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RESOLUTION

(RES. W-4263), SOUTHERN CALIFORNIA WATER COMPANY (SCWC) AND VALENCIA WATER COMPANY (VWC).  ORDER AUTHORIZING ALL REGULATED WATER UTILITIES TO GROSS-UP CONTRIBUTIONS-IN-AID-OF-CONSTRUCTION (CIAC) TO COLLECT THE INCOME TAX COMPONENT OF SERVICE LATERALS.

Summary

This resolution allows all water companies to gross-up CIAC to collect the income tax component for service laterals.  

Background

The Tax Reform Act of 1986 modified section 118(b) of the Internal Revenue Code such that, for the first time, the value of facilities built by developers or prospective customers and contributed to a utility, or paid for by developers or prospective customers (contributors) and contributed to the utility, would be considered ordinary income and would be taxed.  This modification applied to regulated public utilities including electrical, gas, water, and sewage disposal utilities.  The Commission opened Order Instituting Investigation (I.) 86-11-019 and by Decision (D.) 87-09-026 allowed the utilities to pass these costs on to the contributors.

The Commission in I.86-11-019 investigated five different methods of accounting for the new tax on CIAC.  D.87-09-026 allowed water utilities to use two of those methods depending on company size.  Method two allowed the utilities to gross-up the CIAC by enough money to pay the income tax (and the income tax on the income tax portion of CIAC) and charge that amount to the contributor.  This method was approved for the smaller companies who needed the extra cash flow.  Method five took into account the fact that the depreciation of the facilities 

over their useful life would result in a tax savings in the future and passed these benefits on to the contributor, resulting in a lower gross-up.  

On October 4, 1994, Castlerock Estates, Inc. (a developer), Toro Water Service, Inc., and California Utilities Service Inc., filed a petition to modify Conclusion of 

Law (COL) 12 of D.87-09-026.  This COL required the utility to refund to the contributor any CIAC gross-up that was not actually paid as income tax.  The COL did not take into account that utilities might have a tax loss carry-forward or tax credit that meant that they paid at a lower than normal tax rate or no tax at all.  Under the wording of the original COL, the utility would have to refund all of the gross-up for taxes in those years.  The Commission clarified COL 12 in 

D.96-10-037, dated October 9, 1966.  It said that, because the tax gross-up should be revenue neutral, the utility’s tax loss carry forward and other tax credits should not be used to offset the contributor’s tax liability.  It ordered COL 12 in D.87-09-026 rescinded and replaced it with language that made the contributor pay gross up based on the incremental tax rate without consideration of those adjustments.  It also added the same language to the water utilities’ Rule 15.  

In 1996 the National Association of Water Companies managed to get language into the Small Business Job Protection Act that repealed taxes on CIAC for water and sewerage utilities for amounts received after June 12, 1996.  All water and sewer system utilities filed to take the gross-up provision out of their tariffs.  

In 1998, the IRS announced that it was considering reclassifying CIAC receipts for single-customer service lines (the pipe and fittings from the distribution main, the meter box, and the meter to serve a single customer) as taxable income.  Both the NAWC and the National Association of Regulatory Utility Commissioners opposed this change, but, on January 6, 2001, the IRS adopted it.  Because it had not been clear whether service laterals should be taxed, according to the IRS, the change was not made retroactive.  

On January 29, 2001, SCWC filed AL 1091-W and on February 2, 2001, VWC filed AL 92 to modify their respective Rule 15s to allow them to charge developers a gross-up on service laterals.  Since that time, other water utilities have inquired about how they should file their tariff sheets for CIAC gross-up.  

On February 15, 2001 the Commission Office of Ratepayer Advocates (ORA), Water Branch, sent a letter to the Water Division opposing the two advice letters in their present form.  It pointed out that the language on the tariff sheets in the 

two filings did not address how the over-collection of tax payment would be refunded.  It stated that VWC’s filing did not identify which plant items would be subject to tax obligation, that both filings required collection of income taxes based on utilities’ estimates and that both filings had no provision for adjustments after actual costs were known.  It recommended Water Division convene a workshop to develop appropriate tariff language.  It also recommended language for an ordering paragraph (OP) to this resolution if the ALs were to be approved.  This OP language would require utilities to file a report with the Commission by March 31, of each year stating the total gross-up collected and the actual taxes paid for CIAC and advances.  By May 1, all utilities would file a statement that all over-collection of taxes had been refunded.  

Discussion

Staff has reviewed the two advice letters and recommends that the Commission approve them with modifications.  The alternative is to have the utilities pay these taxes themselves.  This would increase the utilities’ rate base and result in all customers paying for the costs that the new customers were imposing on the utility.  Because this is the case with other water utilities also, all water utilities should be ordered to file similar advice letters and these advice letters should be made effective as soon as possible.

ORA raises some good points in its letter.  Although the language the utilities propose to use is nearly identical to the language that was removed in 1996, it could still be improved.  For example, although the contributors are usually businesses and can track actual tax liabilities of the utilities and enforce paybacks in accordance with D.96-10-037, it is only fair that the language of COL 12 be replicated in the Main Extension Contract itself, for those Contributors who do not know to check Rule 15.  The easiest way for this to happen is to attach language to this resolution that the utilities shall include in their tariffs.  This will allow the parties to the main extension to monitor the actual amounts spent themselves, as part of their contractual arrangement, and not force the Commission staff to do it, as ORA proposed in their protest.  With these changes, a workshop is not necessary.

The Commission presently regulates 150 water utilities.  All of these utilities are affected by the IRS ruling.  In order to promote efficiency and not expend resources unnecessarily, the Water Division should be allowed to review and 

approve filings from the other water utilities if they are otherwise correct and comply with the requirements of this resolution.  

Notice AND PROTESTS

Both advice letters were sent to their service lists and the filing of each was noticed in the Commission calendar.  ORA’s was the only protest.  

Findings AND CONCLUSIONS

1. Allowing water utilities to gross-up the contributed cost of service laterals and collect the money from the contributor is in the public interest.  

2. Because all water utilities are performing the same function, they should have the same language in their tariffs.  

3. Because it is a part of the main extension, language concerning the 
grossing-up of service lateral costs and the provision where excess gross-ups should be refunded should be in the main extension contract.  

4. Because this IRS rule affects all water utilities and because it is a waste of Commission resources to process individual or even group resolution approving these changes, the Water Division should be authorized to approve similar advice letter filing from all other water utilities, if those filing conform with this resolution.  

5. All water utilities should file similar advice letters.  

Therefore it is ordered that:

1. Southern California Water Company and Valencia Water Company shall file supplemental advice letters to Advice Letters 1091-W and 92, respectively, to include the language attached to this resolution in their Rule 15 and to file modified main extension contract forms.  If found to be in compliance, these supplemental advice letters shall be effective on five days notice.  

2. All Commission-regulated water utilities shall prepare and file similar advice letters within 60 days of this order.  If upon review, Water Division finds that an advice letter is in compliance with this Resolution, the advice letter shall be effective on five days notice.  

3. The following language shall be added to the main extension contract forms in each water utility’s tariffs and included in each main extension contract:

“The utility shall inform Applicant of the final cost of the 

installation of all service laterals and the resulting tax 

paid thereon.”

      and

“In the event that the Utility collects a gross-up using an 

incremental tax rate that is more than its incremental tax rate as determined on a taxable year basis, without consideration of a 

tax credit or tax loss carry forward, the difference between what

was and what should have been collected will be refunded to the Applicant.”


4. This Resolution is effective today.

I certify that the foregoing resolution was duly introduced, passed and adopted at a conference of the Public Utilities Commission of the State of California held on April 19, 2001; the following Commissioners voting favorably thereon:
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ATTACHMENT

RULE 15

(continued)

MAIN EXTENSIONS

E. 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 the utility.  The value of non-cash contributions and advances shall be based on the utility’s estimates.  Contributions and advances shall consist of three components for the purpose of recording transactions as follows:

(a)
Income Tax Component (ITC), and
(b) The portion of the contribution or advance attributable to service 
      laterals
(c)
The balance of the contribution or advance.


2. The ITC shall be calculated by multiplying the balance of the service lateral contribution by the tax factor of 28.0% or the service lateral advance by the tax factor of 30.0%.


3. The tax factors are established by using Method 5 as set forth in D.87-09-026 in I.86-11-019.


4. The formula to compute Method 5 includes the following factors:

(a)
State Franchise tax rate of

8.84%
(b)
Federal Income tax rate of

34.0%
(c)
A discount rate of



9.4%
(d)
A pre-tax rate of return of

12.75%
(e)
Cost of debt of



 0.10%
(f)
Return on equity of


9%
(g)
Capital ratio (debt:equity)

40:60
(h)
Net to gross




1.65


5. The ITC tax factor has been derived from the corporate rate and it will remain in effect until the utility’s net taxable income changes to the extent that the gross-up rate would increase or decrease by five percentage points or more.  When and if that occurs, the utility will file an advice letter showing the new rates and cancel out this sheet.


6. In the event that the Utility collects a gross-up using an incremental tax rate that is more than its incremental tax rate as determined on a taxable year basis, without consideration of a tax credit or tax loss carry forward, the difference between what was and what should have been collected will be refunded to the Applicant.
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