall be refunded to the
contributor with interest from the date of
collection to the date of refund.

For those respondents who elect Method 5 or
the Maryland Method, the difference between
the amount collected and the amount
computed by the use of Method 5 or the
Maryland Method shall be refunded to the
contributor with interest from the date of
collection to the date of refund.

Refunds shall be completed within 120 days
after the effective date of this order.

Respondents shall report to the Evaluation
and Compliance Division within 140 days
after the effective date of this order a
summary of all collections of CIAC, the
gross-up portion of the collectlon, if any,
and the refunds made, with dates and
amounts.

Interest shall be computed at the average
three month commercial paper rate as
published in the Federal Reserve Bulletin.

The Executive Director may join in any request he deems
appropriate to the Internal Revenue Service to obtain a favorable
tax ruling on a contribution-in-aid-of-construction or a refundable
advance made to a respondent by a California state, county, or
local government agency on the basis of either (1) the contribution
or advance is exempt from tax because it is made under threat of
condem.ation or (2) the contribution or advance is exempt because
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it is a public benefit. The Executive Director may acknowledge to
the IRS that the Public Utilities Commission of the State of
California supports the request.

This order becomes effective 30 days from today.

Dated September 10, 1987, at San Francisco, California.

STANLEY W. HULETT
President
FREDERICK R. DUDA
G. MITCHELL WILK
JOHN B. OHANIAN
Commissioners

I will file a written concurrence.
/s/ JOHN B. OHANIAN
Commissioner
I will file a written concurrence.
/s/ G. MITCHELL WILK

Commissioner

Commissioner Donald Vial, being
necessarily absent, did not
participate.
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JOHN B. OHANIAN AND G. MITCHELL WILK, Commissioners, Concurring:

We concur in today’s decision for the reason that we
believe the methods we have adopted for collecting federal tax on
contributions in aid of construction and refundable advances
strike a reasonable balance of the tax burden imposed by the

congress.

We do not agree, however, that the principal rationale
for our decision should be that the entity causing the taxable
event should bear the burden of the tax. The effect of the 1986
Tax Reform Act was to consider formerly non-taxable contributions
and advances as gross income for federal income tax purposes. As
such, this tax is not a cost for utility service in the usual
sense which should be borne by new construction. It arises not
from the need to serve new development but, rather from changes
in federal tax law. We might easily have treated this tax the
same for ratemaking purposes as we have always treated utility
federal income tax.

We support this decision because it distributes the
costs and minimizes the net economic impact of the 1986 Tax
Reform Act. Our rationale is the desire to preserve the relative
status quo by not imposing the full burden of this abrupt
increase in utility costs upon one segment of all those who
benefit from public utility services.

We would urge this commission to monitor the impacts of
today’s decision very carefully during its implementation to
ensure that the state’s overall economic vitality is not unduly
impaired, particularly with respect to the production of
affordable housing and the continued growth of small business
enterprise. It may well be that as we implement the tax law
changes, we will discover additional ways to improve the balance
we achieve today.



"y 1.86-11-019
"/ D.87-09-026

Lastly we anticipate that this commission will continue
to actively support efforts leading to improvements in the new
tax law by the Congress or the Internal Revenue Service.

/s/ Jdohn B. Ohanian G. Mitchell Wilk
JOHN B. OHANIAN, Commissioner G. MITCHELL WILK, Commissioner

September 10, 1987
San Francisco, California



1.86-11-019 ALJ/RAB/fs

APPENDIX A
Page 1

LIST OF APPEARANCES

Respondents: Craig Buchsbaum, Attorney at Law, for Pacific Gas
and Electric Company; Stod, Rives, Boley, Fraser & Wyse, by
Donald N. Furman, Attorney at Law (Oregon), for Pacific Power &
Light Company; James D. Salo and John J. Gezelin, Attorneys at
Law (Nevada), for Sierra Pacific Power Co.; John R. Asmus, Jr.,
Attorney at Law, for San Diego Gas & Electric Company; Roy M.
Rawlings and Peter N. Osborn, Attorneys at Law, for Southern
California Gas Company; Stephen E. Pickett, Carol B. Henningson,
and James M. Lehrer, Attorneys at Law, for Southern California
Edison Company; Jack A. Socha, Attorney at Law (Utah, Michigan,
Illinois, Iowa), for Southwest Gas Corporation; Hathaway Watson,
III, Attorney at Law, for AT&T Communications of California,
Inc.; Graham & James, by Boris H. Lakusta, David J. Marchant,
Martin A. Mattes, and Robert C. Thompson, Attorneys at Law, for
Bay Area Cellular Telephone; John L. Clark, Attorney at Law, for
CP National Corp. and Toulumne Telephone Company; Orrick,
Herrington & Sutcliffe, by Robert J. Gloistein, Attorney at Law,
for Continental Telephone Company of California; Peter K. Plaut,
Attorney at Law, for General Telephone Company of California;
James L. Wurtz, Attorney at Law (Texas), and Randall E. Cape,
Attorney at Law, for Pacific Bell; Mark Stachiw, Attorney at
Law, for PacTel Corporation; Pelavin, Norberg, Harlick & Beck,
by Alvin H. Pelavin and Jeffrey F. Beck, Attorneys at Law, for
Calaveras Telephone Company, California-Oregon Telephone Co.,
Capay Valley Telephone System, Inc., Ducor Telephone Company,
Evans Telephone Company, Foresthill Telephone Co., Happy Valley
Telephone Company, Hornitos Telephone Company, Kerman Telephone
Co., Pinnacles Telephone Company, Sierra Telephone Company,
Inc., The Ponderosa Telephone Co., The Siskiyou Telephone
Company, The Volcano Telephone Company, Citizens Utilities
Company of California, Sacramento Water District, Felton Water
District, Guerneville Water District, Montara Water District,
Telephone Division, Francis Land & Water Company, Jackson Water
Works, Inc., and Larkfield Water Company; McCutchen, Doyle,
Brown & Enersen, by A. Crawford Greene, Attorney at Law, for
California Water Service Company, San Jose Jose Water Company,
and Suburban Water Systems; Donald L. Houck, for California
Water Service Company; Arthur J. Smithson, for Citizens
Utilities Company of California; John Barker, for Cal-Am Water;
C. W. Porter, for Dominguez Water Corporation - Antelope Valley
Water Company; Dan Stockton, for Fruitridge Vista Water Company;

William Zastrow, for Peerless Water Company; Fred R. Meyer, for
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San Jose Water Company; Michael 1. Whitehead, Attorney at Law,
for San Gabriel Valley Water Company; Joseph F. Young, for
Southern California Water Company; Robert O. Randall, for
Suburban Water Systems; and Robert T. Adcock, for Alisal Water
Corporation, dba Alco Water Service.

Interested Parties: Earl Nicolas Selby, Attorney at Law, for Bay
Area Teleport; Thomas Bannon, for California Building Industry
Association; Robert E. Burt, for California Manufacturers
Association; Leonard Snalder, Attorney at Law, for Louise Renne,
Clty Attorney; Leslie J. Girard and William Shaffran, for the
City of San Dlege, Reed V. Schmidt, for the California City-
County Street Light Association: C. W. Porter, for California
Water Association; Jon F. Elliott, Michel Peter Florio, and
Roger A. Schwartz, Attorneys at Law, for Toward Utility Rate
Normalization (TURN):; Norman J. Furuta, Attorney at Law, for
Consumer Interest of Federal Executive Agencies; Gilbert Chong,
Attorney at Law, of West Navfacengcom Code 09C, for the
Department of the Navy; Sam DeFrawi, for the Naval Facilities
Engineering Command; Thomas J. O’Rourke, for O’Rourke & Company;

John D. Quinley, for the Cogeneration Service Bureau; Nossaman,
Guthner, Knox & Elliott, by Richard C. Harper, Attorney at Law,
for Larwin Construction Company; Richard J. Blumenfeld and P.
Gregory Conlon, for Arthur Andersen & Co.; Octavio Lee, for the
Board of Equalization, Property Tax Department, Valuation
Division; Ed Perez, Assistant City Attorney, for James K. Hahn,
City Attorney, City of Los Angeles; Judith Alper, Attorney at
Law, for Independent Power Corporation; Ted Bresler, Attorney at
Law, for the City of Sunnyvale; Eugene Bonnstetter, Attorney at
Law, for the Department of Transportation; Grueneich & Lowry, by
Dlan Grueneich, Attorney at Law, for Independent Energy
Producers A55001at10n, State of California Department of General
Services; Heller, Ehrman, White & McAuliffe, by Richard E.
Hammond, Attorney at Law, for The Stoneson Development
Corporatlon, 0.L.S. Energy; Lindsay, Hart, Neil & Weigler, by
Clyde Hirschfeld, Attorney at Law, for Cogenerators of Southern
California; Marc G. Hynes, Attorney at Law, for the City of
Morgan Hill; Peter HacDonald Attorney at Law, for the City of
Pleasanton; William Marcus, for Independent Energy Producers
Association, State of California Department of General Services;
Carlos L. Ortega, for the City of Palm Desert; Kadison,
Pfaelzer, Woodard, Quinn & Rossi, by Norman A. Pedersen and
Rachelle B. Chong, Attorneys at Law, for the City of Mountain
View; Jerry A. Riessen, for 0.L.S. Energy; William R. Rugg, for
the League of California Cities; Fred Shubin, for Landco
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Builders; Iver E. Skjeie, Attorney at Law, for the Department of
Corrections; Armour, St. John, Wilcox, Goodin & Schlotz, by
James Squeri, Attorney at Law, for California Building Industry
Association; Jack Biggins, for California Cable Television
Association; and John Gibbons and Marron, Reid & Sheehy, by

E. Tewis Reid and Diane Fellman, Attorneys at Law, for
themselves.

Commission Staff: Timothy E. Treacy and Gilbert Infante.

(END OF APPENDIX A)
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Report of the Committee on Ways and Means
House of Representatives (Report 99-426, December 7, 1985)

Contributions in Aid of Construction

Present Law

Under present 1aw, gross income does not include any
contribution to capital of a corporation (sec. 118(a)). A
corporate regulated public utility that provides electric energy,
gas (through a local distribution system or transportation by
pipeline), water, or sewage disposal services may treat
contributions received in aid of construction as non-taxable
contributions to capital (sec. 118(b)).

In order to be eligible to be treated as a contribution to
capltal the money or property transferred to the ut111ty must be a
contribution in aid of construction, any moneys received must be
spent for the intended purpose of the contribution within a
specified period of time, and the contribution received in aid of
construction (or any property constructed or acquired with such
contributions) may not be included in the utility’s rate base for
rate making purposes.

In addition to the exclusion from gross income, present law
provides that no deductions are allowable with respect to a
contribution in aid of construction and that property purchased
with contributions in aid of construction have no depreciable tax
basis and are not eligible for the investment tax credit
(secs. 118(b) and 362(c)(3)).

Reasons for Change

The committee believes that all payments that are made to a
utility either to encourage, or as a prerequisite for, the
provision of services should be treated as income of the utility
and not as a contribution to the capital of the utility. The
committee believes that present law allows amounts that represent
prepayments for services to be received by corporate regulated
public utilities without the inclusion of each payments in gross
income. Accordingly, the committee bill repeals the present law
treatment and requires the recipient utility to include the value
of such contribution in income at the time of their receipt and to
depreciate the value of any asset contributed, or purchased with a
contribution of cash, over the recovery period of the asset.



I.86-11-019 ALJ/RAB/fs

APPENDIX B
Page 2

Explanation of Precision

The committee bill repeals the provision of present law (Sec.
118 (b)) that provides for the treatment of contributions in aid of
construction received by a corporate regulated public utility to be
treated as a contribution to the capital of the utility.

The committee intends that the effect of the change is to
require that a utility report as an item of gross income the value
of any property, including money, that it receives to provide, or
encourage the provision of, services to or for the benefit of the
person transferring the property. A utility is considered as
having received property to encourage the provision of services if
the receipt of the property is a prerequisite to the provision of
the services, if the receipt of the property results in the
provision of services earlier than would have been the case had the
property not been received, or if the receipt of the property
otherwise causes the transferor to be favored in any way.

The committee intends that a utility include in gross income the
value of the property received regardless of whether the utility
had a general policy, stated or unstated, that requires or
encourages certain types of potential customers to transfer
property, including money, to the utility while other types of
potential customers are not required or encouraged to make similar
transfers. If members of a group making transfers of property are
favored over other members of the same general group not making
such transfers, the fact that the contributing members of the group
may not be favored over the members of other groups in the receipt
of services will not prevent the inclusion of the value of the
transfer in the gross income of the utility. For instance, where a
utility generally requires developers of multiple tracts of
residential housing to transfer property to the utility in order to
obtain service, but does not require such a transfer from
individual homeowners, the fact that both groups will receive
service without preference of one group over the other will not
prevent the utility from being required to include in gross income
the value of the property received from the developers. Where all
members of a particular group make transfers of property to the
utility, normally it will be assumed that such transfers are to
encourage the provision of services, despite the absence of any
formal policy requiring such transfers, unless it is clearly shown
that the benefit of the public, as a whole was the primary
motivating factor in the transfers.
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Page 3

The person transferring the property will be considered as
having been benefited if he is the person who will receive the
services, an owner of the property that will receive the services,
a former owner of the property that will receive the services, or
if he derives any benefit from the property that will receive the
services. Thus, a builder who transfers property to a utility in
order to obtain services for a house that he was paid to build will
be considered as having benefited from the provision of the
services. This will be the case despite the fact that the builder
may never have had an ownership interest in the property and may
make the transfer to the utility after the house has been completed
and accepted.

(END OF APPENDIX B)
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RATEPAYER BURDEN

Comparison of NPV to the ratepayer for $1,000 Contribution-in-aid-of-
Construction (CIAC) - Single Year Contribution Under Methods 1, 3, 4
and 5. Method 2 is not shown because the NPV to the ratepayer is
zero.

Assumptions:
1. 34% tax rate. 4. Net to gross multiplier is 1.68.
2. Plant constructed with CIAC 5. Tax benefit = MACRS times FIT
assumed to have a 30 year rate.
book life and a 20 year tax 6. Deferred tax = MACRS - S/L times
life. FIT rate.
3. Weighted average cost of 7. CIAC is not considered taxable
capital is 11.44%. for CCFT.
Method 1 Method 3 Method 4 Method 5
Period Single Year Single Year Single Year Single Year
1l $ 192 $ 54 $493 ($21)
2 182 51 (41) (12)
3 175 47 (39) (5)
4 168 43 (35) 0
5 162 40 (32) 5
6 155 37 (31) 8
7 149 34 (28) 11
8 144 32 (26) 12
9 138 29 (26) 13
10 132 27 (26) 14
11 126 24 (26) 14
12 121 21 (26) 14
13 115 19 (26) 13
14 109 16 (26) 12
15 103 14 (26) 10
16 97 11 (26) 9
17 91 9 (26) 7
18 85 6 (26) 5
19 79 4 (26) 3
20 73 1 (26) 1
21 68 0 0 0
22 64 0 0 0
23 61 0 0 0
24 57 0 0 0
25 54 0 0 0
26 50 0 0 0
27 47 0 0 0
28 43 0 0 0
29 42 0 0 0
30 39 __ 0 _ 0 0
Total $3,121 $519 ($51) $113
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Discount
Rate

10.00%
12.00%
15.00%
18.00%
20.00%

ALJ/RAB/fs

APPENDIX C
Page 2
30 Years 30 Years 30 Years 30 Years
1 Yr CIAC 1 ¥r CIAC 1 ¥Yr CIAC 1l ¥Yr CIAC
310 291 215 21
160 265 235 13
(12) 712 258 3
(142) 209 272 (3)
(212) 195 279 (6)

(END OF APPENDIX C)



1.86-11-019

\

a XIANdddv

‘P '102 5aWEY (19£9°1) WOIN 3 uwnjo)
*(q *103) vojjejaasdap Ajsead sawyy ajes xe|  tp uenjo)
'uojjeyaaLdap pajeinenizy 13 uanjoj
‘[efajjauaq aiow uayw [/s 0 yaygus Iy Jeak uojjuaauod seak-piey ‘adueqeq Buguprdap yogr @ Jeak yaea Joy GHIYW ayndeoy  1q uengo]
*(a3ed Ney (ps @ 1Z1G°15) dn-ss0lb sawyy vojyngpijuod 4o juncwy LR uenjo)
dn-ss0Jb jnayjn junowy IuOfINGEJJue]  tuojjeue fdxy
(048) (045) 000'1
(92) (9 000" 9% 0z
(92} {91) S % &1
(9Z) (91} L0& 9% a1
! (92) (91} 198 9% {1
(92) (91) 18 9% 91
(92) (91) 9L 9% &1
(92) (91} A4 9% b1
(92) (91 GlY 9% g1
{92} (91} 429 9 [A]
(92) {91) £8¢S 9% It
(92) (91) 988 9% 0l
(92) 91 (Y] i [
(92) (91} £hb % 8
(8Z) () Lbg L1 L
(05} (81) abe £ 9
(££) (&1) G4l 8 g
(8£) (1z) 8ez 9 ]
(8g) (£2) 9Ll 19 £
(1h) (8Z) (11} i 4
(12 (€1 g at . |
gIs
111auaq *udap  uorjetrdaudag
" 4o ybina.ayy 1Enuuy
-Ha[} Jajje SYIUH 40 Jdag enday Jeaj Jag4 Joynqrajuald Ag
L IRL] 114ausg e} SHIWM SHIYW juasdeq ey  Jeaj
(8) (n (3) (q) (®)
0001 tuajingdyuo)
‘NOTLONWISNDD 40 QIt NI SNOILNGTYINGD :Z QOHL3W
1 98eq



1.86-11-019

‘(8304 Xy SaN1} QY17 Saw[} $ajes GyIW) SJakedajes ayy o3 sytjauaq uojjeraasdap aqy wopj o)

£1 SanuaAay snoaue[[alsiy
] atqedey saxe]
198/18/21 Ja3je paAfadal juefd Jy1) j0 S7ERQ Xej UO JUNDII® WNpuEloway 'y
‘junoade gy1g Aq jassjo s| siyy fuayyngyajuod Aq padueuyy yueqd piodad o)

0001 - yse]
000*1 el g

*{¥e}-uo-xe}) dn-ssaub pue xey jo juawAed puodas o)

cig yseq
gIg a[qedeq saxe] ;7

*dn-g50.406 xey pajetansse pue uafynqpJyucl 4o ydpadas piolad of

) §Ig aqquieg saxe]
000'1 W
{4 ysey *|

] Jeay
(SpPuUn4as Quy SuCEINGIJIUD] JOy S3TJUE [RUJROP
7 poyyay 4oy bupjunoaay

Z 998g
d XIaNdddv



1.86-11-019

1045) {4] 10001}

n 16 (52) 0l

(148} {6} (8Z) 3

(%1} 1] (52) B

wh 16) (S2) I3

(11}] 1Y) (52) b}

ir (6} (821 : g

i (&) {52) ¥

L1} (6) (52) £

(1) 16) {82) A

(v} (4) {82} ]

(%1 (&) 182) 0f

) (6) {82} bi

- (1) 18} [134] Bi

i 18) {52} Li

() (6 (] B %

{113] {6} [144] St

[11}] (6} 114} 1

i 16) (ST} 1 f

(i (b6} (52} 4

() (6) [144] R

000'1

(1) 1] [144] on 000*1 % o

114} (&) (52) ®n ¥Sb k1 bl

(vl 16) {82) 91 104 EL 8l

{118] 16) [£+44] 5N L7 - 1 L

111] (8} (82) (91 ria L1 9l

113] 16) {82) 9N B9L 1 |

11281 &) (82} an (443 L1 L]

¥l {6} (ST) 1111 Sy L1 £l

() (6} (S2) (£19] (14] L 4

() (6} (G2) (1) £88 W i

() (6} (52) (£11] EhY kL) o

(1Y) 18 (G2} (91} 0bY L b

(¥t (&) (82) N £y bl 8

(11} &) (S%) (e Lbg [ L

1} (&} {82) (81 Bif £8 * 9

11 18] (6} (ST} (b1} \ 1114 s S

10 16) {82) (12} BEl 9 {

{L14] tb) {82) (£2) 1 L9 f

17] 1] (82) (52) [1}] il [4

{111} (6) (5%} {tn 8 BL I

*b *100 53013 (1949°1) WaIN i uvenjog . Y
'} *107 Saml} ajes xef !y uenjog
*16°7 S2ul) AJURAPR 40 junowy i3 uenjo) uo1janpap punjay *Apy 40 uojjeidasdag
(R *103) uorjerdaudap Ajseak sawl) ayes we|  ip uwnqo] uoljanpap  xey jo juandeqd uvo enuuy
*uoryetdasdap pajepnenaay 33 usnjoy xey uo1janpas Arnn o SHIUH 40 Jdag enidy Jeay 4ad  J0INQLIRUOD AQ
Jeak vorjuaauoy seak-piey fasueteq Gutuigdap ygg) § seak yaea oy gyJyW andwo]  iq uenjo 10 Yy 114 uorjanpag xej  jijauag rej SYIEN SYIUH juasdeq xej
Tlayed xey ypg @ 1215°18) dn-ssoub sawty adueape 0 juncwy  ie uenjo) (f) 14) L] ] {3 Q) (L]
dn-ssoJb ynoyjie qunosy tadueapy tuoijeur|dey 0001 tadjueApy
*siakedajes 0} sjrjauaq fxey o jau fsseak gp Jaso ajqeded spunjay
NOILINYISKOD 40 OIV NI S3ONWAQY T OOML
£ abeg

d XIAONdddW¥



1.86-11-019

‘uo1ye[nI[el Xey uotjedadg
$0 S}INS3Y Y} Ul UOTINpap Xe} B SP Papn|aUl aq |[RYS Spunjas 9g/1g/z]-31s0d
ay} 40 voljEI[}JONE AY|  *UO}}INJYSUOD 40 PIE UT S3IUBAPE 9B/1¢/Z1-150d pue

-aJd 430Q ujRUYEw pue §Ied) 0} PaYS|[qe3sa 8Q ISNW SJURGITE-QRS JBYY 30N

'Jun033e J410 Aq 3as4jo sy spyy fuoyyngrdjuod Aq padueuty juerd piodas af

0001 yse)
000'1 jueld ¢

*(Xe}-v0-xey) dn-ss04B pue xey jo juaeded pinial o)

a1g yse)
gIg ajqudeg saxe] °7

*dn-ssoJb sey pajeyl0sse pue uarIngpajuod 4o djadad pJodad of

g1g ajqedeg saxe)
0001 i
gI1gty ysey 'y

1 4ea)
*(potJad JeaA-gy ® JaAQ apew Spunjal) SaIURAPY A[qEpUNjay Joj sa{ijua jeudnop

7 poyjay 4oy buyjunoany

 a8eg
a XIANIddV

(END OF APPENDIX D)



36-11-019

08! gLz
0 009940 0 %IT0 i pIgt'o B 0 0b 91 0z
0 0099°0 0 Lz ] f191°0 74 91 [ 1AY 91 41
I 0099°0 ! £291°0 9 FI91°0 be A9 80¢g 91 al
I 0099°0 I 988170 b pi91°0 e Ly £42 91 L
I 0099'0 H L9410 1 p191°0 il £9 Lz N 91
z 0099°0 £ 0L41°0 1] bEgL*0 8 6L 192 91 gl
Z 0099°0 (] GhIZ°0 {1 pig1°0 201 Sh 4 7/ 91 1
£ 0099°0 c LTl TAL &1 FI91°0 ]84 01t 087 91 £1
¥ 00990 § 9zTLT*0 4 FI91to | 9zl b1z 91 A
4 0099°0 L ac0g°0 ¥z pI910 051 Iyt 861 9f I
9 0099°0 b 1 [} i3 ¥191%0 291 ast [4:]! 91 01
L 009970 It SLLE"0 6 BI91°0 181 £L1 L9% 91 &
[ 0099°0 £r poZv o 2 bI9L'o L8 681 161 91 8
8 00990 9 cage o 119 PI91°0 £z g0z gel t L
£1 00990 1 12280 it FIg1t0 1£2 tAAA an 81 9
g1 0099°0 £7 a185°0 o vi91°0 bh 0bZ 001 b1 4
b1 0099°0 14 ¥849°0 £ b191'0 0Lz 482 18 1z ¥
i 0099°0 Y 9eTL'0 £y ¥I91%0 162 08z 09 XA £
114 0099°¢ 4] 2508°0 IS b191°0 GIg £0g T4y 14 H/
[4Y 0099°0 By £L4B°0 S pig1°0 et 14 £1 Y 0t =
juawieg xe| juawdey xe|
paJanoladug paJaaalalug juawdeq xej
‘8AY PN ajey ‘any "pPIN $hi1°0 __whm.anuuu..__... uanjay a__m_;mm xe| ucm-mun_
ua .em: 'Ady Xe[=-Jajiy ua ._umx *AdYy J033e4 ‘aAy “PIM $a ajey padaiada.uf XBl IWID ama onaly Jea} dad _;::..__._ ;_
1el-la}4y Apddy pajunoasiq 1Un0as i uo 'bay caay xey-ayyg ‘aAy CPIR Guyuyenay SHIYH SHIVN juamdey xe]  Jeay
(] 1) {n (yy (6) H (a) (C]] () Q) (e)
0001 tuorynqriyue
- INOILINYLSNOD 40 QTY NI SNOLINGIWLINGD G GOHL3
1 93eq

d XIANI3ddVv



*paAtalal se Jau

SWeS Ay} ui pazrjJowe aJe sjuncue Asayl "afoys way) daay o} JaAwdajed ayy 03 yIeq uaath aq jsne jeyy juncwe ayy S| oSpy)
*AY1113n 2y} Aq paatadad ysed Jau sjuasdsdas uen(od §1y] 1f UEN[OD S3E}} | wenjo) &y uenjo]
{sasodund | 433 Joy a[qexe} jou dn-ssoJb xey [esapaj saunsse) yg* - | 1uo gEp] ‘ajes xey JApy if [ LY(]
¢ Y usnjod sangy b uenjoy 1§ uenjog

0°7 $n3a7 Uy Juauodxa Joj spueys JaJel jeq) ajoy ieJajan}3

(Ev (UBSOYD @30047) )71 1T Jeay

(T.(USOYD a3ea41) /] 1T Jeay

{U3asoyY ajede]) /1 1] Je3y
100771 §0 JOJI¥} JUNOISEP SPIMAIRYS JO UJRYAJ 4O AYPJ parlioyjne Jse Jay}1a asp iy uenjo]
4 uenjol saufy @ uenfog 6 wenjop

*UIN}ad §0 ajed xey-aud se g/] asn ‘ajes Junodstp 1zj S0 4|

H9LM Saut) Ajenba pue y203s passayasd jo 3502 pajybiram 0} 1qap jo ys03 pappaqua ppe fs3s0d pajybiaw pue aunjanuys [ey1ded pazjsoyne 3se[ asn jf tudn}as 4o ajes xey-asd ayndso] 14 uenjog
7 Aq papiatp ens fajueqeq juaehed ey Jeak 4o pud 4 adve(eq juasded xey Jead jo Gupuuphag i@ uenjog
uoyjeidaidap pajeqnenide ssa| juawAed xe[ :p uenjo]
uaye} uotierdasdap [eyoy ajefnenddy i3 uwnyo)
ajersdosdde uayn aur(-jybreays o} Jano-ss041 ‘aeak 3s4p4 0] uojjuaAuol L-msawﬁug Ardde ‘juadiad adueeq butupiaap pue sse[d SyJuN auieJajag iq uenjog
{(dn-s5040 ou) ajes xey a junase uDJINQI4IUCY  fe uen[o]
{dn-ss046 ou) uojyngrajuod jo junowe aujesajag tuopjeuejdx

1.86-11-019

SNDTIINMISNOD 40 QI NI SNDILNGIWLNOD S QOHI3

z abeg
g XIAN3ddv



. ,86-11-019

8l £LT 16E 081 0ps

I 0 I $191°0 8 0 0 0pg 91 0z
) 0 b F1910 TA 91 0 L TAY 91 &l
S ] 9 $191°0 6f 12 I gog 91 81
L I b ¥191°0 S Lh I PY.YA 91 A
L) 4 11 ¥191°0 69 19 I LLe 91 91
4 £ £l pi9to £8 U 4 192 91 SI
Al ] 91 ¥191°0 94 0b [/ 474 9 b1
£1 S af p191°0 601 £01 £ 0¢ N £
1] 9 114 ¥191°0 uel 911 b ¥z 91 z1
1 1] L 24 p19i°0 £el 14} S 861 91 1
1 2 b £ ¥191°0 132 681 9 [4:1 91 01
i 11 M vI91°0 £61 ari L L9t 91 &
£1 £l 9 #191°0 091 {81 b 144 91 8
I 91 iz bi91°0 91 91 I eel L1 L
8 bl 8z #191°0 t4A 0Ll €1 81 81 9
S £z YA ¥191'0 LLY 8Ll &1 001 b1 g
I 14 6 $191°0 081 L1 61 I8 ¥4 ¥
(5) bt 6 ¥19i°0 iat 141 44 09 £ g
(Zn 1§ .14 pi191°0 081 {81 {t s 1A [4
{17 8y A ¥i9t°0 0Lt bLT AY £l £l I

091 oal 0bs
uatyngraiua] (A3r11yn Aq (afoym dyu sayew)
quijuag Ag paasodadug uotingtiiuog dn jnd ysesy  juashed xej juaudey
sjuasalinbay 3wheg 1ppy say *pIM utniay paJaA02adu)  uoIINgIIIuo] [euatjippy 1eun13IppY
anuaaay '3Jomy Xe| uo <bay "A3y  j0 ajey paJdaaadadug 40 agnpayag xe|-Jayjgy 4dag wnaay Jeay Jayg (A3t113n Ay
19N j0 ss04g  pajunoastq 1e)-a4yg 134 uopjezyiioey  JOInglJAIueg  SYIYH SHIYH juashed xey  Jeay
{4) 9] (1 (4) () (@) (" (3) (q) (e)
0001 iuo1ynqrajua;
INDILINYLSNOD 40 QIY NI SNOILNGIMINDD G QOHL3W
¢ =beg

d XIgNHddv



rsJakedayes ayy w0y AYP{1in ay) Aq pasaacial ag jsne jey) junoee ayy s§ syy If uenjol ssaj | uen(o)
1 abed 'y uenjo)
, 4 usnjol sae() b uenjo)

'uoy Xey-a4d sE 300°f] N 13pjMa}e}5

*HOIN 330§} yjoq ‘Ayinba pue y3038 passajasd jo 83302 pajybram oy 1qap jo ys03 pappaqua ppe !sysod pajybjem pue aunjaniys jeypdes pazpioyyne asn gy Yy
1S1SEQ 5P 300°L] $0 JUJIR4 JUNOISIP APINAYEYE JO UINJAJ 4O AJEJ PAITJOYINE JSE| JAY)}E asp

7 AQ paplalp g3 + g4 4 "[0]

'z dead Jog (gg) asuejeq Butuuibagq se g3 asn vayy (g3) asuejeq Gutpua syenba [ejof

I(1 sug| *a *(o3)juashed xey jeuaiyjppe jo uajjeziysowe ppe f(] aufy '3 *qo3jJeak o} jrjeusq uojjeraasdap JIesiqng ‘g Sujl ‘e "[03 8%a[ ¢ Suf[ ‘v uEnjo} s gg | Jed) -

*ajoys d/J ayew 03 paatadad ysed 33U 40 vorjeziyosy 'y *fod 'y abed ‘agnpayas uojjezyyowy
*(ARTT1An Ag pantaial ysea [enjaey y *[o3 | abed 'juasysanuj juawasgnbas anuaaas ey Jayr [ejo]
uaye) uojjriadsdap jejoy aje(nenady

A 15414 0} uojjuasuod Jeak-giey Ardde ‘juaisad aduereq Buugpaap pue sseqd SHIGN Buimsajag
(dn-ssoJb auj ajes xey @ Junowe uo1IngyJdjue)

*] abed uo pasn se junowe aw

ajetidosdde uaym aur(-jybresis oy Jarg-ssadd

1.86-11-019

: p @abeg
d XIANdddvy

8%)) 1uofyngiaung

1) venta)
if uengo)
t} uanjog

iy venjog
+6 uanjog

14 uenjoy
ta uanjoy
1p uen oy
13 uenjay
1q usn|og
18 uen(n)

1SNOLLNATHLNDD

tuayyeur s

1§ O0HI3



1.86-11-019

'juno3ze g0 ay} Aq 13s440 87 s1y3 loypg Aq padueuty jueyd ayy p4oiad aj

0n0'1 yse)
000'1 uend 'y

*3oede} sjuawasinbas anuaras ay) s3asjo §y)
oue(d 7419 Y} 4O ] KEY Ay} JAAD anuaAal ‘Is|W 0} anuaAas pailagap arjjJame o]

P4y anuaAdy SNOAUR[|AISTY
AN anuaasy paajag °¢

‘woyiRfaaadap SYIYN 40 §}14auaq Nej pJodad of

£l 13 - saxe} pasiaja(
1 ajqedeg saxe) 7

(Z6h$ = %68 # 7026 SNId %pS 4 00014)
*dn-ss04b pue ny1g 0} pajejad
sjuno1ie xey dn 3as Q) pue uatinqriiual 4o 3dpadas piodal o)

AN arqedey saxe]
08t anuaaay pasaajaq
. 0001 912
| 0¥ 1] - saxe| palsajag
AR ysey 1

1 Je3)
(Spunjat ou) SUOINQLIIU0Y Jo4 §ATJIUF [RUJNO]
¢ poyjay 4oy Bupjunoday

¢ 23eq
4 XIaNdAddV



"1.86-11-019

14 gL
0 00990 0 9110 I k1910 B 0 0be 91 02
0 00990 0 Lo ] PI9r'0 | 4 91 | [AY 91 b1
1 00990 ! A DR 9 LARARL] 68 I3 go0g 91 a1
I 00990 I 9881°0 [ #1910 g¢ Lh £42 91 L1
! 00950 A IS TAN) 1] LALAN Il £9 Lz 91 91 _
1) 00990 ¢ 0L41°0 1] AL S] (8 bl 192 91 81
A 00990 ¥ 8s1Z2°0 L1 AL 8] 701 gb 4 74 91 bi
£ 00790 S k420 &1 AL 1 01t 0eZ 91 ' £1
¥ 0099'0 ) qzL2'0 44 FI91%0 el b b1z 91 21
g 0099°0 i BEOL*0 ¥ FIRIM0 081 (A4 g4l 91 "
9 0099°0 [ GBEL*D i7 FI91°0 991 851 281 i 01
L 00990 11 £LLE°0 YA pIgl'o 181 £l 191 91 b
b 00990 £1 ¥OZh"0 2 k19170 161 481 16§ 91 a
I 0099°0 91 Ceb°0 139 RI9T%0 Y 14 g0z el L1 L
£l 0099°0 Y 12250 8 vIReto €2 444 81t 81 9
¢l 0099'0 £z 81850 1} PI91°0 byl (1] 14 D] 41 S
b1 00990 14 $849°0 £ FI91°0 0Lz 687 18 £/ ¥
44 009970 4 9I2L*0 iy piglo 162 082 09 £ £
1 00990 ¥ 2508°0 IS pI91"0 gle £0g it 4 4
it 0099°0 8 £L68°0 S (LN b (24N £1 £l 0b I
juasdey xe| juaudeg xej| ¢
PaJanniaduf paJaaaaadug JuaLARY Kej
"3AY P ajey *aAy PN THN) paiaAgladug  uanjay juavheg xef  juauhey
uo 'bay 'Ady xej-Japyy  ua rhay 'asy  Jojaey Ay P . 4o ajey paJanodadun X8| 4[] Jdag wnaay Jeaj J4agd  (AJLEIn Ag)
HE[=Ja}4y Arddy PIJUNGIE T unoasty  uo chay Ay Kej-adyg ‘aAY CPIN Butuyeway SHIUH SHIYH juawkegd Key  Jeay
() (ry (n () (b £ (@ - (3) (q) (e)
0001 1a3ueApY
txey 3o 65046 fsead op JaA0 ayqeded spunjay
INOTLONYLENDD 40 QI NI S3INUAGY G (OHL3
9 93eg

a XIANIddV



I1.86-11-019

ajeradosdde uays aup[-yB1eays 0} JaA0-55043 YJeak 38415 0 UOTIUIAUOY JedAe§Ry AQdde Yyuadsad adueteq Gutugppaap pue

“PIATAIAL S¥ JAUUVS JUES YY UY PRIIYJONE 3. SJUNEY @sayl ‘ajoys way) dady 0} Avdayus ayy 03 y32q uaath ag jsnE juy} junoew ayy sy sfy)

*AYPTIIN 843 AQ POATOAL ySEI Jau SuBsAJdat VENTOD T4 Cf LeN[03 SaEF} | ven{o)

{sasodind {437 Joj ajqexey jou dn-ssoJb xey [esapay saEnESE) pE' - | tua ggsl ‘ayed ey sy
§ ueniod saayy B uenqoy

0°Z 0307 Ul Juauades Joj SPURIS 38.93 ey} SjON 1RJa3aN}]

(£ (UIBONI 3YRU) )71 1f Je3y

{LulUasaY2 @Y041) )/ 1T JEB)

(WIS0Y3 NeA)/f 1] Jeay

40 UJN}aL O BYRS PITLIOGING JSE] Jay}le as))
§ uen{od 1aey} @ uenjoj

100'Z1 4o Jojawy Junaasip epius

"UJnjas 4o ajed X

ad se gp asn bayes junoasip yz1 esn 4|

WILN SRuf] Ayjnba pur y3038 patiajesd jo 3503 pajybian oy Jqap jo ys03 pappaqea ppe fsys03 pajybran pue asnjandys [#31dva pazjsoune yse[ SN 4] UIN}AJ JO 83RJ Xej-aud ajndea)

T Aq paprajp ens fauefeq Juasded xvy Jvak jo pus + asueqeq Juswded xe3 Jvak jo Gutuujbag
uapieiaesdap paye(neniar ssay juasded xu)

Udney uojjejlasdap [e3a) ajenenady

{3 SUIYN dufwiajag
{dn-s5040 ou) ajes mey y junocEe adlueApy
(dn-88046 ou) azueape jo junome

[ 8abeg
3 XIaNEddvw

1y uenjog
1f vanjey
I} usnjay

1y uenjo)
b uenyoy

14 uen|o]
13 uano]
uenjog
uan(eg
uenjag
usn (o)
aupniajag

tuajieuefdy

fdn-s504b e pungas ‘sacueapy 1G QOHLI



1.86-11-019

{091) {1£42) {ge wee'n
11} i i 1zf) [
() w (1431 (8 l
{1} ) (nn {fAq] I
() T (n {zf) l
i () {m {{49] §
() () (i ) _ g
i 1) {m {zf) |
i) ) (rn [t4y] §
tn {0 {m {t4¥] i
(¥ () {n {28) |
i (o (m (g [
v 13 (m {zf) I
() w 1m a : ! {
¥ { {m (Zg) i
{3 3] {m (z£) ' §
th} () {m {8 §
1 (L) 1A} {8 |
2] () 181} (g} §
(¥) (L) (m () i
i (L) (1 {49] |
8l £ 16 oat 11N
i i) {m (ze) I ] i rento 8 ] ¢ 0t L] {
h () (111] t44] £ 0 ¥ ¥se'o |14 9 0 [ 149 ] o
11} i} 1 {i44] s | 9 Pt [} It I a0t L £
1] i) tn {49] L I & LALIN] [ i I £6 9 i
i) i) (1 {144] b 4 1] (LI &9 19 | L n §
1} i) i (zf) | £ f1 LALIN] i8 L[4 [4 314 Ll {
11 ) (m £49] tl ¥ 91 L] 9% 06 i 414 9 |
i () (m (149 £ £ 81 ¥I91'0 801 £01 £ 194 1 {
n (L} (i {{AN] ¥l 9 114 LN [44] 91l ¥ 1114 9 i
1} 3] (m (zg) [ L 14 1L ] of1 8zl $ 861 9 1
11} () {114] (It} bl [ ¥4 yisio i [}1] 9 41 Ll (
]} () (18}] (8 ¥ I 14 rigro £61 L1 L 91 9 i
1} T3] (n £AY] £l £ 9 ¥el'e 091 181 [ 151 91 f
() 4] 141] (g} 1 91 i@ LI n i ] Y] i l
n {4 {1 (£ 8 1 .14 ¥igr'e t oLl i1 an 81 : $
il () (n (zg) < £z (14 L1141 Lt 1A ] 001 1 §
( {F7] {m () 1 1 (14 LI 081 bl 61 £ 1] 14 |
1} (L i t44] {8 ¥ & ¥Rl 181 181 u 0% it f
th i) {1 [t4Y] {n {] (14 pigito 08§ 41 { 8 14 i
W H (L) (I t49)] {1z} 1 & ¥igito 01 &1 it £ il 1
o1 081
PURES *APR jO Q14300 AQ  uojyngyaquag uojyng au0] Jussieg xe| Juseing
AYvinin Aq dn-s9048 0y juseded vo sjuemssinbay jwAwg [ppy  paRADIRLUY PRIBADIBIG UDTINGEAINOY  TRUOTYIPPY fruay3repy
Aeqing ysey payjdde sbujarg  sbujang Ayrinan oy enuaamy ‘jdouy xel CEAY TPIA abwsany pRIBAINIUY 40 8 (RpeyIg Kej-Ja3gy  Jdeg enaxy Jwag Jag  (KY§7RA0 Aq)
0 AJaroday  xey jo junamy L] uotyanpag rej 104 40 98043 pajunodelg xej-244 a3ybay N - uajyeiyom JOINq43U0]  BNIYM BUWH juandeg xej .
{0) () Ul (n % (f1 n (49 (L] (H () " {3 19) L]

0001 JURARY

*dn-asasb ey epniduy spunjals fnseak o Jaro ajqeded spunjay
’ INOILONULENDD 40 OI¥ NI S3INWAGY 15 Q0K

g =beg
d XIAdNHddv



I.00-11-019

*0918 40 juasded Juady-dn By} Jaj wjoym apve 8§ AJEIRAN 10 weR(E)
‘pungid dn-ssod puny oy paum sbujaes vy jo UGYJO4 1U LER(E)

*RJ9Rq JUE4n3 B ua sedo[anEp 0} §Ieq PAMOL§ 8 SIYL *{] *103) juncer punjaa AfJead o} aed xey [wiapaj Ajddy e uenjo)
*(potJed yaeqhed Jeak-gp seensse) 1g'7 sen}y dn-ssodb 4 sauwapy tpunjas AfJead ayndec) o venje)
ipajesaval AgaJayy sbugaes xwy ay) pus ‘Jadojerdp ayy 0 punyaa ey} ayndmed o pue ‘e ‘s '| suenjo]

*[UOJINGIIIU0T By} BIURUTH 0) sJaAvdalRs By} 804 AYI{TIN Ay} AQ PAJEAO3AJ BY JSNE JEY} JURCER By} 8] S§yl) [ ven{od ssaf | usnfo] 1Y uenje]

| abed 'y wengog tf uenjoy
§ uanjox seejy B wemjay oy uenjog
¢

*T00°L1 91 BOY WE3-2M4 1Y00°7) 8 §]

“HaIN SOUF} 4309 ‘A3jaba pur x3038 pasajesd jo 390 pajubien 03 3qEp 40 3903 pappaqea ppe 93803 PajyBIMN § EUnjInije [R3jdR3 CUINE AR 1Oy Y Asn 4]
*100°20 10 830 JUTOINIP SPENSIRIS JO YUY PITTIAONINE Y8R ST SIIRG Ly LEN(D)

7 Ag papiatp g3+ 88 t4 '1og b wenje
*7 ieak Joy gg se g3 asn uay)

g3 = [e30} f( eup) ‘e °[o3) yuawked xe} [eunyyippe jo uopjezyyoee ppe () aupp '3 foajesk Joy yrjauaq vorjepiasdep JIea3qng ‘0 BUP[ ‘a +[02 seaf ¢ aujl ‘v usn(o) = gg [ Jea) 1} uenjoy
*s1oyn d/J @yew 0} pRAYalaJ IUI JaU j0 uDjIRZIYSowy N 103 'y abed ‘agnpayas vojjviisosy i@ wenyo)
*(A3T113R AQ paATaled ysea [enjae) ¥ *103 | abed 'jusejsasu) jusessinbas enuaass X} s34 [EI0L 1 venjo)

usyu} votierald

[¥10} 8}2{NERI3Y 13 uER|O)

ayejadosdde vay eut[-3ybies}s 0} Jea0-$5043 ‘Jesh JE414 0F UOTIUBAUDY Jedh-j ey Apdde *jumdsed saue[eq Gutugidap pue SIRI SYIYN uleslag 1q uan|o)

6 abeq
4 ¥XI1dNaddv

{dn-us04b ou) @304 xv) @ JUAOER BIURARY 1V uER]0)
*y abed vo pasn 3¢ junoeR awes @S[ 1aJuwApy 1UD|IR

1dx3

*dn-89040 yygn punged [ssauvapy 15 poyjey



1.86-11-019

®

*juamked punjaJ ay} 40 s31jauaq xey ayy piolal o)

L a1y ‘dn-ssosg xey tsaliseyy patsasag
L ajqedey saxe| °9

*juswAvd punjed JenuuE ay} puodad o}

it yseg
L dn-ssoJg xej 1y
.8 UO§3INJINN0Y 4O PIY U SBIURAPY G
'JUN0IIT 1Y Y} AQ jas§po 8y sy (91y AQ paauvuyy wgn_g 4y} pJaand o]

000't LR
0001 ey Yy

‘Jandu} sjuauasnbas anuaass ayy sjasyja apy)
‘queid 31y @Y} 4O 84F NP} Y} JEAQ ENUBARJ *ISTW O} ANUEABJ PaJJajap B2jjlowe o)

it aNUBARY SNOBUE[[AISTY
Ay anusABy passajeg ‘g

‘upyyepanadep gYIYN 0 S)jjaueq Xey pJodes q)

1 Jly - saxe| paJsajag
: N dfqedeg saxe] 'z

*dn-s8046 xey pajeyosse ayy pue iy 03 pajefad
sjunoade xey dn 3as 0} pue alueapy 4o Jdrades pJolad g

A | apqedeg saxey
081 anuaAay padiajaq
t4k4 dn-gs0.g xey 1y
; 000'] Ua§1anJIsUD] 40 pIY Ul adueapy
b4k a1y ‘dn-ssoug xe} 1sabiey) passsjag
11 1 JIY - saxe] palajaq
424 ysey

LYY
(84edh 0y Juao ajquAed spunjad) (J[y) UOTIINIISUO] 4O PIY UP SEIUEAPY io4 sayau3 feudnop
¢ poyjay o4 Gujjunoday

01 23eq
d XIANIddV

(END OF APPENDIX E)



I1.86-11-019 ALJ/RAB/fs

APPENDIX F

3

5

s

<a dn 95049 4ICs

i R 304
0 8980°0 0 8¥60°0 0 85010 - 0 "Tio 0 MWiEo 1 0z
0 1840°0 0 1901°0 0 1955°0 ! 9210 0 uzr*o ') ot
i 80T1°0 1 0021°0 I 0081°0 I 40%1°0 0 $Zh10 9 81
1 B21°0 ] 0881°0 1 %10 I U610 ! 9881°0 4 u
z SIFT"0 z 6161°0 4 1£91°0 4 Z8L1°0 A 2901°0 1 N
H4 5481°0 Z H0L1°0 g {281°0 g 5510 £ 0L61°0 1 g1
£ L081°0 ¢ 22610 $ 9502°0 £ BLIZ"0 ¥ B412°0 9 1
¥ Znz°0 ¥ £912°0 ¥ 6ZZ°0 [} 6202°0 s 9420 6l £1
g L082°0 g £592°0 g 19620 9 8022°0 9 52L2°0 4 FA
9 £092°0 L L822°0 L SL82°0 L 0205°0 L BE0S°0 174 11
g 99620 8 4L08°0 6 0228°0 ) 495£°0 4 GASE*0 &2 0
o1 H8°0 ot s 0 0F 9098°0 1 88°0 1§ £LL8°0 & 6
2 29(8°0 A L685°0 £ 6£0¥°0 g1 %8140 g1 ¥0Z¥°0 bAS 8
1 162°0 gr 8890 gt £78%°0 9 {990 ) £890°0 " L
81 £08%°0 ] ££6¢°0 b1 9905°0 &1 $025°0 81 12280 &$ ]
74 82880 rrd 6655°0 £2 L9580 £2 £086°0 £2 9185°0 oy S
%2 ££19°0 174 £429°0 14 £89°0 82 0LH9°0 4 ¥8¥9°0 £y ¥
% 1£69°0 5 £204°0 5t Br1L"0 o $12L°0 ¥ 92zL'0 o g
oy 19640 o 10640 10} UsL*0 iy #5080 Iy 28080 18 2
8rs 0588°0 Br$ £688°0 Brs 6268°0 BYs 6968°0 abs $L68°0 , 458 1
‘bay caty  %00°'¢1 ‘bay *aay  %08°Z! ‘boy ‘Amy  %00°21 bay By Y08°1] bay Ay Lhverl el up Jes
PAYNOISIQ W X330 PRIUNCISIT By JOYIB4 PARUMOISID 3y JOJIBJ PARUNOISIQ Y JOJOMY PeJUNCIsEg Y Jojoey bay Ay

Junaas g unads g uno3syg Jun02s 1 Junaas i

NOLLOWAGNOD-0-01Y-NI-NOLLNGIYNINGD 000°T$ Y H04

S31VY INNODRIQ SNOTYYA 1V o BEOMO XUL SWOINI "WU3034 S.MOLNGININGD

(END OF APPENDIX F)



I.86-11-019 ALJ/RAB/fs

APPENDIX G
(Example of Tariff)

Income Tax Component of Contributions and Advances Provision

1. Contributions in Aid of Construction and Advances for
Construction shall include, but are not limited to, cash, services,
facilities, labor, property, and income taxes thereon provided by a
person or agency to (utility). The value of all contributions and
advances shall be based on (utility’s) estimates. Contributions
and advances shall consist of two components for the purpose of
recording transactions as follows:

(a) Income Tax Component (ITC), and

(b) The balance of the contribution or
advance.

2. The ITC shall be calculated by multiplying the balance of

the contribution or advance by the tax factor of _ %. (Here the
utility should determine the tax factor using its adopted method.)
3. The tax factor is established by using Method ___ as set
forth in D. in I.86-11-019.
4. The formula to compute Method ___ includes the following
factors:
(a) Corporate tax rate of ___ %.
(b) A discount rate of __ %. (Here insert either
12% or tEe utility’s authorized rate of
return.)
(c) A pre-tax rate of return of %. (Here insert

either 17% (if the 12% discount rate was used)
or the pre-tax rate of return based on the
utility’s authorized rate of return.)1

5. Pursuant to D. , this tariff is effective as of
February 11, 1987.

1 Paragraphs 4(b) and 4(c) should be omitted if Method 2 is
adopted.

(END OF APPENDIX G)





