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Decision 84 07 €68 JUL - 51984

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF CALIFORNIA

In the Matter of the Application )
of SOUTHERN CALIFORNIA GAS COMPANY)
to rescind refund orders relative )
to its investment tax credit
election pursuant to Decisioms
85627, 86117, 86118, and 86691 and

g Apglication 83-04~63

)
suspended by Decisions 86154 and )

)

)

(Filed April 2%, 1983)

86684.

OPINION

Background

In 1976 this Commission {ssued to Southern California Gas
Company (SoCal) certain ordersl/ requiring it to refund about
$6 million to its customers. Before any amounts were actually
refunded we issued two further orderszl which suspended the
refund orders pending revie& by the California Supreme Court.

The initial orxders were intended to assure that SoCal's
ratepayers received all the economic benefits SoCal derived from
changes in the federal tax law regarding investment tax credit,
sometimes referred to as ITC. SoCal argued before the California

Supreme Court that the refund orders were in violation of these tax

provisions.

1/ "Decision (D.) 85627, as modified by D.86117 and D.86118
(rehearing denied in D.86681).

2/ D.86154 and D.86684.
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The investment tax credit {s meant to act as a stimulus
to new capital investments by permitting a certain percentage of
the cost,of such new investments to be credited against the current
year's federal income tax liability. The law permitting such tax
3/

treatment™' gets forth three options utilities way use to pass
the resultant tax savings to their ratepayers for ratemaking
purposes.

The first, which is not at issue here, allows the utility
to reduce its rate base (value of property devoted to public use)
by the amount of the credit and then to restore that amount to rate
base proportionately over the useful life of the property acquired
through the investment.

The second, ratable flow-through, allows the utilitcy an

immediate credit to income taxes which the utility then subtracts

proportionately ("ratably") over the useful life of the property
from the utility's cost of service (operating expenses). Under
ratable flow through the rate base remains unaffected and the tax
savings are spread over the useful life of the property thereby

lowering rates to future ratepayers during the period of useful

life (approximately 39 years in this case).

3/"Principally, Title 26, United States Code Annotated Se;tion 46,
T also known as Internal Revenue Code of 1954 (IRC) Section 46.
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The third allowable option is called immediate flow-
through. 1t permits the utility o reduce either its rate base or
its costrof service by the full amount of tax savings in the year
that the savings are realized. Under this option nearly all the
benefit of the tax savings goes immediately to the present rate-
payers rather than being apportioned over the useful life of the
property as would occur under ratable flow-through.

SoCal elected the second option, ratable flow-through.
The tax law in question, IRC Section 46(£)(8), contains a provision
that says the choice of {immediate flow-through nmust be made at the
utility's own option. 1If the utility chooses ratable flow-through
and the state regulatory commission adjusts either the utility's
cost of service or its rate base to flow through the credit faster
than ratably, the credit will not be allowed. We adjusted neither.
However, based on SoCal's own assertions, we found that its
election of ratable flow-through reduced its f£inancial risk. We
concluded that a rate of return adjustment downward of 0.25% would
best recognize that risk reduction, and we ordered such adjustment
thereby accomplishing our then intent of assuring that the then
ratepayers would receive all the collateral economic benefits
accruing from this change in the law. We also stated that this

adjustment would not deprive SoCal of its eligipility for the

tax credit. See 1976 decisions, supra.
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The Supreme Court heard SeoCal's petition for writ of

review and issued a decision, Southern Califormia Gas Company v

" public Utilities Commission (1979) 23 Cal.3d 470. In that pPro-

ceeding SoCal claimed, among other things, that a letter ruling

issued ¢ it by the Internal Revenue Service on November 19, 1976

(subsegquent to the Commission's decision) stated that the treat-
ment of SoCal's investment tax credit ordered in the Commission's
decision would result in disallowance of the tax credit. SoCal
concluded that the Commission's decision was based on a false
assumption that SoCal would benefit £rom the tax credit provisions.
The Court rejected SoCal's conclusion pointing out that the IRS did
not have aceess to the complete record in the case and that such
letter rulings are subject to revocation or modification. The
Court concluded that the Commission had neither influenced SoCal to
abandon its election or ratable flow=through in contravention of
IRC Section 46 (f) (8) nor contravened IRC Section 46(f) (2) by
adjusting either cost of service or rate base in oxder to flow
through the ¢redit faster than ratably.

Since the issuance ¢f the Supreme Court's decision, three
things have occurreéd. First, the Economic Recovery Tax Act of 1921
was enacted making the issues presented here of primarily

historical interest. Second, according to SoCal, IRS examining
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agents audited SoCal for taxable years 1975 and 1976 and determined
that the ITCs for those years would be disallowed. And third, the
relevant® tax laws under consideration here were amended by Section
541 of the Surface Transportation Assistance Act of 1982;5/

As the ITC provisions stood prior to amendment, if a

utility elected ratable flow-through but contravened the provisions
of IRC Section 46(£)(1) or (2) by virtue of a public utilities
commission’s order which was inconsistent with these code sectioms,
all the utility's investment tax credits would be disallowed from

the time prior to the date the inconsistent order was put into

effect2/ until such time as the regulating commission issued a

consistent order. Section 5471 amended this by providing that a
utility's use of certain described practices, for any time prior to
Maxrch 1, 1980, would not be treated as inconsistent with IRC
Section 46(£) (1) or (2) if the practices were included in the order
of a public utilities commission entered before March 13, 1980, so
long as no refund or rate reduction had actually been made or that
the utility must, within six months of actually making the refunds

Or rate reductions, enter into a closing agreement with the IRS

4/ Public Law 97-424, Title V, Subtitle E, Section 541; 96 Stat.
- 2192, et seq. (herein referred to as Section 541).

2/ 1Limited, of course, by the applicable statute of limitatioms.




A.83-04-63 ALT/JP/GI/AFM/WPSC/ df

stating that the utility will pay an amount equivalent to those
refunds or rate reductions to the IRS. Of course, this latter
requirement would only be operative and the former description
would only be relevant where the practices in question were other-
wise inconsistent with IRC Sectiom 46(£)(1) or (2) requiiements.éj

SoCal's Position

SoCal's application to this Commission for an order
rescinding the refund orders alleges that the legal climate has
materially changed since the California Supreme Court decision in
1979 and that it is now settled that implementation of the refund
orders would impose an economic detriment upon SoCal's ratepayers
because the action now indisputably violates the requirements of
IRC Section 46(f), as amended in 1982 by Section S41. SoCal claims

this is borne out by the legislative history of the 1982 amendments
which, asserts SoCal, shows that Congress believed this Commission's

refund orders misapplied the law thereby Jeopardizing the ITC (and

&/ 7This is made clear by Sectionm 541(e)(S) which, imn relevant part,
gtates:

"(5) NO INFERENCE.-~The application of...paragraphs (1) and
(2)__of section 46(f) of /the Intermal Revenue Code of 1954/
to taxable years beginning before January 1, 1980...shall be
determined without any inference drawn from the amendments
nade by subsections (a) and (b) of this section or from the
rules contained in paragraphs (2), (3), and (4). . . ."
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certain other) benefits of the three Califormia utilities for which
this legislation was apparently drafted. SoCal also claims that
Section 541 clarifies congressional intent regarding the proper
wethod of ratably flowing through the ITC in such a way that the
Commission's orders are undeniably inconsistent.

The economic detriment to which SoCal refers is the
penalty provision of Section 541 which requires the utility, in
order to be eligible for IIC tax bemefits, to pay the IRS an amount
equal to the principal amount of any refund which is inconsistent
with the requirements of IRC Section 46(EX(1) or (2). Solal claims
it would have to collect approximately double this penalty amount
from its ratepayers in order to genmerate income sufficient to pay
this penalty.

Staff Position

The Commission's staff is split on the question of
whether the orders should be rescinded. Revenue Requirements
Division  recommends that they should be rescinded because
implementation could have a negative impact on SoCal's fimancial
ratios, financing capabilities, and cost of capital and a negative
impact on the financial community's perception of Califormia
regulation. TFurther, Revenue Requirements notes that at the very

least implementation of the orders will result in lengthy
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litigation by SoCal in the federal courts end possible loss of thé
6% ITC eligibility for 1977 through 1980 were the restrictions of
IRC Section 46(£)(4) ultizmately found to be applicadle.
Legal Division recomzends that the motion be deaied and
SoCal ordered to make refunds and take appropriate steps to
preserve itz cligidiliszy for the affested ITC. Legal Division
states that the 2uditors' determination zmentioned by SoCal is
presently being protested and is pending before the IRS Anpeals
Office in Los Angeles. Legal also disputes SoCal's claim that
ratepayers would be responsidle for any penalty if Solal were to be
. found ineligidle for the ITC 2nd points out that the underlying
Comnission cecisions are f£imal 2ad were upheld by the California
Supremse Court which cpecifically reoiected ScCel's clzin that they
would cause SoCal to lese its ITC eligibility. Finally, Legal
notes that the Cozzission was not permitted to participate in the
process resulting in the letter ruling and c¢laizms that Solal did
not pfesent the IRS with any arguments or facts in stcpport of
eligibilicy.

Discussion

The question that must bde resolved by the Comnission is
whether it 1s in the best interests of SoCal and its ratepayers to
order that the refunds be made or to rescind the refund orders and

bring this matter to an end.
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This situation is similar to the flow through-
normalization controversy between the Commission and Pacific
Telephome and General Telephone which lasted for many years and
was finally resolved hy the same Surface Transporzation
Assistance Act of 1982 discussed earlier. The Surface Trans-—

porrtation Assistance Act of 1982 ses forth the procedure for

Pacific Telephone and Cemeral Telephone to resolve their

disputes with the IRS. Provision was also made for SoCal to

resolve its dispute with the IRS should it choose to do so.
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Thus, if we were to order SoCal to make the refunds, it
wouldde in the position of having to pursue one of the following

alternatives:

2. Pay the deficiency of $4,942,354, assessed b
the IRS for the loss of 6% ITC eligibilicy for
tax years 1975 and 1976 ond litigate the issue
in the Court ‘of Claiws.

Refuse To pay the ceficiency and litigate the
issve in the United Stoces Tax Coures.

Cozply with the provisions of the Surface
Transportetion Act of 1682 and pay the IRS
approxizately $6,179,000 which is equal to the
refund anount currently 2t issue. Selfal Gas
woulc also have to enter into a2 closing
agreenents uader the provisions of the acs,
which would preveat furcther litigation of this
issue dbut preserve eligibilicy for all 6% ITC
3t rick. SoCal Gas' net out of pocker costs
vnder this alternative would be $9,707.000.

Should SoCal not prevail in che courss it will

undeudtedly petition the Comzission to vecover any increased Tax

liability resulting from the refund otdcrs.Z/'é/

*

7/ In Southern Californiz Gas Coz=oany v. Publiec Utilities
Conzicsion, SuURID 4./8 Zn. .o, tnC Cewliornia p//’
Supreme Court indicated that if SoCzl Gas' tax liadility were
increased due to the refund orders, it could petition this
Cozmission for cppropriate rellef ’

In Decision No. 92497, mimeo p.119, and Decision No. 82-12-054,
nineo p.97 (the Coomission's decisions in SoCal Gas' Test Year
1981 and 1983 general rate proceedings), this Coszission
stated that SoCal Ges may petition for gppropriate relief if
its tax liability is increased due to the refund orders.
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From the bcginning of this controversy it has been the
Commission’s intention that Solal renain'eliéible for its ITC
benefits. We had concluded, however, and the Califoraia
Supreme Court agreed with us, that the Commission'’s 25 percent
reduction in rate of returm was a legitimate Tatemaking
adjustment to reflect the reduced risk flowing to SoCal fronm
its ITC electrion. The IRS has disagreed with us from the
deginning and continues to do so. The Congress, through
¢nactment of ERTA, and provision of a procedure for closure in
the Surfact Tramsportatiom Act of 1982 appears to agree with
the IRS. Thus, the risk for SoCal and its ratepayers, should
the matter be litigated in a federal court has

increased since our original comclusion.

It is cur conclusion, after considering the positions of
cach of the parties, that the best interests of SoCal and its rate-
payers wduld be served by granting Solal's petition to recind
D.85627, as modified by D.86117 and D.86118.

-

Findings of Fact

1. 1In D.85627, os modified dy D.86117 and D.86118 (reheoring
denied in D.86481), this Commission ordered SoCzal to refund certain

anounts to its ratepayers to reflect a downward adjustment of

Solal's rate of return.

2. Our refund orders, D.85627, as modified, and D.86118,

were suspended by this Commission by D.86154 and D.86684 pending
California Supreme Court review.
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3. The Supreme Court upheld both refund orders in Southern

California Gas Comsany v Fublic Urilities Comzission (1979) 23 Cal.3d
470. '

4. In its decision the Supreme Court considered the izpact
of an IRS letter ruling issued to SoCal on November 19, 1976 and
concluded that it was based on an inconplete record, was subdject to
revoecarina or modificazion, and was therefore not binding on the
Court or the parties.

5. In 1982 IRS examining agents audited SoCal for 1975 and
1976 snd derercined that SoCal's ITCs for those years should be

dizallowed.

o .

SoCal has protested the auditors' deterrmination to the
in Lo0s Angeles. The protest is peanding.

7. Congrecss amended the ITC statutes in 1522 via Section
541 of'the Surface Trancportetion Lssistance Act of 1982,

8. %The intent ©f the Surface Transportation Assistance Act
of 1982 was to preserve ScCal's cligibility for I7C for the years
at issuve with ihe IRS if this Commissicn orderced that refunds be
made.

9. Continuation of this issue through the ordering of
refunds and litigation by SoCal through the courts is not in the

best interest of SoCal and its~ta:epaye:s.
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Conclusions of Law

1. The amendments of Section 541 of the Surface Transportation V)

o~
Assistancc Act of 1982 were included to proserve SoCal's eligibility o
to claim Investment Tox Crediss in

-

the event this Commiszion ordered v
that the refunds be made pursvasnt to D.85627, D.856117 and D.85118.

2. The enmactment of ERTA and the Surface Transparzation Act

of 1982 have increased the risk thaz SoCal vould not prevail in a

Federal Court were it Zo litigate this matzer.

3. The spplication of SoCal for rescission of cur refund

orders schould be granted.

CRDER
1T IS ORDIRED that:

Southern California Gas Company's application requesting

_ rescind Decisien (D) 86118 ané D.85627, as
wocdified by D.86117, is granted.

This order decozes effective 30 days froz today.

Dazed JUL 51984

at San Francisco, California.

LEOXAZD M, GRIMES, JR.

Tr s ) g
Pracliont
VICIOR CALV
, Commisciomer - DONALD VIAL
WaiLIAM T. BAGLEY
Commicsioznors
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litigation by SoCal in the federal courts and possible loss of the
6% ITC eligibility for 1377 through 1980 were the restrictions of
IRC Section 46(f)(4) ultimately found to be applicable.

Legal Division recommends that the motion be denied and
SoCal ordered to make refunds and take appropriate steps to
preserve its eligibility for the affected ITC. Legal Division

states that the auditors' determination mentioned by SoCal is

P
presently being protested and is pending before the IRS Appeals

Office in Los Angeles. Legal also disputes SoCal's claim that
ratepayers would be responsible for apy penalty if SoCal werxe to be
found ineligible for the ITC and éoints out that the underlying
Comopission decisions are final And were upheld by the Califormia
Supreme Court which specificdlly rejected SocCal's claim that they
would cause SoCal to lose Ats ITC eligibility. Finally, Legal

notes that the Commission was not permitted to participate im the
process resulting in frhe letter ruling and c¢claims that SoCal did
not present the IRS/with any arguments or facts in support of

" eligibilicy.

Discussion

The question that must be resolved by the Commission is |
whether it is In the best interests of SoCal and its ratepayers to
order that the refunds be made or to rescind the refund orders and

end the matter once and for all.
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wWhile it is true that the California Supreme Court

stated that Commission D.85627 does not violate IRC Section

46 (£) (2), we are mindful of the fact that such a statement does
not constitute binding legal precedent with respect to the resolu-
tion of any federal tax matter. There is little doubt that if
this Commission orders that the refunds be made, SeoCal would have

to litigate the issue through the federal courts, which may take

e
-~

many years to resolve.
This situation is analogous to £ £low through-
normalization controversy between the Lommission and Pacifice
Telephone and General Telephone whith lasted £or many years and
was finally resolved by the samé Surface Transportation Assistance
Act of 1982 discussed earlier. Congress inteantionally included
SoCal, in addit%on to Pacific Telephone and General Telephone,
in the Surface Transporfation Assistance Act o0f 1982 in order %o

prevent the issue expanding beyond SoCal's 1976 tax year. The

intent of Congress is quite clear.
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If we were to order Solal to make the refunds it would

" then be in the position of having to pursue one of the following

alternatives:

4. Pay the deficiency of $4,942.35Q:/assessed by
the IRS for the loss of 6% ITC eligibility for
tax years 1975 and 1976 and litigate the issue

in the Court of Claims. d///
Refuse to pay the deficiendy and litigate the
issue Iin the United Statesd Tax Court.

Comply with the provisions of the Surface
Transportation Act of 1982 and pay the IRS
approximately $6,179,000 which is equal to the
refund amount currently at issue. SoCal Gas
would also have to enter into a closing
agreements under the provisions of the act,
which would prevent/ further litigatiom of this
issue but preserve/eligidbility for all 6% ITC
at risk. SoCal Gas' met out of pocket costs
under this alternative would be $9,707,000.

Should SoCal not/ prevail in the courts iz will

undoubtedly petition the Lommission to recover any increased tax
liability resulting from/the refund orders.Z/‘Q/

7/ In Southern Califoréia Gas Company v. Publiec Utilities
Commission, supra 473 In. " I8, the California
Supreme Court indicated that if SoCal Gas' tax liability was
increased due to the refund orders, it could petition this

Commission for appropriate rellef and thus be reimbursed for
such additional tax liability.

In Decision No. 92497, mimeo p.119, and Decision No. 82-12-054,
mimeo p.97 (the Commission's decisions in SoCal Gas' Test Year
1981 and 1983 general rate proceedings), this Commission has
concurred that SoCal Gas may petition for appropriate relief if
its tax liability is increased due to the refund orders.
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It is our conclusion, after considering the positions of
each of the parties, that the best interests of SoCal and its rate-
payers would be served by granting SoCal's petition to recind
D.85627, as modified by D.86117 and D.£6118.

Findings of Fact

1. In D.85627, as modified by D.86117 and D.86118 (rehearing
denied in D.86681), this Commission ordered SoCaf to refund certain
amounts £o its ratepayers to reflect a downward adjustment of

SoCal's rate of return.

2. Qur refund orders, D.85627, modified, and D.86118,

were suspended by this Commission by D.86154 and D.86684 pending
California Supreme Court review.

3. The Supreme Court uz;pld both refund orders in Southern
California Gas Company v Public Utilities Commission (1979) 23 Cal.3é

4. In its decision/the Supreme Court considered the impact
of an IRS letter ruling Assued o SoCal on November 19, 1976 and
concluded that it was bpased on an incomplete record, was subject to
revocation or modification, and was therefore not binding on the
Court or the parties.

5. In 1982 IRS examining agents audited SoCal for 1975 and
1976 and determined that SoCal's ITCs for those years should be
disallowed.
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6. SoCal has protested the auditors' determination to the
" IRS Appeals Office in Los Angeles. The protest is pending.

7. Congress amended the ITC statutes in 1982 via Section
541 of.the Surface Transportation Assistance Act of 19822.

8. The intent of the Surface Transportation Assistance Act
of 1982 was to preserve SoCal's eligibility £or ITC for the years
at issue with the IRS if this Commission ordered that refunds be
made. |

9. Continuation of this issue throughi the ordering of
refunds and litigation by SoCal through e courts is not in the
best interest of SoCal and its ratepayers.

Conclusions Law

1. The California Supreme Court's decision in Southern
California Gas Company v Public Utilities Commission, supxa, has
no precedential effect on a Federal tax issue.

2. The amendments of Sdétion 541 of the Surface Transportation

Assistance Act of 1982 were #écluded to preserve S$oCal's eligibility o

/ .
to claim Investment Tax Credits in the event this Commission ordered v~
that the refunds be made pursuant to D.85627, D.86117 and D.26118.

3. It is evident that the opinien of both the IRS and

Congress is that D.85627 violates IRC Section 46(f£) (2).




-
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4. The application of SoCal for rescission of our refund

orders should be granted.

4

IT 1S ORDERED that:

Southern California Gas pany's application requesting

that this Commission rescind Decisfon (D) 86118 and D.85627, as

nodified by D.86117, is granted.
This order becomes;?@eccive 30 days from today.

Dated , at San Francisco, California.




