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ABSTRACT
AN EMPIRICAL STUDY OF A RATEMAKING ISSUE:

DETERMINING THE FEDERAL INCOME TAX
ALLOWANCE OF AN AFFILIATED UTILITY

By

Debra Ertel McGilsky

Different regulatory commissions presently use different tax
allowance methods to allocate the consolidated tax benefits realized
by an affiliated utility between the utility's ratepayers and share-
holders. The mechanics of the various methods affect both the revenue
requirement and the cash flow of a utility that participates in the
filing of a consolidated tax return. As a result, the various methods
have an impact on both the ratepayers and shareholders of affiliated
utilities. The purpose of this study was to determine the extent to
which use of the various methods impacts the amount of rates an
affiliated utility charges its ratepayers and the amount of income its
shareholders earn.

Effective tax rate methods, imputed interest methods, and the
stand-alone method were examined in this study. The effect the
methods had on the rates a ratepayer would be assessed and the amount
of dividend income a shareholder would earn was analyzed in simulated
situations under different financial constraints.

The results of this study found that allowing all but the stand-
alone method to be used to compute tax allowances creates an arbitrary
relationship between the amount of rates charged and either: (1) the

operations of the utility's affiliates, or (2) the financing policy of



Debra Ertel McGilsky

the utility's affiliates. This relationship was found to be neither
logical nor fair.

The recommendation of this study is to preclude utilities from
participating in the filing of a consolidated tax return by amending
IRC section 1504(b). One effect of adopting this recommendation would
be to ensure that results experienced by ratepayers and shareholders
would not be dependent upon either the operations or decisions of a
utility's affiliates. Furthermore, it would ensure that all tax bene-
fits realized by a utility would flow to the party that incurred the
costs that generated the benefits and that bore the risks inherent in
incurring the expenses.

This study provides an empirical framework with which to assess
the effect the tax allowance methods have on ratepayers and share-
holders of affiliated utilities. It should have implications for the
diversification plans of utilities and for the plans of other com-

panies presently affiliated with utilities.
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CHAPTER 1

INTRODUCTION

The Regulatory Process

Public utilities have been regulated by independent commissions
since the beginning of this century. Commission regulation is cur-
rently common at both the federal and state level. In theory, the
responsibility of a commission entails the regulation of the price,
investment, and service decisions of all public utilities over which
the particular commission has jurisdiction.

The major emphasis of both federal and state regulatory commis-
sions is on the establishment of rates its jurisdictional utilities
will be allowed to earn. A utility must compete with other regulated
and nonregulated industries for its factors of production--land, labor,
and capital. The amount of revenue a utility is allowed to earn by a
commission sets the limit on what that utility will be able to bid for
these factors of production. If the utility's bid is too low the fac-
tors will seek employment in other activities or industries. Thus a
commission must afford a utility the opportunity to earn an amount of
revenue that is sufficient to: (1) cover its operating expenses,

(2) compensate its investors reasonably, (3) maintain its credit, and
(4) attract capital. It must provide enough incentive to encourage
the utility to produce more efficiently and to ensure it will continue

to operate and provide its consumers with dependable service. On the
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other hand, it must also ensure that the utility's consumers are not
forced to pay the unreasonable prices that a utility, as a natural
monopoly, could command for its indispensable services.

In setting rates, a commission must first determine the amount
of revenue the utility needs to operate. This level of revenue is
referred to as the utility's "revenue requirement." Once the revenue
requirement is determined, the commission designs the schedule of rates
that will allow the utility to earn a certain percentage of its revenue
requirement from each of its particular classes of ratepayers.

The general ratemaking formula used by commissions to set
utility rates allows a utility to earn sufficient revenues: (1) to
cover its proper operating expenses, including depreciation expense,
(2) to cover the tax liability that would be payable if the utility's
authorized rate of return were earned, and (3) to provide a reasonable
rate of return on the firm's capital used and useful in utility ser-

vice.

Consolidated Tax Returns

Congress has extended the privilege of filing a consolidated tax
return to an affiliated group of corporations, provided that the con-
solidated tax return is not used as a tax avoidance device and provided
the return clearly reflects the tax 1liability of the group.l Consoli-
dated tax returns have been allowed based on the theory that the income
tax should be assessed on the income of a single business entity.

Thus, through use of a consolidated tax return, an affiliated group of

corporations is treated as a single business entity.

llnternal Revenue Code Sections 1501-1504.
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The total consolidated federal income tax liability of a group of
affiliated corporations filing a consolidated tax return will often
differ from the sum of the total separate federal income tax liabili-
ties that would be incurred if each corporation in the group filed a
separate tax return. One cause for this result, which generates a
consolidated tax savings to a group of affiljated corporations filing
a consolidated tax return, is the group's ability to currently offset
the net operating loss (NOL) of one or more of the affiliates against
the operating income of the other affiliates. Any excess NOL for a
separate corporation would become a carryover and could only be used to
offset its taxable income in other years.

Once the consolidated tax liability is determined, it is allo-
cated among the group members by the parent corporation. The parent
must elect an allocation method from one of the different methods
specified in the Internal Revenue Code and the Treasury Regulations or
use any other method, provided it is approved by the Commissioner of
the Internal Revenue. Each affiliate then pays its allocated share of
the tax liability to the parent corporation, which in turn pays the
total consolidated tax liability due to the federal government.

Determination of the Proper Amount of Federal Income

Tax Allowance to Include in the Revenue Requirement
of an Affiliated Utility

The terminology that has been used by regulators, accountants,
and academicians to discuss the determination of an affiliated

utility'32 tax allowance has not been uniform. Therefore, to provide

2Henceforth in this study, a utility that qualifies to partici-
pate in the filing of a consolidated tax return will be referred to as
an "affiliated utility.”
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consistency throughout this study, the respective definition of each
relevant term, as the term is used in this research, is set forth in
this chapter. The relevant terms and their respective meanings are as

follows:

1. Tax expense: the provision for taxes recorded on
the income statement of the utility. This is
typically computed by multiplying the utility's
pretax accounting income by the statutory tax
rate.

2, Tax liability: the amount of tax that is actually
payable to the federal government by the utility.
This is the amount of tax computed per the federal
income tax return. In the case of an affiliated
utility this is the utility's portion of the
actual consolidated tax payable to the federal
government per the consolidated tax return. A
utility's tax liability typically differs from
its tax expense due to tax timing differences.

3. Tax allowance: the amount of tax allowed by the
utility's jurisdictional commission to be included
in the revenue requirement of the utility; thus,
the amount of tax allowed to be recovered from the
ratepayers through the rates the utility charges.
Typically the tax allowance amount differs from
both the tax expense of the utility and the tax
liability of the utility because it represents
"the tax the utility would pay on the basis of
its projected revenues less deductions for all
operating, maintenance, and interest expenses
included in the cost of service."

In reading commission decisions which appear in this study, it
is important to note that commissioners have often used the above terms
interchangeably. Therefore, in analyzing the comments made by commis-
sioners, the reader of this study should be aware that it may be
necessary to overlook the specific terminology used by the commis-

sioners. Instead the reader should attempt to understand the context

353 Columbia Gulf Transmission Company, 54 PUR4th 31, Opinion
No. 173, Docket Nos. RP75-105-002, RP75-106-006 (Federal Energy Regu-
latory Commission 1983), p. 38.
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of the decisions in terms of the above terminology and respective
meanings.

The tax allowance of an independent utility is generally calcu-
lated by multiplying the tax base of the utility by the factor
[t/(1 - t)], where t represents the statutory federal income tax rate.
When the utility is a party to a consolidated tax return, commissioners
must decide how, if at all, to adjust the utility's tax allowance to
account for any consolidated tax benefits/detriments the utility
realizes. The public policy issue that commissioners face when dealing
with this decision is to determine what portion, if any, of the con-
solidated tax benefits/detriments is to be realized by the ratepayers
of the affiliated utility and what portion, if any, is to be realized
by the shareholders. Thus the commissioners must decide what portion
of the consolidated tax benefits/detriments represents a reduction
(increase) in the tax allowance of the utility (i.e., a reduction
[increase] in the revenue requirement of the utility) and what portion
represents additional (reduced) earnings on the capital invested by

the owners of the utility.

Stand-Alone Treatment
Some regulatory commissions have taken the position that an
affiliated utility should be treated as though it was actually an
independent utility. Under this approach, referred to as "stand-alone"
treatment, an affiliated utility's tax allowance is calculated as
though it was an independent utility. The actual consolidated tax
benefits/detriments realized by the utility thus accrue to the share-

holders of the utility. This results because in the instance when
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consolidated tax savings are realized by the utility the excess of the
tax allowance computed under the stand-alone method (i.e., the amount
of tax recovered from the ratepayers) over the utility's allocated
share of the consolidated tax liability (i.e., the amount of tax
actually paid to the parent corporation by the utility) represents
earnings to the owners in excess of those allowed to them through the
required rate of return.

One reason often given by commissions for favoring the stand-
alone approach is the belief that items of income and expense,
resulting from activities engaged in by a utility's affiliates, are not
proper determinants of that utility's revenue requirement:

We determine that utility rates for Indiana
utilities should be determined on their own and just
as the properties, revenues, and expenses of other
affiliated companies should not be attributed to
petitioner, likewise the tax expense deductions of such
nonjurisdictional affiliates should not be considered
(Indiana Public Service Commission, 1955).4

There is no justification in this record for the
departure from the traditional rate-making principle
of excluding from consideration items of expense and
income resulting from nonregulated activities. . . .

. « « The losses under consideration here were
sustained by those not in any way related to the rate-
payers of the company, and no action of either the
company or its ratepayers could affect, in any way,
those losses. But for the beneficial feature of the
tax law permitting the consolidated return, the tax
obligation of the company would have to be paid. 1In
determining that the benefit of the tax reduction
should be diverted to a group not sustaining any
losses, this Commission would thwart the intent of
Congress in its attempt to make whole those incurring
those losses. . . .

« « o A regulated industry should not subsidize
losses or benefit from the profits of a non-regulated
operation. To allow the company's ratepayers to

AIndiana Public Service Commission v. Indiana Bell Telephone
Company, 235 Ind. 1, 11 PUR3d 209 (Indiana Supreme Court 1955).
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benefit from unrelated losses would be no more fair or

logical than flowing through an increased tax liability

from the parent to the company if the profit status

should reverse (Missouri Public Service Commission,

1979).°

Another argument given for favoring stand-alone treatment is the
belief that when tax losses are incurred by a utility's affiliates,
such losses should be realized by the shareholders of those affiliates
that incurred the tax losses:

It would be difficult to justify the appropria-

tion of any tax savings attributable to the subsidiary

by the jurisdictional consumers when the same consumers

did not pay the expenses which created the deductions

for tax purposes (Federal Power Commission, 1977).6

Consolidated-Entity Treatment

Some commissions have held that consolidated tax benefits
realized by an affiliated utility are to be allocated, at least par-
tially, to the ratepayers of the affiliated utility. To accomplish
this allocation several different tax allowance methods have been
developed by various commissions. Each method generates a tax allow-
ance that differs from the stand-alone tax allowance.

Under some methods an effective tax rate is calculated and is
used in place of the statutory tax rate, t, in the factor [t/(1 - t)],
when calculating the tax allowance of an affiliated utility. This
effective tax rate is generally lower than the statutory tax rate.

Other methods reduce the affiliated utility's tax allowance as calcu-

lated under the stand-alone method, by some portion of the consolidated

Sgg Missouri Cities Water Company, 29 PUR4th 4-5 (Missouri Public
Service Commission 1979).

6§g Southern California Edison Company, 23 PUR4th 51 (Federal
Power Commission 1977).
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tax benefits realized by the utility. These methods are broadly
referred to in this study as the "consolidated-entity" methods.

The tax allowance computed under a consolidated-entity method is
generally lower than the tax allowance computed under the stand-alone
method. Therefore, the revenue requirement of an affiliated utility
required to use a consolidated-entity method to compute its tax allow-
ance is lower than the revenue requirement of an affiliated utility
required to use the stand-alone method. As a result, lower rates are
charged to the ratepayers of an affiliated utility that is required to
use a consolidated-entity method as opposed to one required to use the
stand-alone method.

Commissions which have argued against use of the stand-alone
method believe such treatment ignores the reality of the situation:

Appalachian Power Company (APCO) argues that the

company's jurisdictional customers should enjoy the

benefits of the savings only to the extent that they

share in the costs which produced the parent company's

loss. This argument, while reasonable on its face,

ignores the basic principle that, to the extent that

APCO has taxable income, it benefits from the consoli-

dated tax savings whether it or its ratepayers pick up

part of the costs that create the parent company's loss

or not. The recognition of consolidated tax savings

in a company's cost of service is recognition that the

company has, in the past, and will, in the future, pay

less actual tax as a result of the consolidated filing

than it would if it filed a separate return (West

Virginia Public Service Commission, 1981).7
Likewise, the Mississippi Public Service Commission felt that by
treating the utility as a separate entity the "uncontroverted facts of

the real world situation" were ignored. It also felt that the reduc-

tion in the federal income tax liability due to the filing of a

753 Appalachian Power Company, 42 PUR4th 642 (West Virginia
Public Service Commission 1981).
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consolidated tax return was 'mot in the nature of a timing difference
that will be paid at some future date, but rather, the reduction is
permanent.”" Therefore, it found that it was "not fair nor reasonable
to inflate the company's cost of service by an amount for which the
company will absolutely never be liable."8

Commissions that favor consolidated-entity treatment attempt to
recognize the fact that the affiliated utility is a member of a con-
solidated group of corporations. They argue that the inclusion in an
affiliated utility's revenue requirement of an amount of tax that is
different from the utility's share of the consolidated tax liability
actually incurred results in the shareholders of the utility receiving
an additional return on their capital:

While the stockholder of an applicant company is

entitled to a fair rate of return, and the income tax

thereon is to be paid by the utility customers so that

its return will not be reduced, it may not earn in

excess of a fair rate of return by claiming a tax charge

that is larger than the actual liability (Connecticut

Public Utilities Commission, 1975).9

It is patently obvious that if the company's cost

of service is not reduced by the tax savings resulting

from the filing of a consolidated federal income tax

return, the ratepayers are providing an outright gift

to the company and to the company's parent and ultimately

to the stockholders of the Barent (Mississippi Public

Service Commission, 1980).1
The Indiana Court of Appeals stated that "allowing an expense which

was never incurred" to be included in the revenue requirement of a

855 Mississippi Power Company, 36 PUR4th 353 (Mississippi Public
Service Commission 1980).

955 Connecticut Natural Gas Corporation, 11 PUR4th 78
(Connecticut Public Utilities Commission 1975).

1055 Mississippi Power Company, 36 PUR4th 353 (Mississippi Public
Service Commission 1980).
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utility resulted in "allowing an additional, hidden return on capital

to the shareholder at the expense of the ratepayer."11

Growing Number of Affiliated Utilities

The allocation of consolidated tax benefits is a current problem
for commissions due to both the number of utilities that are presently
members of an affiliated group of corporations and the number of cor-
porations that are considering diversifying. For example, there are
approximately seventy major suppliers of electrical energy listed in
Moody's Public Utility Manual. Approximately 60 percent of these
firms are members of an affiliated group for financial reporting pur-
poses.12

In addition, during the past few years a number of separate
utilities have been considering diversifying their interests so as to
maintain their future profitability.l3 The management of these
utilities believes there will be less need for electrical energy in
the future, due to such factors as effective conservation techniques,
a lower U.S. population size, and new alternative sources of energy.
Their management is interested in expanding into areas other than
electrical energy production.

One noteworthy acquisition that occurred in the past few years

was the acquisition of a 45.67 percent interest in Northern States

11City of Muncie v. Indiana Public Service Commission, 378 NE2nd

896, 26 PUR4th 591 (Indiana Court of Appeals, 1978).

12Those affiliated groups of corporations, which report consoli-
dated earnings for financial purposes, will generally file a consoli-
dated tax return for tax reporting purposes.

13"A High-Risk Era for the Utilities," Business Week, February
23, 1981, p. 76.
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Power Company, a major supplier of electrical energy in the northern
midwestern states, by Safeco Corporation, an insurance holding com-
pany.l4 Such mergers/acquisitions may be expected to continue in the
future. The resulting problems they create for regulatory commissions,
in addition to the consolidated tax issue, are expected to increase as

well.15

Objectives of the Research

This study assesses the impact mandatory use of the various
regulatory methods has on the ratepayer and the shareholder of an
affiliated utility. The difference in treatment between the stand-
alone method and the consolidated-entity methods, as well as the
mechanics of the various consolidated-entity methods, can and do affect
the revenue requirement and the cash flow of an affiliated utility. As
a result, the various methods developed by the different regulatory
commissions to compute the tax allowance of an affiliated utility have
an impact on the amount of rates an affiliated utility can assess its
ratepayers, which in turn affects the amount of income that can be
distributed to the shareholders of an affiliated utility.

The primary motivation of this study was to analyze the extent to

which mandatory use of the various tax allowance methods, including the

14"For the Record (U.S. Mergers and Acquisitions)," Mergers &
Acquisitions, 16 (Winter 1982): R29.

15See Donald W. Kiefer, "Economic Recovery Tax Act of 1981:
Effects on Revenue Requirements, Financial Structure, Tax Payments,
and the Regulation of Public Utilities;" and Stanley York, "New Pro-
blems Confronting State Commissioners as a Result of Diversification
in Electricity and Gas," both unpublished papers presented at the
National Association of Regulatory Utility Commissioners Conference
held in Washington, D.C., on February 21, 1982.
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stand-alone method, impacts the ratepayers and the shareholders of an
affiliated utility. The specific objectives of this study were as
follows:

1. To investigate the regulatory methods used, either
currently or in the past, to calculate the federal
income tax allowance of an affiliated utility;

2. To analyze the impact certain attributes have on
the federal income tax allowance calculated under
the various methods; and

3. To analyze the impact the different methods and
attributes have on the amount of rates assessed
the ratepayers of an affiliated utility and on the
amount of dividend income earned by the shareholders
of such a utility.

Methodology of the Research

The research methodology of this study consisted of two sectioms.
In the first section, Part I, the following was identified: (1) the
extent to which the stand-alone method and the various consolidated-
entity methods produce different federal income tax allowances for
ratemaking purposes, and (2) the extent to which such differences are
dependent upon certain attributes. In Part II the economic implica-
tions such differences have on the ratepayers and the shareholders of
an affiliated utility were addressed.

In Part I of the methodology section several of the methods that
have been used by the federal commission and by different state commis-
sions to compute the tax allowance of an affiliated utility were des-
cribed. All of these methods deal with allocating consolidated tax
benefits; to date no rate case has dealt with allocating consolidated
tax detriments.

Also in Part 1 of the methodology section, the attributes that

impact the amount of tax allowance computed under each of the methods
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were identified. These attributes consist of the significant variables
that cause the tax allowance methods to differ, for example: (1) the
amount of net operating loss incurred by an affiliate, (2) the regula-
tory status of the affiliate incurring the net operating loss (i.e.,
regulated or nonregulated), and (3) the type of net operating loss
incurred (i.e., chronic tax loss or nonchronic tax loss).

After identifying the attributes that cause the methods to dif-
fer, the tax allowance was computed under several selected methods for
three different hypothetical affiliated utilities. The hypothetical
utilities used as subjects in this study were modeled from actual
financial data obtained from Moody's Public Utility Service for three
different utilities.

In Part II of the methodology section an examination was made of
the economic implications on the ratepayers and the shareholders of an
affiliated utility, when a commission enforces the use of one particu-
lar tax allowance method rather than another. To perform this analy-
sis, the amount of rates each of the utilities assessed their rate-
payers and the amount of dividend income earned by their shareholders
were computed for each of the utilities under each of the selected tax
allowance methods, using the tax allowances computed in Part I. Simu-
lation was used to analyze the effect changes in the various attri-
butes had on the amount of rates that were charged per ratepayer and
on the amount of dividend income that was earned per shareholder under
the different methods.

An analysis of the results was made for each of the utilities,
comparing: (1) the amount of rates a ratepayer of each utility would

be charged under each of the selected methods, and (2) the amount of
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dividend income a shareholder of each utility would earn under each of
the selected methods. In addition, these amounts were also compared

to the amount of rates a ratepayer of a similar but independent utility
would be assessed (i.e., under the stand-alone method) and the amount
of dividend income a shareholder of a similar but independent utility
would earn. In performing this analysis the following questions were
addressed:

1. Which party benefits, the ratepayer or the share-
holder, under each of the various methods?

2. Which method minimizes the amount of rates assessed
the ratepayers?

3. Which method maximizes the amount of income earned
by the shareholders?

Contributions of the Research

Public utilities are a major industry in the United States and,
as a result of operating in a monopolistic environment, their actions
affect many different individuals and interest groups. The method by
which consolidated tax benefits are treated for public utility rate-
making purposes affects both the consumers and the investors of an
affiliated utility. Under existing rate regulation rules, there are
several methods that allocate such tax benefits between the ratepayers
and the shareholders of a utility.

The results of this research provide an analysis of who the
"winners" and the "losers" are under each method as well as the extent
to which any such "gains" or "losses" are dependent upon the particular
attributes of the utility.

This research determined that the ratepayers of otherwise iden-

tical utilities, except for their form of ownership (i.e., independent
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versus affiliated), could conceivably incur different utility charges.
Likewise, it was found that the shareholders of such similar utilities
could conceivably earn different returns on otherwise identical invest-
ments. Therefore, from the results of the study one tax allowance
method was selected as being the most appropriate to enforce, in terms
of its ability to promote efficient resource allocation both between
the ratepayers of an independent utility and an affiliated utility, as
well as between the shareholders of such utilities.

This study is intended to provide the ratepayers and shareholders
of affiliated utilities, regulatory commissioners, and other interest
groups with an empirical framework with which to assess the impact
mandatory use of these various methods, including the stand-alone
method, has on the ratepayers and the shareholders of affiliated utili-
ties. The results of the study should also have implications for the
diversification plans of independent public utilities, holding com-
panies which presently own public utilities, and other companies that
are presently considering the acquisition of public utilities.

This study is intended to provide insight into a currently
unresolved issue that is frequently debated by the management of
affiliated utilities, regulatory commissioners, and consumer interest
groups. It is hoped this study will provide useful information for
future regulatory action.

The remaining portion of this thesis is organized as follows:
Chapter 2 presents an explanation of the regulatory framework and the
ratemaking process. Chapter 3 sets forth the requirements for filing
a consolidated tax return. It also explains the benefits that can be

derived from filing a consolidated tax return. Chapter 4 presents the
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position of the Federal Energy Regulatory Commission (FERC) on con-
solidated tax savings and explains the mechanics of the FERC's stand-
alone method. Chapter 5 sets forth the various positions taken by
state regulatory commissions on consolidated tax savings and also pre-
sents several of the consolidated-entity methods. Chapter 6 discusses
methodology, including an explanation of how the hypothetical utili-
ties were modeled. Chapter 7 presents an analysis of the results of
the study. Chapter 8 provides the conclusions and identifies, based
on the results of this study, the allocation method selected as the
most appropriate one commissions should enforce for purposes of com-

puting the tax allowance of an affiliated utility.



CHAPTER 2

THE REGULATORY FRAMEWORK

Government Regulation of Public Utilities

U.S. Constitution

Article I, Section 8 of the U.S. Constitution provides the
federal government with authority "to regulate Commerce . . . among
the States." The term "commerce" has been broadly interpreted by the
courts. Under the courts' interpretation, the federal government has
the authority to regulate the interstate activity of almost any busi-
ness. On the other hand, it has the authority to regulate the intra-
state activities of a business only when the purpose of such regulation
is to eliminate undue discrimination. Presently the intrastate activi-
ties of business are regulated by the state governments. The Tenth
Amendment to the U.S. Constitution grants to the state governments
those powers that have not been expressly delegated to the federal
government, providing such powers are not expressly prohibited else-
where. The Tenth Amendment, along with the police powers of the state
governments, have been used by the courts to justify state regulation

of intrastate business activities.l

lKeith M. Howe and Eugene F. Rasmussen, Public Utility Economics
and Finance (Englewood Cliffs, New Jersey: Prentice-Hall, 1982),
pp . 43-44 .

17



18

The Interstate Commerce Commission and the
Federal Communications Commission

Public utilities have been regulated by the federal government
since the enactment of the Interstate Commerce Act in 1887. This Act,
in addition to providing for federal regulation of the railroad indus-
try, served as a model for regulating other public utilities. Federal
regulation of the railroad industry was expanded with the passing of
the Mann-Elkins Act of 1910. This Act also granted authority over the
interstate and foreign business activities of telegraph, telephone, and
cable companies to the Interstate Commerce Commission.

In 1934 the Federal Communications Commission (FCC) was estab-
lished by the Federal Communications Act of 1934 and amendments to the
Act in 1937. The Act transferred regulatory authority over telephone,
telegraph, and radio companies to the FCC. The FCC has jurisdiction
over interstate and foreign wire and radio communications, and has the
authority to set reasonable rates for the public utilities under its

jurisdiction.

The Federal Energy Regulatory Commission.

The Federal Power Commission (FPC) was established in 1920 by
the Federal Water Power Act. It was granted regulatory authority over
water power and resources. The FPC was originally composed of the
secretaries of interior, agriculture, and war. However, in 1930 it
was reorganized and became an independent commission made up of five
full-time commissioners.

During the 1930s the FPC's regulatory authority was expanded
through the passing of a number of Congressional reforms. The Federal

Power Act of 1935 expanded the FPC's regulatory authority over the
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transmission and wholesale sales of electric energy in interstate
transactions. Of particular importance, it granted the FPC "the power
to find rates unjust, unreasonable, or unduly discriminatory or pre-
ferential and, if so found, to establish just and reasonable rates for
the transmission of power and for wholesale sales in interstate com-
merce."2 To carry out its power to find rates unjust, the Act gave the
FPC authority to require public utilities to: (1) keep their records
and accounts in a prescribed manner, (2) use depreciation rates set by
the FPC, (3) make public their rates and charges, and (4) provide
annual reports to the FPC. Other powers granted to the FPC under the
Act included the authority to approve:

"1l. The sale, lease, or disposition of facilities.

"2. The merger or consolidation of facilities.

"3. The purchase, acquisition, or taking of securities
in any other utility."3

In 1938, with the passing of the Natural Gas Act, the regulatory
authority of the FPC was further expanded. Under the Act the FPC was
granted authority to establish reasonable rates in the natural gas
industry. Specifically, the Act gave the FPC regulatory authority over
the interstate business activities of public utilities involved in:

(1) transporting natural gas, and (2) selling natural gas for resale
for ultimate public consumption. Natural gas sales made by independent
producers to interstate pipeline companies were held by the U.S.

Supreme Court in 1954 to also fall under the jurisdiction of the FPC.A

21bid., p. 45.

31bid., p. 45.

4Phillips Petroleum Co. v. Wisconsin, 347 U.S. 67 (U.S. Supreme
Court 1954).
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In 1977, the Federal Energy Regulatory Commission (FERC) was
established as part of the new federal Department of Energy. At that
time, many of the FPC's powers were transferred to the FERC. The pri-
mary impact of the FERC on its jurisdictional public utilities rests
with the precedent it sets. As a general rule, policies set by the
FERC for its jurisdictional utilities tend to be adopted by state regu-

latory commissions.

State Regulatory Commissions

State regulation of public utilities began in the late 1800s
when the Massachusetts Commission was granted limited powers. By the
1920s over half of the states had established utility commissionms.
Presently, every state and the District of Columbia has a regulatory
commission. These commissions have regulatory authority over the
intrastate sales made by investor-owned electric, gas, and telephone
utilities.5

State commissions hold the bulk of rate setting authority. Each
state regulatory commission is comprised usually of three to six com-
missioners. Some state commissioners are elected by the public. In
the majority of the states, however, they are appointed by the Governor
of the state subject to the approval of the state legislature. As a
quasi-judicial body, the state commission rules on decisions concerning
the general operations, finances, and rates charged by the public

utilities operating in its jurisdiction.

5The State of Nebraska has no privately owned electric utilities,
only telephone utilities are regulated. See Howe and Rasmussen, Public
Utility Economics and Finance, p. 49.
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Legislative and Judicial Review of
Government Regulation

Regulatory jurisdiction may be increased or decreased by Congress
and state legislatures. In fact, the primary source of authority for
utility regulation is statutory legislation, providing such legislation
is not found to be unconstitutional. Therefore, should a particular
party be dissatisfied with an area of regulation, the issue may be
brought before the appropriate legislative branch for review and pos-
sible revision.

Federal and state legislation on regulatory matters and adminis-
trative actions taken by the various regulatory commissions are both
subject to review by the courts. In 1968 the U.S. Supreme Court set
forth the policy that reviewing courts are to assume orders of a regu-
latory commission are final providing such orders are: (1) constitu-
tional, (2) correctly based on law, and (3) set by a commission which
was not acting capriciously or arbitrarily. Therefore, in regulatory
issues, a reviewing court is not, for example, supposed to hold its own
separate and new rate hearing. 1Instead, its objective is to ascertain
that the commission: (1) has not exceeded its authority, (2) has
issued orders that are supported by substantial evidence, and (3) has
issued orders that allow the utility to reasonably expect it will main-
tain its "financial integrity, attract necessary capital, and fairly
compensate its investors for the risks they have assumed, and yet pro-
vide appropriate protection to the relevant public interests, both

existing and foreseeable."6

6Permian Basin Area Rate Cases, 390 U.S. 747, 20 L ed 24 312, 88
S Ct 1344 at 350 (U.S. Supreme Court 1968).
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The Rate-Setting Process

An Overview

The primary objective of both federal and state regulatory com-
missions is to establish the rates their jurisdictional public utili-
ties will be allowed to earn. There are two major steps involved in
setting rates. First, the commission determines the amount of revenue
the utility will need to operate. This level of revenue is referred
to as the utility's "revenue requirement." It is calculated based upon
the costs the utility expects to incur to produce its service during
the future period. After the revenue requirement is determined, the
commission designs the schedule of rates. This rate schedule desig-
nates the particular rate the utility will be allowed to charge each
of its classes of ratepayers (e.g., residential, industrial) in order
to earn its revenue requirement.

In setting rates, a commission must afford a utility the oppor-
tunity to earn an amount of revenue that is sufficient to: (1) cover
its operating expenses, (2) compensate its investors reasonably,

(3) maintain its credit, and (4) attract capital. Furthermore, a com-
mission must provide a utility with enough incentive: (1) to encourage
it to produce more efficiently, and (2) to ensure it will continue to
operate and provide its consumers with dependable service. On the
other hand, it must also ensure that the utility's consumers are not
forced to pay unreasonable prices that a utility, as a natural

monopoly, could command for its indispensable services.
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The Cost of Service Formula
The general formula used by commissions to set utility rates
allows a utility to earn sufficient revenues: (1) to cover its proper
operating expenses, including depreciation expense, (2) to cover the
amount of tax that would be payable if the utility's authorized rate
of return were earned, and (3) to provide a reasonaﬁle rate of return
on the firm's capital used and useful in utility service. Thus, the

revenue requirement may be defined as follows:7

t
- - +
R, r.[vt B Dj] + D+ C, T,
j=t-n
where:
Rt = allowed or required revenue in year t
r = allowed rate of return
Vt = average gross value of assets in year t
Dt = total amount of depreciation in year t
t
z Dj = total amount of depreciation taken through
j=t-n year t on assets included in Vt (n = life

of utility's assets)

C, = operating costs (except interest and income
taxes) in year t

Tt = federal income tax in year t

The above formula is often referred to as the "cost of service"

formula. It is important to note that although the formula appears

7This formula was developed by Donald W. Kiefer in his study
entitled Accelerated Depreciation and the Investment Tax Credit in the
Public Utility Industry: A Background Analysis (Columbus, Ohio:
National Regulatory Research Institute, 1979), p. 48.
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simple to use, in actual practice the ratemaking processing is not an
easy one. The determination of each component of the formula for a
particular utility requires informed judgment with respect to a number
of considerations, including among them financial, economic, accounting

and engineering concerns.

The Income Statement of a Public Utility

Utilities use a unique format to present their net income (see
Figure 1). The income statement format is based on the cost of service
formula. On a utility's income statement, financial data on utility
operations 1is reported separately from financial data on nonutility
operations. Income and expense items incurred in utility operations
are reported as "above-the-line" items, whereas income and expense
items incurred in nonutility operations are reported "below-the-line."
The above-the-line items are used by commissions to set the revenue
requirement for utilities. Therefore, a commission may, if it desires,
control the cost of service for a utility by requiring that certain
items of income and expense be recorded '"below-the-line." Because
below-the-line items are not charged to ratepayers, the& represent

income and expense items that are borne by a utility's shareholders.

Rate Hearings
The rate decisions made by a commission result primarily from
hearings held by the commission. These hearings are conducted in
courtroom style either before the presiding commissioners or before an
administrative law judge. Each side in the hearing is allowed to pre-
sent direct testimony and to cross examine witnesses. The steps

involved in a typical rate case include the following:
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Operating revenues $2,105
Less:

Operating expenses $890

Depreciation expense 340

Taxes other than income taxes 120

Income Taxes 290
Total Operating expenses $1,640
Utility Operating income $ 465

(Above the 1line)

(Below the line)

Other income and deductions:

Other income 230
Other income expenses _80

150
Interest expense 145

Net income

<
S
~
o

FIGURE 1

ILLUSTRATION OF AN INCOME STATEMENT FOR A UTILITY
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1. Selection of a recent test year.

2. Calculation of total operating expenses incurred
in the test year.

3. Modification of operating expenses to account for
certain documented changes in costs.

4., Determination of the utility's rate base.

5. Determination of the allowable rate of return to
be permitted on the rate base.

6. Comparison of earnings after taxes for the test
year with the allowed return (product of the rate
base and the allowed rate of return).
7. Adjustments, if necessary, to ensure expected
revenues after taxes equal the allowable
revenues.
8. Designing the rate schedule.8
In order to gain a better understanding of how a utility's
revenue requirement is set, Steps 1 through 5 above will be briefly

expanded upon in the remaining sections of this chapter.

The Test Period
In setting a utility's revenue requirement, a commission bases

the includible amount of expenses on costs the utility has incurred in
the past or will incur over a selected period of time. This period of
time is referred to as the "test period." The test period is generally
a 12-month period of time. Most often the test period is a historical
period of time, with the result that past actual operating data is
relied upon by commissions to set current revenue requirements. Occa-
sionally, however, commissions have used a forecast test period, which

employs estimated expenses, when the commission has been concerned with

8Howe and Rasmussen, Public Utility Economics and Finance, p. 63.
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the effects of inflation and rising costs. In some cases commissions
have even used various combinations of historical and forecast test
periods. For example, six months of historical data combined with six
months of forecast data. The historical test year is the method pri-

marily used by commissions, however.

Expenses Included in the Cost of Service Formula

After the appropriate test year is selected, the commission
closely scrutinizes the income and expense items as well as the rate
base items incurred by the utility during that test year. This review
is made to ensure that only reasonable and proper items have been
charged by the utility to the test year. It is the responsibility of
a commission to prevent any unnecessary, extravagant, or inefficient
costs incurred by a utility to be charged to the ratepayers. In fact,
commissions are responsible for seeing that ratepayers pay the lowest
reasonable cost for the utility services they receive. A utility may,
of course, incur unreasonable expenses. However, if it does, it is
the responsibility of its jurisdictional commission to ensure such

costs will not be recovered by the utility from its ratepayers.

Operating Expenses

One category of expenses included in the cost of service formula
is operating expenses. This category includes actual costs incurred
by the utility during its test year to run its operations. This cate-
gory of expenses would include, for example, maintenance and repair
expenses, wages, administrative and general expenses, production
expenses, customer accounts and service expenses, and sales expenses.

Before a commission will include an operating expense in the cost of
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service formula, the utility must prove the expense incurred was:
(1) reasonable in amount, (2) actually incurred, and (3) represents a

necessary component of utility operations.

Depreciation Expense

A number of U.S. Supreme court cases during the 1930s and 1940s
dealt with determining the proper method of depreciation allowable for
ratemaking purposes.9 As a result of these cases the depreciation
expense presently included in the cost of service formula is computed
based on the historical cost of depreciable assets less their salvage
value, as opposed to their fair market value or their replacement cost.
The straight-line method of depreciation has generally been used by
commissions to compute depreciation. They have also generally depre-
ciated assets on a group basis as opposed to an item-by-item basis.

It is important to note that the amount of depreciation expense
that is included in the cost of service formula is also accumulated as
an offset to the historical cost of the utility's rate base used for
ratemaking purposes. Asset retirements are charged against the rate

base as well as against accumulated depreciation.

Tax Allowance

The tax allowance for a utility is segregated into "taxes other
than income" and "income taxes." Taxes incurred in utility operations
are reported above-the-line while taxes incurred in nonutility opera-

tions are reported below-the-line. Taxes included in the "other than

9See United Railways Electric Co. v. West, 280 U.S. 234 (U.S.
Supreme Court 1930), Lindheimer v. Illinois Bell Telephone Company,
320 U.S. 591 (U.S. Supreme Court 1934), and Federal Power Commission v.
Hope Natural Gas Company, 51 PUR(NS) 202 (U.S. Supreme Court 1944).
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income" category for ratemaking purposes include, for example, social
security taxes, unemployment taxes, real estate taxes, and franchise
taxes.

The income tax allowance that is included in the cost of service
represents a major exception to the general rule that only actual costs
incurred by a utility are chargeable to the ratepayers. Due to the
timing differences arising between book and taxable income, particu-
larly due to the use of accelerated depreciation for tax purposes, an
amount of deferred taxes is included in the cost of service. Rate-
payers have argued that by allowing deferred taxes to be included in
the cost of service, they are being charged a "hypothetical" expense.
In fact, they argue, for any year in which the utility's amount of
deferred taxes exceeds the amount of actual tax paid by that utility,
the utility effectively receives a tax-free loan from its ratepayers.
In addition, they argue, to the extent that the utility continues to
expand and purchase more depreciable assets, the tax-free "loan" is
never repaid to the ratepayers.10

Commissions have treated a utility's tax charge arising from
income tax timing differences in different manners. Under the normali-
zation method, a utility is required to establish a deferred tax
reserve to account for the timing differences. The income tax allow-
ance computed for ratemaking purposes under normalization is based on
the utility's book income. The difference between this "hypothetical

tax allowance and the actual income tax liability paid by the utility

10See Environmental Action Foundation, "Phantom Taxes in Your
Electric Bill," Washington, D.C., 1975; and Environmental Action
Foundation, "Phantom Taxes Update," Washington, D.C., 1980.
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is credited to the deferred tax reserve. Most commissions that allow
the normalization method either reduce the utility's rate base by its
deferred tax reserve or include the deferred tax reserve in the
utility's cost of capital calculation as a source of capital at zero
cost to compute its allowable rate of return. By handling ‘the deferred
tax reserve in either of these two manners the utility is not allowed,
at least for ratemaking purposes, to earn a return on the "loan" from
its ratepayers.

The other method used to account for the income tax timing dif-
ferences is referred to as the flow-through method. This method is
used by relatively few commissions. Under flow—thfough, only the
actual tax liability incurred by the utility is included in the revenue
requirement. Thus, the tax savings arising from accelerated deprecia-
tion, for example, "flows through" to the ratepayers in the form of
lower rates.

See Table 1 which notes how the various state commissions:

(1) account for accelerated depreciation (e.g., normalization or flow-
through), and (2) whether the normalization commissions require that
the utility's rate base be reduced by its accumulated tax reserve.
The Component Representing ''Compensation to Investors"
Included in the Cost of Service Formula

The cost of service formula includes a component that provides a
utility with a source of funds with which to compensate its investors.
This component also provides a utility with the ability to attract and
maintain capital for development. This component consists of the pro-

duct of the utility's rate base and its allowed rate of return.
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TABLE 1

TREATMENT OF ACCELERATED DEPRECIATION
BY STATE COMMISSIONS

Accumulated
Accelerated Deferrals Deducted
State Depreciation From Rate Base
Alabama E NR
Alaska N Yes
Arizona E Yes
Arkansas N Yes
California F(1) Yes
Colorado E Yes
Connecticut F Yes
Delaware N NR
D.C. N Yes
Florida N Yes
Georgia N Yes
Hawaii N Yes
Idaho U(2) Yes
Illinois N Yes
Indiana N No
Iowa N Yes
Kansas N No
Kentucky N Yes
Louisiana N Yes
Maine F Yes
Maryland E Yes
Massachusetts N Yes
Michigan N Yes
Minnesota U Yes
Mississippi N Yes
Missouri N Yes
Montana E No
Nebraska NR Yes
Nevada U Yes
New Hampshire E Yes
New Jersey N Yes
New Mexico N Yes
New York F Yes
North Carolina N Yes
North Dakota N Yes
Ohio N(3) Yes
Oklahoma N Yes
Oregon E Yes
Pennsylvania N Yes
Rhode Island N Yes
South Carolina N Yes
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TABLE 1--Continued

Accumulated
Accelerated Deferrals Deducted
State Depreciation From Rate Base
South Dakota N Yes
Tennessee E Yes
Texas N Yes
Utah E NR
Vermont E Yes
Virginia E No
Washington F Yes
West Virginia E Yes
Wisconsin N Yes
Wyoming N Yes
F - Flow-through U - Undecided
N - Normalization NR - Not Reported

E - Either Method
(1) Four utilities normalize.

(2) Commission requires consistent treatment of tax
after election of method by each utility, based
on latest commission policy.

(3) Some companies continue to flow through under
orders issued prior to the Tax Reform Act of
1969.

Source: Accelerated Depreciation and the Invest-
ment Tax Credit in the Public Utility Industry: A Back-
ground Analysis by Donald Kiefer, The National Regula-
tory Research Institute, The Ohio State University,
April, 1979, p. 44.
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Rate Base
t
The factor, Vt - X Dj , in the cost of service formula
j=t-n

is referred to as the rate base of a utility. The rate base consists
primarily of the net value of a utility's investment in property used
and useful in rendering its utility services. Certain other items that
are also typically included in the rate base are an allowance for
working capital, certain overhead costs, and the net value of invest-
ment in property held for future use. The major offset to the rate
base is accumulated depreciation. Recall that the accumulated depre-
ciation account that offsets the rate base is credited only with that
amount of depreciation expense that is or has been included in the cost
of service.

The purpose of the rate base is to approximate investor capital
in a utility. Capital contributed by ratepayers is generally not
allowed to earn a return and is, therefore, not included in the rate
base. The net value of investment in property used to render services
in the nonutility operations of a utility is also not included in the
rate base.

A controversial issue in utility rate cases has dealt with
determining which valuation method is acceptable for purposes of
valuing a utility's plant in service (e.g., historical cost, replace-
ment cost, fair market value). The rate base valuation method used by
a particular utility is dependent upon the preference of its jurisdic-
tional regulatory commission. The majority of state commissions use

historical cost.
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Rate of Return

The rate of return variable, r, included in the cost of service
formula represents a weighted average of the allowed rates of return
on common equity, preferred equity and the cost of long-term debt.

The weighting factor used is the ratio of the dollar amount of the
applicable type of capital (e.g., long-term debt) to the dollar amount
of total capital. Usually book-value weights, as opposed to market-
valued weights, are used. Figure 2 illustrates an example of a
weighted rate of return calculation.

The allowed rate of return is set in the rate hearing. However,
it is not a guaranteed rate of return to the utility. The commission
determines the rate of return a utility will be allowed to earnm, but
it is the responsibility of utility management to earn it. The oppor-
tunity to earn a specified rate of return does not always generate
realized earnings. Determining the allowed rate of return is a complex
task for commissions. A statement made by an FPC staff witness sum-
marizes the issues a commission must deal with in setting a fair rate

of return:

The fixing of a fair rate of return involves a
consideration of the interests of both investors and
the consuming public. The rate of return should not
be so high as to place an unnecessary burden on con-
sumers, or give rise to unusual or speculative profits.
But it must be high enough to insure investor confidence
in the financial soundness of the enterprise, and suf-
ficient to maintain its credit standing so that it may
be able to raise any funds which may be needed to per-
mit the carrying out of its public duties and respon-
sibilities. The determination of a fair rate of return
in accordance with these criteria necessarily requires
the use of judgment and the consideration of all facts
which are relevant to the subject.ll

11From proposed testimony of FPC Staff Witness F. I. Shaffner in
Re Amerada Petroleum Company, Docket No. G-9385, et al. (Federal Power
Commission 1960), p. 5.
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Source of Percentage of Rate of Weighted
Capital Total Capitalization Return Rate of Return
Debt 307 10.02° 3.07
Preferred Equity 107 11.0%° 1.17
Common Equity _607 15.07¢ 9.07%
Total 100% 13.12°

%Based upon book values on date of rate proceeding.

bTotal interest expense divided by book value of debt.

CPreferred dividends divided by book value of preferred equity.

Calculated by a number of possible methods, for example, the

discounted cash flow method.

eAllowed rate of return used in the cost of service formula.

FIGURE 2

ILLUSTRATION OF A WEIGHTED RATE OF RETURN CALCULATION
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Other Adjustments to the Cost of Service Formula

Jurisdictional Adjustments

A commission must ensure that a utility's ratepayers are only
being charged for the reasonable and necessary expenses the utility
incurs in its utility operations. It is not uncommon for public
utilities to be involved in unregulated operations such as real estate
investments or manufacturing operations. In these instances, a com-
mission must exclude from the utility's revenue requirement all income
and expense items relating to the nonutility operations of the utility.

Another jurisdictional adjustment that must be made by a commis-
sion when calculating a utility's revenue requirement involves those
utilities operating in more than one state. For example, assume an
electric utility is operating in both Illinois aﬁd Wisconsin. The
Illinois ratepayers must only be charged for the expenses incurred by
the utility to produce electricity in Illinois; the Wisconsin rate-
payers must only be charged for its Wisconsin operations expenses.

This jurisdictional separation of financial items is particularly
important when calculating the allowable rate base for this Illinois/
Wisconsin utility. The Illinois Commission, for example, must ensure
that only that plant in service used to produce electricity in Illinois
is included in the rate base used to set the utility's revenue require-
ment for Illinois.

Another similar jurisdictional adjustment must be made when a
utility provides two different regulatory services (e.g., gas services
and electric services). When this occurs, the utility's jurisdictional
commission must separate the financial data related to gas services

from the financial data related to electric services. Typically, one
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rate hearing would be set to determine the utility's allowable gas
rates and another hearing would be held to set its allowable elec-

tricity rates.

Pro Forma Adjustments

Once the actual test year costs are agreed upon by a commission,
pro forma adjustments are typically made to the data. These adjust-
ments are made to reflect more accurately the conditions the utility
will be operating under when it is earning the rates that are cur-
rently being set. For example, if a utility is presently negotiating
a new labor contract with its employeeé, the test year wages expense
would need to be adjusted by the new expected wage rates.

Pro forma adjustments can present a difficult computational pro-
blem for commissioners. For example, in a rate case a commission may
be faced with making any of the following possible pro forma adjust-
ments:

1. How much should the test-year income and expense

items of a gas utility be adjusted due to the fact
that the test year was a particularly cold year?

2. What plant additions made during the test year

actually represent costs incurred to increase plant
capacity?

3. What adjustments to the test-year data need to be

made to account for inflation?
The Rate Schedule

After the revenue requirement of a utility is set, its jurisdic-
tional commission then designs the utility's rate schedule. The rate

schedule sets the particular rates the utility may charge each class

of its ratepayers. The rate schedule is set in such a manner as to
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allow the utility the right to earn its newly determined revenue
requirement. This rate schedule would remain in effect until it is
found that such rates are either too high or too low. Such findings
would be made in a new rate hearing using all of the steps and

procedures discussed above.



CHAPTER 3

THE AFFILIATED UTILITY

Growing Number of Affiliated Utilities

A large percentage of utilities do not currently operate as
separate independent utilities. For example, almost 60 percent of the
approximately seventy major suppliers of electrical energy listed in
Moody's Public Utility Manual are members of a consolidated group of
corporations for financial reporting purposes.

In addition, a number of separate utilities have recently been
considering diversifying their interests so as to maintain their future
profitability. Due to such factors as a lower U.S. population size,
effective conservation techniques, and new alternative sources of
energy, the management of these utilities believes there will be less
need for electrical energy in the future. As a result, management is
interested in expanding into operating areas other than electrical
energy production in a "search for a solution to skyrocketing costs,
weakening demand for traditional services, emerging competition, and
inadequate rate increases."l Within the past few years, Safeco Cor-
poration, an insurance holding company, acquired a 45.67 percent
interest in Northern States Power Company, a major supplier of elec-

trical energy in the northern midwestern states. It is expected that

lJordan D. Lewis and William Warfield Ross, "A Road Map for
Utility Diversification," Public Utilities Fortnightly, December 23,
1982, p. 17.

39
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public utilities will continue to be involved in such mergers/acquisi-

tions in the future.2

The Public Utility Holding Company Act of 1935

Utility holding companies have been and are still allowed to
operate within the regulatory framework. The only limitations placed
on the operations of certain utility holding companies have been as a
result of the Public Utility Company Act of 1935 (PUHCA).

Prior to 1935, "approximately eighty percent of the electric
operating capacity in the United States"3 was controlled by slightly
more than five utility holding companies. "A similar concentration of
ownership existed in the gas pipeline and distribution businesses."a
At this period of time, state regulation of public utilities, and in
particular of holding companies, was very ineffective. As a result,
some of the conglomerate companies especially in the electric utility
industry abused their power to the detriment of utility ratepayers and
shareholders.s

The PUHCA was enacted in 1935 partially to combat the abusive

power of these holding companies. The Act improved the effectiveness

2Donald W. Kiefer, "Economic Recovery Tax Act of 1981: Effects
on Revenue Requirements, Financial Structure, Tax Payments, and the
Regulation of Public Utilities;" and Stanley York, "New Problems Con-
fronting State Commissioners as a Result of Diversification in Elec-
tricity and Gas," both unpublished papers presented at the National
Association of Regulatory Utility Commissioners Conference held in
Washington, D.C., on February 21, 1982.

3Francis J. Andrews, Jr., "Diversification and the Public Utility
Holding Company Act," Public Utilities Fortnightly, December 23, 1982,
p. 24.

41bid.

Ibid.
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of state regulation of holding companies and required more accounting
information disclosures to protect utility shareholders. It is widely
believed that the PUHCA did effectively deal with the holding company
problem of that era.6 It has been recently argued, however, that the
PUHCA is no longer needed. This is due to the fact that: (1) state
regulation of public utilities has vastly improved since 1935, (2) the
Security and Exchange Commission presently has adequate power to pro-
tect shareholders through its requirement of various accounting infor-
mation disclosures, and (3) accounting practices have greatly improved
since the 19305.7 Francis Andrews stated in his article dealing with
the PUHCA:
Change or repeal of the act is important because

it is felt that it no longer serves the public interest.

Furthermore, it is believed that the act, as it exists

today, restricts the financial development of utilities

because of its limitations on the issuance of common

stock for the purpose of expansion into nonutility

activities.8

Bills have been introduced in Congress to change certain provi-
sions of the PUHCA, as well as to repeal it. However, whether or not
the PUHCA is changed or repealed, utilities are, and will continue,
diversifying. Diversification is possible today, for one reason,

because of various omissions in the PUHCA. For example, the PUHCA does

not deal with nonjurisdiction holding companies; so, nonjurisdiction

6Keith M. Howe and Eugene F. Rasmussen, Public Utility Economics

and Finance (Englewood Cliffs; New Jersey: Prentice-Hall, 1982),
p. 46.

7Andrews, "Diversification and the Public Utility Holding
Company Act," p. 25.

81bid., p. 26.
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holding companies are able to diversify into nonutility activities.9
Furthermore, of those public utility holding companies that are cur-
rently in existence, only the following twelve are registered under
the act:

Allegheny Power System Inc.

American Electric Power Company, Inc.
Central and Southwest Corporation
Columbia Gas System, Inc.
Consolidated Natural Gas Company
Eastern Utilities Associates

General Public Utilities Corporation
Middle South Utilities Inc.

National Fuel Gas Company

New England Electric System
Northeast Utilities

The Southern Company

The important point to note is that a utility may diversify today even
if it is under the jurisdiction of the PUHCA.

The National Association of Regulatory Utility Commissioners
(NARUC) set up an Ad Hoc Committee on Utility Diversification in
October, 1981, to address the issues that utility diversification
poses for regulatory commissioners. This committee was directed to
update the 1972 NARUC report concerning nonutility investments. Its
findings were reported in the "1982 Report of the Ad Hoc Committee on
Utility Diversification." The recommendations of the committee were
based on certain understandings:

For example, the underlying philosophical ques-

tion in diversification has long since been answered.

The question is not should we have diversification.

We have it. It 1is pervasive throughout the industry.

It has been here for a long time, and it 1is going to

be here for the foreseeable future. The question is

not whether, but rather, how does a regulatory

9Howe and Rasmussen, Public Utility Economics and Finance, p. 46.

loAndrews, "Diversification and the Public Utility Holding
Company Act," p. 25.
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commission deal with the problems posed by diversifi-

cation? How much diversification is acceptable? What

kinds of diversification are reasonable? Who controls

diversification within the regulated utility? What

are the relationships between the regulated utility

and the diversified activity?l1

One of the many problems faced by regulatory commissioners in
setting the revenue requirement for utilities that are diversified
and/or are members of a group of corporations will be addressed in
this research; specifically, the problem of determining how the tax
allowance of an affiliated utility should be calculated. Should its

tax allowance be adjusted if it participates in the filing of a con-

solidated tax return?

Consolidated Tax Returns

Two or more corporations that are related in a certain manner
may elect to file a single consolidated corporate income tax return as
opposed to each member of the group filing its own separate corporate
tax return. If so elected, this single consolidated tax return
includes the separate taxable income/losses of each qualified member
of the related group, as adjusted by various required eliminationms,
combinations and adjustments. A single consolidated tax liability is
computed and paid by the group based on the sum of these adjusted
incomes/losses of the related members.

The total consolidated federal income tax liability of a quali-
fied group of corporations filing a consolidated tax return will often
differ from the sum of the separate federal income tax liabilities that

would be incurred if each group member filed its own separate corporate

118tan1ey York and J. Robert Malko, "Utility Diversification:
A Regulatory Perspective," Public Utilities Fortnightly, January 6,
1983, p. 18.
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tax return. One reason for this, which produces a consolidated tax
savings to a group of related corporations, is a group's ability on a
consolidated tax return to offset currently the net operating loss
(NOL) of one or more of its affiliates against the operating income of
the other affiliates.12 In this instance, if the group affiliates were
filing separate income tax returns, the NOL affiliate would generate
its own separate NOL carryover. Such NOL carryover could only be used
by the NOL affiliate to offset its own taxable income in other tax
years.13

Another major advantage to filing a consolidated tax return is a
group's ability to offset currently the capital losses of one affiliate
against the capital gains of other affiliates.la A corporation that
files a separate corporate tax return is able to offset its current
year's capital losses only to the extent of its current year's capital
gains;l5 and furthermore, any excess capital loss it realizes becomes
a carryover and may be used only to offset capital gains it realizes in
other tax years.16

Other advantages to filing a consolidated tax return include the
following: (1) transfers of depreciable property among group members

do not immediately trigger depreciation recapture,l7 (2) designation of

12Treasury Regulation 1.1502-11(a) (1) and Treasury Regulation
1.1502-11(a) (2).

13Internal Revenue Code (IRC) Section 172(b).

14Treasury Regulation 1.1502-11(a)(3) and Treasury Regulation
1.1502-22,

15IRC Section 1211(a).

16IRC Section 1212(a).

17Treasury Regulation 1.1502-13(d).
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the parent company as agent of the group for tax purposes,18 (3) use
by the group of one affiliate's investment tax credit19 or foreign tax
creditzo over the limitation that would apply to a separate return,
and (4) deferral of income for tax purposes on certain intercompany
transactions, particularly advantageous when sales are increasing from
year to year.21

Some disadvantages to filing a consolidated tax return include:
(1) the need for additional bookkeeping to account for intercompany
transactions, (2) the deferral of losses on intercompany trans-
actions,22 and (3) the limitation of only $25,000 of consolidated tax-
able income in each corporate taxable income bracket below the 46 per-
cent bracket.23

Congress has granted the privilege of filing a consolidated tax
return to a qualified affiliated group of corporations. The privilege
to file a consolidated tax return is an election; thus, even though a
group of affiliated corporations qualifies to file a consolidated tax
return, the group may choose to file separate returns. To elect to
file a consolidated tax return, "all corporations which at any time
during the taxable year have been members of the affiliated group must

consent to all the consolidated return regulations prescribed under

18Treasury Regulation 1.1502-77(a).
19Treasury Regulation 1.1502-3.
2OTreasury Regulation 1.1502-4.

2lTreasury Regulation 1.1502-13(c).

22Ibid.

23IRC Section 1561(a)(1).
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Section 1502."24

If all members so elect, the group may file a con-
solidated return.

An affiliated group of corporations that files a consolidated
tax return must continue to file a consolidated return until it
requests and receives permission from the Internal Revenue Service to
discontinue the filing of such a return25 or until the affiliated group
no longer exists. An affiliated group of corporations is considered to
exist as long as the common parent remains the common pﬁrent and at
least one of the subsidiaries remains affiliated with it.26 Grounds
for discontinuance of a consolidated tax return include any changes in
the tax law or any other circumstances that have "a substantial adverse
effect on the consolidated tax liability of the group for such year
relative to what the aggregate tax liability would be if the members of

n27 "Other changes in

the group filed separate returns for such year.
law or circumstances, which do not affect Federal income tax lia-
bility," will also be taken into account "in determining whether good
cause exists for granting permission to discontinue" the filing of a
consolidated tax return.28

Section 1504 of the Internal Revenue Code of 1954 (IRC) defines

a qualified affiliated group of corporations as being "1 or more chains

of includible corporations" that are related through stock ownership

2l‘IRC Section 1501.

25Treasury Regulation 1.1502-75(a) (12).
26Treasury Regulation 1.1502-75(d).
27Treaaury Regulation 1.1502-75(c) (i1).

28Treasury Regulation 1.1502-75(c) (111).
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with a common parent corporation. The common parent corporation, as
well as all of the other corporations in the consolidated group, must
be an "includible" corporation.29 An "includible" corporation is any
corporation except for the following:
1. Corporations exempt from taxation.
2. Life insurance or mutual insurance companies unless
the insurance companies are taxable under the same
IRC section.

3. Foreign corporationmns.

4. Corporations electing the IRC section 936 posses-
sions tax credit.

5. Regulated investment companies and real estate
investment trusts, and

6. Domestic International Sales Corporations (DISCs).30

An affiliated group of corporations is forﬁed when: (1) one or
more of the includible corporations, except for the common parent cor-
poration, owns directly at least 80 percent of the voting stock and 80
percent of the fair market value of the nonvoting stock of each of the
includible corporations other than the common parent corporation; and
(2) the common parent corporation owns directly at least 80 percent of
the total voting power and 80 percent of the fair market value of the

31

stock of at least one of the other includible corporatioms. The term

"stock" does not include nonvoting preferred stock which is not con-

vertible into another class of stock.32

29IRC Section 1504(a).
301R¢ sections 1504(b), (c), (d), and (e).
31

IRC Section 1504(a) (1) and IRC Section 1504(a)(2).

32IRC Section 1504(a).
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The consolidated return of a group must: (1) "be filed on the
basis of the common parent's taxable year, and each subsidiary must
adopt the common parent's annual accounting period"33 and (2) "include
the income of the common parent for that corporation's entire taxable
year . . . and the income of each subsidiary for the portion of such
taxable year during which it was a member of the group."34 Various
consolidated adjustments need to be made to this total income figure to
account for such items as intercompany transactions. The resulting
figure, consolidated taxable income, is used to calculate the gross
consolidated tax liability of the group. The same corporate income
tax rates and alternative capital gains computation used for separate
corporate income tax returns are also used for consolidated tax return
purposes, except that the rates are applied against consolidated tax-
able income. Certain tax credits, such as the investment tax credit
and the foreign tax credit, computed on a consolidated basis, reduce
the consolidated tax liability.

The common parent and each subsidiary that was a member of the
group during any part of the consolidated return year are severally
liable for the consolidated tax liability.35 This means that although
the consolidated tax liability arises primarily from the income of one
member, the entire tax deficiency may nonetheless be collected from any
other member of the group, including the parent corporation. Further-

more, the IRS will not honor any agreements made between group members

33Treasury Regulation 1.1502-76(a) (1).
34Treasury Regulation 1.1502-76(b)(1).

35Treasury Regulation 1.1502-6(a).
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and/or other persons that allocate payment of the consolidated tax
liability in a certain manner. Thus, such agreements will not reduce
this 1iability for any member.36

Once the consolidated tax liability is determined it is generally
paid in full by the parent corporation. Afterwards the parent
collects, from each of its affiliates, each affiliate's respective
share of the consolidated tax liability based on the particular tax
allocation agreement the group has agreed upon. A group may agree to
use any tax allocation method it desires for nontax purposes. Applic-
able corporate law, not tax law, determines the validity of such allo-
cation agreements used for nontax purposes. It is important to note
again, however, that such allocation agreements do not alter the lia-
bilities of the group members to pay the tax.

Tax allocation agreements typically provide for allocation of the
actual consolidated tax liability among the profit members of the
group. In addition, they normally provide for compensating amounts to
be paid by the profit members to the loss members. These compensating
payments are made to reflect the fact that because of consolidation
the loss members will be unable to use their respective NOL as a carry-
back or carryover to offset their own respective taxable incomes in
other years.

Allocation of the payment of the actual tax liability among group
members is typically carried out in tax allocation agreements according
to the provisions of Internal Revenue Code Section 1552. IRC Section

1552 prescribes various allocation methods that must be used to

36Treasury Regulation 1.1502-6(c).
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allocate the actual consolidated tax liability among the members of an
affiliated group for the purpose of computing each member's respective
earnings and profits (E&P) figure. Briefly, the E&P of a corporation
determines the amount of taxable dividends the corporation has avail-
able for payment to its shareholders. The E&P of a corporation that
is participating in the filing of a consolidated return is reduced by
that member's allocated share of the consolidated tax liability.37
Furthermore, each member's respective allocated share is treated as a
"1iability of such corporation (and) if the full amount of such lia-
bility is not paid by such corporation, . . . the (unpaid) amount will
generally be treated as a dividend, a contribution to capital, or a
combination thereof."38

Code Section 1552(a) and Treasury Regulation 1.1552-1(a) provide
various methods that may be used for E&P purposes to allocate a group's
consolidated tax liability among its members. The group may elect one

of the following methods:

1. Taxable income method. A member's allocated share
of the tax liability is "an amount equal to the tax
liability of the group multiplied by a fractionm,
the numerator of which is the taxable income of
such member, and the denominator of which is the
sum of the taxable incomes of all the members."39
Taxable income refers to the separate taxable income
of the member after certain adjustments. If the
separate taxable income of a member, as adjusted,
is negative, such member's taxable income is zero
for purposes of this calculation.40 See Figure 3
for an example of this allocation method.

37Treasury Regulation 1.1552-1(b)(2).

381p1d.

39IRC Section 1552(a) (1) and Treasury Regulation 1.1552-1(a)(1).

aoTreasury Regulation 1.1552-1(a) (1) (1i1).



51

The XYZ affiliated group has taxable income as follows:

Affiliate Taxable Income
X $1,500,000
Y 1,000,000
Z (500,000)
Total consolidated taxable income $2,000,000

Consolidated return tax liability $ 899,750

Allocation of the consolidated return tax liability will be as follows:

Affiliate Consolidated Return Tax Liability
X $ 539,850%
Y 359,900°
Z 0

Allocated consolidated
return tax liability $ 899,750

$1,500,000

x $899,750 = $539,850
($1,500,000 + $1,000,000 + $0)

b $1,000,000

x $899,750 = $359,900
($1,500,000 + $1,000,000 + $0)

FIGURE 3

ILLUSTRATION OF THE TAXABLE INCOME ALLOCATION METHOD
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Separate return liability method. A member's allo-
cated share of the tax liability is "an amount

equal to the tax liability of the group multiplied
by a fraction, the numerator of which is the separate
return tax liability of such member, and the denomi-
nator of which is the sum of the separate return

tax liabilities of all the members. . . . The
separate return tax liability of a member 1is its

tax liability computed as if it had filed a separate
return for the year."4l Certain adjustments are

made to the taxable income figure used to calculate
the separate return tax liability.42 If the separate
return tax liability, computed after the adjust-
ments, is not positive, such member's separate

return tax liability is treated as being zero.43

See Figure 4 for an example of this allocation
method.

Tax increase method. "The tax liability of the
group (excluding the tax increases arising from

the consolidation) shall be allocated on the basis
of the contribution of each member of the group to
the consolidated taxable income of the group. Any
tax increases arising from the consolidation shall
be distributed to the several members in direct
proportion to the reduction in tax liability resul-
ting to such members from the filing of the con-
solidated return as measured by the difference
between their tax liabilities determined on a
separate return basis and their tax liabilities
based on their contributions to the consolidated
taxable income."44 A member's allocated share of
the consolidated tax liability shall never exceed
such member's separate return tax liability.45

"The sum of the amounts which would be allocated

to the members but for the separate return tax
liability limitation shall be apportioned among

the other members in direct proportion, but limited
to, the reduction in tax liability resulting to such
other members."46 A member's reduction in tax

41IRC Section 1552(a)(2); Treasury Regulation 1.1552-1(a)(2).

4ZTreasury Regulation 1.1552-1(a) (2) (11).

43Treasury Regulation 1.1552-1(a) (2)(11)(1).

44IRC Section 1552(a)(3) and Treasury Regulation 1.1552-1(a)(3).

45Treasury Regulation 1.1552-1(a) (3) (11) (b).

46Treasury Regulation 1.1552-1(a) (3) (i1)(c).
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The ABC affiliated group has a consolidated return tax liability of
$500,000. Each affiliate's separate return tax liability was as

follows:
Affiliate Separate Return Tax Liability
A $750,000
B 200,000
(o 0
Total $950,000

Allocation of the consolidated return tax liability will be as follows:

Affiliate Consolidated Return Tax Liability
A $394,737°
B 105,263°
c 0

Allocated consolidated
return tax liability

8$750,000
x $500,000 = $394,737

$950,000

200,000
x $500,000 = $105,263

$950,000

FIGURE 4

$500,000

ILLUSTRATION OF THE SEPARATE RETURN
LIABILITY ALLOCATION METHOD
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liability is equal to the excess if any of (a) such
member's separate return liability under the separate
return liability allocation method, over (b) the
amount of tax liability allocated to the member
under the taxable income allocation method.47 1If
any of the consolidated tax liability remains
unapportioned after these allocations, the remaining
unapportioned amount is allocated among the members
in the same proportions as would be allocated to
such members under the taxable income allocation
method.48 See Figure 5 for an example of this
allocation method.

4. Discretionary allocation method. The consolidated
tax liability shall be allocated in accord with any
other allocation method selected by the group, sub-
ject to the approval of the IRS.49 However, such
method cannot result in either more or less of the
positive actual tax liability being allocated among
the members.>0 By adding this limitation tax com-
pensating payments are barred from being allocated.
However, such payments may be allcoated under one
of the modified allocation methods.”l

5. Modified allocation methods. In addition to the
above four allocation methods, Treasury Regulation
1.1502-33(d) (2) provides for three other allocation
methods that are basically modifications of the
above four methods. The major advantage of these
modified allocation methods is that any tax compen-
sating payment made by members in excess of the
group's actual tax liability may be allocated and
treated, for E&P purposes, as taxes paid by the
member making the payment, as opposed to being
treated as either a dividend paid or a contribution
to capital.52

A group must elect, for E&P purposes, to use one of the alloca-

tion methods stated above. The election is made with the first

471p1d.

48Treasury Regulation 1.1552-1(a) (3)(ii).

49IRC Section 1552(a) (4) and Treasury Regulation 1.1552-1(a) (4).

5OTreasury Regulation 1.1552-1(a) (4).
lipia.

52Treasury Regulation 1.1502-33(d)(1).
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The ABC affiliated group has taxable income as follows:

Affiliate Taxable Income
A $1,000,000
B 600,000
C (400,000)
Total consolidated taxable income $1,200,000

Consolidated return tax liability $ 531,750

Each affiliate's separate return tax liability is as follows:

Affiliate Separate Return Tax Liability
(assumed)
A $ 550,000
B 165,750
C 0

Total separate return tax liability $ 715,750

Allocation of the consolidated return tax liability will be computed
in the following manner:

Step 1. Allocated consolidated return tax liability under the
taxable allocation method:

Affiliate Consolidated Return Tax Liability
A $ 332,344
B 199,406°
c 0
Total $ 531,750
FIGURE 5

ILLUSTRATION OF THE TAX INCREASE ALLOCATION METHOD
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Step 2. Allocate consolidated return tax liability under the
separate return liability allocation method:

Affiliate Consolidated Return Tax Liability
A $ 408,610°
B 123,1409

c 0

Total $ 531,750

Step 3. Determine over-ceiling allocations (excess of share of tax
computed in Step 1 over share of tax computed in Step 2):

A B c
Step 1 $332,344 $199,406 . $0
Step 2 $408,610 $123,440 $0
Excess $ 0 $ 76,266 $o0

Step 4. Apportion the over-ceiling allocation of $76,266 between A
and C in proportion to (but not in excess of) the reduction
in tax liability as follows:

Taxable Income Separate Return Reduction in
Method Tax Liability Method Tax Liability
A $332,344 $406,610 $76,266
c 0 0 0

Only A had a reduction in tax liability, therefore, 100Z of the over-
ceiling allocation of $76,266 is allocated to A. The over-ceiling
allocation does not exceed A's reduction in tax liability, so there
is no unapportioned excess to be allocated under the taxable income
method.

FIGURE 5--continued
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Allocation of the consolidated return tax liability will be as follows:

Affiliate Consolidated Return Tax Liability
A $ 408,610°
B 123,140
C 0

Allocated consolidated
return tax liability $ 531,750

$1,000,000
x $531,750 = $332,344

($1,000,000 + $600,000 + $0)

b $600,000

x $531,750 = $199,406

($1,000,000 + $600,000 + $0)

€$550,000

x $531,750 = $408,610
$715,750
d$165,750
—_————— x $531,750 = $123,140
$715,750

€$332,344 + $76,266 = $408,610

FIGURE 5--continued
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consolidated tax return that is filed. If a group fails to make an
election, the taxable income method shall be applied to the group by
the IRS and "shall be binding upon the group in the same manner as if

an election had been made to so allocate."53

Determination of the Proper Amount of Federal Income
Tax Allowance to Include in the Cost of Service
of an Affiliated Utility

The amount of federal income tax allowance included in a utility's
cost of service is generally estimated by multiplying the tax base of
the utility by the factor [t/(1 - t)]. The tax rate, t, would in most
cases currently be 46 percent for an independent utility. When a
utility is a party to a consolidated tax return, however, commissioners
must decide how to account for any consolidated tax benefits/detriments
the utility realizes. Commissioners become faced with determining what
portion if any, of the consolidated tax benefits/detriments is to be
realized by the ratepayers of the affiliated utility and what portion,
if any, is to be realized by the shareholders. Thus the commissioners
must decide what portion of the consolidated tax benefits/detriments
represents a reduction (increase) in the tax allowance of the utility
(1.e., a reduction [increase] in the utility's revenue requirement) and
what portion represents additional (reduced) earnings on the capital
invested by the owners of the utility. The positions that have been
taken by the Federal Energy Regulatory Commission on this issue are
discussed in the next chapter. The positions that have been taken by

various state commissions are presented in Chapter 5.

53Treasury Regulation 1.1552-1(d).



CHAPTER 4

THE FERC POSITION ON CONSOLIDATED TAX SAVINGS: A REVIEW
OF ADMINISTRATIVE AND JUDICIAL RATE DECISIONS

The FPC Looks at Consolidated Tax Savings:
The Earlier Decisions (1946-1963)

Before examining in detail the FPC decisions dealing with the
issue of consolidated tax savings, a brief background on the two pri-
mary situations that typically give rise to consolidated tax savings
will be provided. In the first situation, the parent corporation,
generally a holding company, earns no separate operating income of its
own. Its primary source of income is dividend income received from its
subsidiaries, which is tax-free to the parent due to the allowable
dividends-received tax deduction. Interest expense incurred for the
financing of its subsidiaries is the primary expense of the parent com-
pany. Since the interest expense is tax-deductible, the parent company
typically reports a tax loss. By offsetting the parent's tax loss
against the taxable income of the subsidiaries, consolidated tax
savings usually are realized. In the second situation it is the
affiliates of the regulated utility that report the excess deductions
and/or tax losses arising from their separate operations. Assuming no
other affiliates reported taxable income, such losses would either be
lost or carried over. However, by offsetting the incomes of the
profit-making affiliates, typically the regulated utilities, with such
deductions/losses, consolidated tax savings will again normally be

realized.

59
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The first cases addressed by the FPC that dealt with consolidated
tax savings were issued during the 1940s and 19503.1 These cases
involved consolidated groups of corporations comprised entirely, or
predominantly, of regulated businesses.2 The records from these cases
establish that in all but one instance the consolidated tax savings
arose due to tax losses generated by the parent corporation.3 The one
exception to this was the fact situation in the first consolidated tax
case, issued in 1946, which dealt with Penn-York Natural Gas Corpora-
tion;a the source of the consolidated tax savings in that case was not
apparent from the record.5
The FPC held in these initial cases tax savings generated from a
parent corporation's tax loss were to be passed on to the ratepayers
of the regulated companies.6 The allocation method the FPC used to
accomplish this consisted essentially of:
(1) multiplying the consolidated tax liability by the
ratio the jurisdictional utility's taxable income
bore to the total taxable income of all members
of the group having taxable income (resulting

amount represents the utility's share of the con-
solidated tax liability);

lgg Columbia Gulf Transmission Company, 54 PUR4th 31, Opinion
No. 173, Docket Nos. RP75-105-002, RP75-106-006 (FERC June 22, 1983),
p. 41, n. 23.
zgg Cities Service Gas Company, 49 PUR3d 229, Opinion No. 396,
Docket No. G-18799 (FPC July 15, 1963), p. 242.

355 Columbia Gulf Transmission Company, 54 PUR4th 31, p. 41,
n. 24.

433 Penn-York Natural Gas Corporation, 5 FPC 33, 63 PUR(NS) 235,
Opinion No. 129 (FPC 1946).

Sgg Columbia Gulf Transmission Company, 54 PUR4th 31, p. 41,
n. 24.

655 Cities Service Gas Company, p. 242.
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(2) dividing the utility's taxable income into the
utility's share of the consolidated tax liability
to compute an effective tax rate; and
(3) using that effective tax rate instead of the
statutory tax rate to compute the utility's tax
allowance.
In those few cases where the tax savings were generated by a nonrecur-

ring or atypical loss, the FPC ruled not to pass the savings on to the

ratepayers.

The Issue of Unregulated and Unrelated Affiliates

It was not until 1957 that the FPC first addressed the issue of

whether business losses of unregulated and unrelated corporations par-

ticipating in a consolidated return (with a regulated natural gas com-
pany) should benefit the consumers of the regulated natural gas com-~
pany; this occurred in a case dealing with Olin Gas Transmission Com-
pany (Olin).8 The issue of "unregulated and unrelated corporations"
was an important issue to the FPC as well as to all the regulatory com-
missions. The consolidated tax savings issue can present particular
problems for regulatory commissions in those situations where: (1) the
affiliates of the utility are nonregulated entities or entities regu-
lated by other jurisdictional commissions, and (2) these affiliates are
realizing tax losses which are generating consolidated tax savings for
the group. In such situations, commissions must determine whether the
decision of the commission may lawfully extend to the nonjurisdictional
activities of the utility's affiliates in order to benefit the rate-

payers of the jurisdictional utility.

735 Columbia Gulf Transmission Company, 54 PUR4th 31, p. 40.

853 Olin Gas Transmission Company, 17 FPC 695, (FPC 1957), cited

in Re Columbia Gulf Transmission Company, 54 PUR4th 31, p. 42, n. 33.
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The Olin case was briefly explained by the Commission in one of
its later decisions. It summarized the facts relating to the case as
follows:

0lin explored, produced, and transported gas.
The group to which 0lin belonged reported a tax loss
on the consolidated return because the losses of Olin's
parent on its independent gas exploration and develop-
ment program exceeded the income from 0lin and its
other subsidiaries.

The commission staff, following the established
method, argued that because the group paid no taxes,
no tax allowance should be included in Olin's cost of
service. The judge and the commission disagreed and
allowed a tax allowance based on the company's return
on equity. The commission did so because the losses
arose 'from unregulated (i.e., nonjurisdictional)
business activities unrelated to Olin's natural gas
operation.'

The commission, in one of its later cases, noted one problem with
the 0lin decision: the failure of the Commission to specify in the
decision how an activity would, in practice, be classified as either
"related" or "unrelated" to the jurisdictional activities of the
utility.lo This question was never addressed by the FPC after its Olin
decision. However, problems never arose over the issue because, in the
next case addressed by the Commission that dealt with tax losses

realized by unregulated and unrelated affiliates of a jurisdictional

utility, the Commission decided to change its policy.

The Cities Service Decision

The issue of nonregulated entities and consolidated tax savings
came before the FPC again due to a decision involving Cities Service

Gas Company (Gas Company), which was issued April 23, 1962. 1In that

953 Columbia Gulf Transmission Company, 54 PUR4th 31, pp. 42-43.

101p14., p. 43.
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decision the stand-alone method had been applied by the examiner of
the case to compute the tax allowance of Gas Company. It should be
noted use of the stand-alone method by the examiner was consistent with
the conclusion reached by the FPC in its Olin decision. However, the
FPC staff as well as a number of municipals did not agree with the
initial examiner's decision to use the stand-alone method, and there-
fore, filed exceptions to that decision. As a result it became neces-
sary in 1963 for the FPC to again address the issue of whether the non-
jurisdictional activities of a jurisdictional utility's affiliates
were to impact that utility's tax allowance.11 The sole issue dealt
with in this case was the "proper tax allowance to be included in the
cost of service of Cities Service Gas Company."12

Before examining the details of the Cities Service case, it
would be appropriate to explain briefly the mechanics of the stand-
alone method. The Commission did this in a later case in which it
stated:

'A stand-alone income tax allowance is one that

takes into account the revenues and costs entering into

the regulated cost of service without increase or

decrease for tax gains or losses related to other

activities.' The stand-alone method results in the

tax allowance being equal to the tax the utility would

pay on the basis of its projected revenues less deduc-

tions for all operating, maintenance, and interest

expenses included in the cost of service. In short, it

results in a tax allowance equal to the tax on the

allowed return on equity.

The mechanics of calculating a stand-alone tax
allowance are as follows: From the total return
allowed on rate base are deducted interest expenses

(computed by multiplying the rate base by the weighted
cost of long-term debt used in determining the rate of

1152 Cities Service Gas Company.

1255 Cities Service Gas Company, p. 230.
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return), permanent tax differences, and the effect of
the surtax exemption to arrive at the tax base. The
tax base is then multiplied by the factor of 48 per
cent over 52 percent (now 46 percent over 54 per cent)
[ratio of "t" over "1-t", where t represents the
statutory tax rate] to produce the tax allowance,
which includes recognition of the fact that the tax
allowance itself is subject to tax when received by
the utility and is not deductible. The amount so cal-
culated is the tax allowance.

That the mechanics of calculating a stand-alone
tax allowance do not take into account the revenue
received and deductions for operating and maintenance
expenses is not important. In calculating the tax
allowance our policy is that a legitimate expense for
cost-of-service purposes is to be considered to be a
legitimate deductible expense in calculating a com-
pany's cost-of-service tax allowance. Accordingly, we
can safely ignore the utility's operating and maintenance
expenses and the revenues needed to recover those
expenses. The only area for concern is the return on
rate base.l3

Cities Service Gas Company, at the time of the decision, was a
member of the Cities Service system. Cities Service Company, the
parent corporation, owned all the outstanding stock of Gas Company
through its wholly-owned subsidiary, Empire Gas and Fuel Company. The
parent corporation, directly or indirectly, owned thirty-seven corpora-
tions, about six of which were regulated. Gas Company engaged in the
interstate transportation and sale of natural gas. The other sub-
sidiaries were engaged in such activities as exploring for and pro-
ducing o0il and natural gas, producing petroleum products, and owning
and operating refineries, railroad tank cars, ocean oil tankers, and an
office building.

A consolidated tax return had been filed by the Cities Service
System for a number of years. '"By virtue of filing a consolidated

federal income tax return for the years 1957 through 1959, the Cities

1355 Columbia Gulf Transmission Company, 54 PUR4th 31, p. 38.
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Service system companies collectively enjoyed a federal income tax
saving in the order of some $48 million."14 Payment of the consoli-
dated tax liability was allocated by the parent company among the sub-
sidiaries in the following manner:
The regulated companies, such as Gas Company,

were charged 52 percent of their net taxable income

while the remainder of the consolidated tax, if any,

was then allocated among the nonregulated subsidiaries

showing a profit in proportion to their respective

taxable incomes.
The FPC, however, commenting upon this allocation scheme, stated that
"their intrasystem methods of allocation cannot be the basis of deter-
mining the amount allowable to Gas Company as an operating expense in
a rate case."16

The FPC developed and used in the Cities Service case a new tax
allowance method to compute the proper amount of "federal income taxes
included in the cost of service of a regulated company where that com-
pany has joined in a consolidated return with affiliates."17 The
Cities Service method was designed to allow the ratepayers of the regu-
lated company to benefit from a portion of the system's consolidated
tax savings. The mechanics of the Cities Service formula consists of

the following steps:

"(1) separate the companies into regulated and nonregu-
lated groups,

"(2) determine the net aggregate taxable income of
each group, and

1453 Cities Service Gas Company, p. 236.

1v14., pp. 231-232.

161p1d., p. 232.

17 1bid., p. 236.
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"(3) apportion the net total consolidated tax liability
over a representative period of time between the
two groups, and among the companies in the regu-
lated group, on the basis of their respective
taxable incomes; provided that the allowance so
computed for the regulated company shall not
exceed what its tax liability would be for rate-
making Eurposes, if computed on a separate return
basis."18

It should be noted at this point that the above formula does allow the
nonjurisdictional activities of a utility's affiliates to impact the
ratepayers of that utility.

Before applying the mechanics of the above method to Gas Company,
the FPC first allocated the taxable incomes of those companies in the
Cities Service system that had only a portion of their business subject
to regulation, into regulated and nonregulated categories. The FPC
stated:

We wish to make it clear that a simple manner of
allocating the taxable income of mixed companies should

be used in any future cases involving this issue.

Obviously, it is administratively infeasible to compute

a detailed cost of service for large integrated cor-

porations to determine one element of a regulated com-

pany's cost of service.l9

Another detail of the method decided upon by the FPC was the
period of time that would qualify as being "representative." 1In
explaining why a three-year period was chosen for Gas Company the FPC
stated:

The parent company paid no federal income tax

for 1958, the test year. If this test period were

representative, we would include no tax allowance in

Gas Company's cost of service. However, the tax lia-

bility of a complex such as Cities Service for a single
year is not apt to be representative. As stated above,

181114,

19Ibid., P. 235, n. 9.
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the record shows extensive tax data for each of the
companies of the Cities Service system for the years
1957 through 1959. While data for a longer period of
time might be useful for normalization purposes, in
our opinion the detailed data for this 3-year period
of time is sufficient to determine the tax rate appli-
cable to Gas Company.20

Cities Service did not agree with the FPC decision. It argued
that the tax rate actually payable on Gas Company's stipulated return
was 52 percent. Furthermore, it said, taking into account the carry-
back of losses, there were no tax savings which could be attributed to
Gas Company's inclusion in the consolidated return. Lastly, it con-
tended, it was Gas Company's rates that were at issue in the case, not
the rates of its affiliates' products. It argued:

Where rates are being set for a utility opera-

tion, the costs applicable to that operation are ger-

mane, not the costs of the unrelated nonutility opera-

tions. . . . if there is any saving from the nonutility

operations they belong to the stockholder who incurred

the losses and not to the ratepayer, who has paid no

obligation of the nonjurisdictional subsidiaries and

has not contributed to their losses. The staff's pro-

posal would take away from the investors a portion of

the incentive provided by Congress to encourage explora-

tion for oil, domestically and abroad, would put the

company at a competitive disadvantage with other oil

companies, and would penalize the parent company for

its form of corporate organization.21

The initial examiner in this case, who had used the stand-alone
method to compute Gas Company's tax allowance, agreed with the position
taken by Cities Service. He could not "see the justice of permitting
Gas Company's customers to receive a windfall from losses occurring in

businesses unrelated to that of the regulated natural gas company

merely because Gas Company and the corporations having the losses

201144, , pp. 234-235.

2l1bid., pp. 232-233.



68
happen to have a common corporate owner."22 He also stated "the regu-
lated businesses should not have the right to take away from the non-
regulated entity any part of the losses it utilizes for tax pur-
poses."23 He thought "if driven to it, the parent company could
rearrange its system of corporations in such manner as to eliminate
tax losses, and there would then be no tax saving to allot to the gain
companies, including Gas Company."24 He argued that by not allowing
use of the stand-alone method 'the true congressional intent of the tax
law permitting the filing of a consolidated return, which was to
encourage holding companies to expand their overall businesses for the

betterment of the national and international economy," would be

thwarted.25

The FPC, on the other hand, in explaining their position on the
issue, stated:

The authorities do not give us a clear answer to
the question of whether the tax allowance for the regu-
lated company should take into account the losses of
affiliates. Some authorities appear to support the
'actual taxes' concept as advanced here by the staff.

« « « Other authorities eliminate the losses of affili-
ated companies or of separable operations of the same
company. . . .

The starting point in resolving the consolidated
tax issue is the amount of the consolidated tax pay-
ment. This is the only real cost which was incurred
by Gas Company in conjunction with the other Cities
Service affiliates. The task is then to determine the
proportion of the consolidated tax which is reasonably
attributable to the Gas Company vis-a-vis the other
Cities Service affiliates. The basic error in the

221p14., p. 233.

23Ibid.

24Ibid.

231p1d.
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position of Cities Service is that it ignores this
point and claims an amount of federal income taxes in
Gas Company's costs of service on the basis of a hypo-
thetical figure which Gas Company would have paid if

it were a separate company. The simple truth of the
matter is that Gas Company paid no separate federal
income tax but participated in the filing of a consoli-
dated return with the other Cities Service affiliates.
To accept Cities Service's position would be to approve
fixing of jurisdictional rates on the basis of conver-
ting a hypothetical tax payment into a prudent opera-
ting expense. In effect, Cities Service argues that
Gas Company ratepayers should make Cities Service stock-
holders whole for the tax losses of nonregulated enter-
prises even though this means an allowance for taxes
over and beyond that which the consolidated system as

a whole actually paid. We reject this view as neither
just nor reasonable. Tax allowances in a cost of ser-
vice are for the purpose of permitting the regulated
entity to secure a rate which, after taxes, will pro-
vide a reasonable return on jurisdictional investment,
not to insure that other components of a complex cor-
porate system are enabled to 'cash-in' on their tax
losses.

The FPC staff had developed a method that was somewhat different
than the method finally agreed upon by the FPC. It consisted of apply-
ing the effective tax rate of Gas Company to its income in the test
year:

This tax rate was derived, in essence, by divid-
ing the consolidated tax paid by the Cities Service
system by the total taxable income of all the profit-
making affiliates computed separately for the years
1957, 1958, and 1959. By this method the staff com-
puted an effective tax rate of 23.92 per cent for 1957,
0 per cent for 1958 (where there was a consolidated
tax loss), and 7.67 per cent for 1959. It averaged
these three figures to obtain its effective tax rate
of 10.53 per cent which it applied to the Gas Company's
income in the test year 1958 to obtain a tax allowance
of $785,565.27

261b1d., pp. 233-234.

27Ibid., p. 232.
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The FPC also disagreed in part with this method because it
found that a "separation between regulated and unregulated costs and
revenues"28 was necessary and the staff's method did not provide for
such separations. The FPC argued:

If we were to allocate the consolidated system
tax return among all profit companies including those
in whole or part engaged in unregulated activities,
there would be no sound reason for refusing to fix
jurisdictional rates at a level sufficient to make up
any real losses these companies might suffer.

Staff's approach possesses a quality of artifi-
ciality and instability which renders it unsatisfactory
for ratemaking purposes. In effect, staff's effective
tax rate is derived by taking the ratio Gas Company's
income bears to the total income of the profit-making
companies, and applying this percentage to the system
tax paid. It would be easy for Cities Service to
escape from this onerous assessment by rearranging
affiliates, mergers, or intrasystem pricing arrange-
ments in order to eliminate all or most of the other
profit entities and thus increase the effective tax
rate of the Gas Company. Significantly, the record
shows that Cities Service could accomplish this result.

Therefore, in explaining the method it agreed upon, the FPC stated the
method was "similar to staff's approach which we consider reasonable
when the nonregulated affiliates have been excluded."30

Some of the FPC commissioners provided additional personal com-
ments on the FPC decision in separately stated opinions. Their
opinions provide some additional insight into this issue. Commissioner
Morgan, who concurred with the FPC decision, stated the following:

It also appears from the record before us that
with few exceptions, one of which is discussed below,

the parent company allocated this enormous [tax] saving
among the members of its corporate family on the

281p1d., p. 234.

291bid.

301p1d., p. 236.
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proportionate basis of the taxable income each of them
produced. This appears eminently fair, and this, more-
over, is the method the tax regulations suggest for
distributing these savings among the corporate family.

It is the 'few exceptions' that concern us--most
particularly, the Cities Service Gas Company. We are
concerned with this 'exception,' first, because that
company sells a commodity vested with a public interest,
at rates having the force of law, to consumers whose
ratepaying welfare we are charged by Congress with
protecting; second, because on the basis of allocating
this saving which parent has chosen for its unregulated
companies (that is, in proportion to taxable income),
this particular public utility should have enjoyed
savings of about $17,700,000 during the period mentioned;
third, because utility regulation traditionally and
without detectable exception has always required sav-
ings in utility tax costs to flow through in the form
of reduced rates to the consumers who alone and by law
must bear the utility's entire tax burden; and fourth,
because the parent in this case has refused to appor-
tion, distribute, allocate, or grant a single penny
of the entire tax saving to the public utility that
has been placed under what should be the watchful eye
of the Federal Power Commission. . . .

If this were a matter of tax law, as company and
the dissenting opinion would have us treat it, we, like
the Internal Revenue Service, would only be interested
in checking the accuracy of company's arithmetic. But
this is a rate proceeding, not a tax audit. The pro-
blem here is only the problem of determining how the
utility's share of the system's actual tax liability
should be determined; or the extent to which a regu-
lated utility's tax and ratepaying consumers should
realize or be deprived of a saving in tax charges which
in utility law are imposed upon and chargeable exclu-
sively to utility ratepayers.

The difficulty is not in determining whether this
utility's share of the tax savings should benefit the
consumers who pay its taxes; the difficulty is in esti-
mating this utility's proper share of the saving. . . .

« « o The position of Cities Service Company is
that none of the system's tax savings should be used
to reduce Gas Company's hypothetical 'tax' charges to
its consumers, because those consumers did not finance
the tax losses that gave rise to those savings. But,
as we shall see, that is exactly what the consumers
did, although involuntarily.

This entire practice is in complete conflict
with the established principle that because a utility's
consumers alone must pay its entire tax bill under rates
having the force of law, a utility cannot charge its
consumers more for taxes than the actual amount,
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estimated where necessary, that the utility actually
paid or contributed to the U.S. Treasury, or more than
the utility's proper and equitable share of the system
tax actually paid. In the utility field, stockholders
are entitled to a fair, constitutional rate of return,
and the tax thereon is paid by utility consumers so
that the fair return will not be reduced by taxes.

Once the utility or its stockholders have received that
return, they may not obtain more by claiming higher,
fictitious, or hypothetical costs they might have
incurred if they had been organized or operated in some
other, unreal manner. To allow additional return~-over
and above a fair return as defined by the courts--is

to countenance unjust enrichment of the utility or its
owners at the expense of the ratepayer.

Commissioner Morgan, although concurring with the FPC decision,
actually preferred use of the staff's tax allowance method over the
method agreed upon by the FPC. He believed the FPC's method actually

gave "the priority of use of the system's tax loss benefits primarily

n32 He stated:

or even entirely to its unregulated profit companies.
In passing, it may be noted that if this policy

is equitable and if 'turn about is fair play,' the
priority could and perhaps should be reversed for regu-
latory purposes. That is, if preference is to be given
either group of subsidiaries regulatory authority might
properly apply the tax loss benefits first to wipe out
the tax liability of the regulated subsidiaries (which
almost invariably operate at a taxable profit), and
then to use whatever loss deductions may remain to
reduce the tax liability that the unregulated sub-
gidiaries would have had if their taxes had been sepa-
rately computed. This would not alter the system's
overall tax liability. But it would produce signifi-
cantly larger tax reductions for the regulated com-
panies, which would eventually be translated by regula-
tory authority into reduced rates and gross revenues.
It would likewise greatly reduce the expendable funds,
generated in the guise of 'taxes' paid by utility rate-
payers, which the parent company now disburses across
the face of the earth to operate the speculative ven-
tures of its various nonregulated corporations. It is
these specific corporate operations, in large part

31b1d., pp. 236-238, 240.

321p14., p. 240.
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financed and underwritten by 'taxes' extracted from
ratepayers, which give rise to the tax loss benefits
which the parent company claims it has the exclusive
right to enjoy on the ground that the ratepayers had
nothing to do with them! . . .

In any event, it is clear that the policy adopted
here gives priority and favored treatment to the non-
regulated companies rather than to those whose rates
are subject to regulatory control by this and other
commissions. I should have preferred that no priority
or favored treatment be given to either group; and,
speaking only for myself, I therefore believe that the
actual tax and actual tax allocation method here urged
by the staff is the preferred solution to this problem.

Most reluctantly, however, and solely for the
purpose of enabling a decision to be reached in this
case, I concur in the policy adopted by my colleagues
of the majority. Though far from perfect, it is a
discernible improvement over the situation that has
existed here and in numerous other corporate families
for many years. The approach of the majority, which
is more in the nature of an assignment than an alloca-
tion, will serve at least to limit the tax liability
of Gas Company's ratepayers to the actual liability of
the entire system as a whole. It at least will prevent
them from having to pay a tax charge that is larger
than the actual liability of the entire system of which
Gas Company is a minor part. This is no small matter,
for Gas Company's lawyers have been unable to obscure
the fact that in 1958, when the tax liability of the
total system was zero, the parent company nevertheless
imposed a 'tax' charge upon the ratepayers of the regu-
lated utility in the amount of $6,367,534, not one
penny of which was paid to the federal treasury.

In sum, this method of apportioning the tax sav-
ing and tax burden has the limited virtue of accommoda-
ting, to a very small and unsatisfactory degree, the
two irreconcilable concepts at war with one another
here. That is, it permits company and stockholder to
enjoy an overly generous portion of the benefits which
they erroneously claim are entirely theirs by virtue
of the tax law alone; and it goes some small way toward
producing a more equitable charge to ratepayers for the
estimated amount of tax liability actually incurred by
or attributable to the regulated utility that serves
them.33

B1bid., pp. 240-242.
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Commissioner Woodward joined by Commissioner O'Connor, Jr., gave
dissenting opinions to the FPC decision. In describing the FPC tax

allowance method they stated:

If each of the resulting groups shows a net tax-
able income, this formula would fairly allocate the
total tax in accordance with the respective amounts of
taxable income. But where, as here, the unregulated
group has a net loss for the test period, the formula
appropriates that loss which was the result of expenses
and losses financed by the stockholders and deducts it
from the tax allowance to be charged the ratepayers,
thereby granting to them the entire benefit emanating
from the tax loss. As applied here, the $2,400,000
net taxable loss of the unregulated group is handed
over to the ratepayers by deducting it from the taxable
income of Gas Companz, thereby reducing its tax allow-
ance by $1,200,000.3

One of the primary problems Woodward and O'Connor found with the
FPC decision was it limited, in their opinion, the rights of Cities
Service to benefit from the filing of a consolidated return. They
stated:

Depriving Gas Company of a tax allowance which
would be routinely granted to it by the commission if
it were not for its having a common owner with an
unregulated and unrelated petroleum business, should
not be done without some very persuasive reasons based
upon sound rate-making policies which impose no confis-
catory rates, which balance equitably consumer and
investor interests, and which take fully into considera-
tion the impact of such action upon national economic
policies. At the root of regulation is economic policy.
The problem of economic growth in the United States is
crucially important and inseparably related to economic
growth is investment. Under the majority view, the
consolidated return would not result in stimulating
investment and growth because it has the effect of
converting nonjurisdictional losses within the parent
company's system into a rate reduction for gas con-
sumers. The majority opinion is not supported by per-
suasive reasons based on sound policy.

e « « The majority view is unlawful because it
has the effect of regulating nonutility enterprises

341bid., p. 242.
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beyond the commission's jurisdiction; it would strip
the parent company of congressionally-conferred rights
to tax deductions of its nonjurisdictional sub-
sidiaries. . . .

If the economic advantage arising out of the
filing of a consolidated tax return is to be passed on
to Gas Company's ratepayers, which is the effect of
the majority decision, the intent of Congress will be
defeated.32

Woodward and O'Connor also noted Cities Service, as the sole
shareholder, bore "100 per cent of every risk, expense, and loss sus-
tained by its subsidiaries."36 Therefore, in their opinion, the
expenses and losses of its subsidiaries:

Should not be appropriated for the consumers of
a regulated natural gas company who bore no part of
them, assumed no risks in relation to them, and have
no right to use them to reduce their gas costs. . . .

« « « Most assuredly, Gas Company is not entitled
to tax savings arising out of foreign and domestic
exploration, production, refineries, gas station opera-
tions, petrochemical, tanker, and other nonjurisdic-
tional operations.37

As a result of this problem, the commissioners questioned the effect
this decision would have on the ability of the affiliates of Gas Com-
pany to compete in their respective marketplaces:

Following the theory of the majority, how can an
integrated oil company, which also has a natural gas
pipeline company within its corporate structure, com-
pete on equal terms with an oil company not having
similar pipeline operations, if the latter can use
all of its tax savings in its o0il business but the
former cannot? Clearly, it cannot so compete.38

Effectively they argued activities of the nonjurisdictional affiliates

F1bid., pp. 242-247.
361b1d., p. 244.

37 1p1a.

38

Ibid., p. 246.
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of a utility should not be allowed to impact the amount of revenue
requirement that utility is allowed to earn.
Another point the commissioners emphasized was that '"the parent

company obtained no tax or other advantage from including Gas Company

n39

in its consolidated return. In fact, they noted, the inclusion of

Gas Company in each consolidated return actually increased the cost of
such returns by an amount "equal to 52 per cent of Gas Company's tax-
able income."40 They stated:

In 1957, the parent company paid a consolidated
tax of $12,251,639 on the income of its subsidiaries
of which $5,860,398 was attributable to and equal to
52 per cent of Gas Company's taxable income. In 1958
the parent company received a tax refund of $6,367,534,
but it would have received a total refund of $10,224,666
if Gas Company had not participated in the consolidated
return. Thus, the parent company, in effect, paid a
tax of $6,367,534, representing 52 per cent of Gas
Company's 1958 taxable income, by foregoing the addi-
tional refund in that amount. In 1959, the parent
company paid a tax of $2,965,014, but it would have
received a refund in the amount of $6,566,531, if Gas
Company had not been included in the consolidated
return. Thus, the parent, in effect, paid $9,531,545
in payment of the tax at the rate of 52 per cent on
Gas Company's taxable income. The record shows that
Gas Company's taxable income was not necessary to pro-
duce tax savings in the test years.

There is no question that Gas Company would pay
a 52 per cent tax had it been considered on a separate
basis. The parent, by including Gas Company in the
consolidated return, added a cost thereto equal to 52
per cent and allocated a 52 per cent cost to the Gas
Company. 1

Woodward and O'Connor agreed with the examiner's use of the

stand-alone method to compute Gas Company's tax allowance. They noted

391b1d., p. 245.

407444,

411114,
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use of it would result in no "attendant harm" to the ratepayers, and
would not result in higher rates to the ratepayers; use of the stand-
alone method, they argued, would simply not operate to reduce the

utility's rates.42

Response to the Cities Service Decision

The method developed in the Cities Service decision was not
readily accepted either by the courts or by affiliated utilities. 1In
1964, the U.S. Court of Appeals for the tenth circuit reversed the
Cities Service decision. The issue before the court was:

Whether the commission, in the exercise of its

undoubted power to determine just and reasonable rates

for jurisdictional gas sales, may, in these circum-

stances, take into account the losses of nonregulated

and unrelated affiliates to calculate the tax allowance
includable in the cost of service of a regulated com-

pany.43

To begin with, the court held no tax savings resulted to the
Cities Service system from the inclusion of Gas Company in the consoli-
dated return. In fact it found, as the dissenting commissioners
Woodward and O'Connor had argued, that the inclusion of Gas Company in
the consolidated return actually increased the system's consolidated
tax liability by 52 per cent of Gas Company's taxable income. It
stated:

We think it is legally fallacious to calculate

the Gas Company's tax allowance on the basis of the

consolidated tax liability of the parent company. This

approach cannot be justified by the actualities of the

case. The uncontroverted facts show that the Gas Com-
pany not only incurred a tax liability during the

421p1d., p. 247.

43Cities Service Gas Company v. Federal Power Commission, 337

F2d 97, 56 PUR3d 51, 52 (10th Cir. 1964).
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representative years at the statutory 52 per cent rate,

but its tax liability at that rate was reported to the

parent company, and the consolidated returns actually

reflect that tax liability.44

However, more importantly the court held use of the commission's
method made the tax allowance of a utility dependent upon the profits
or losses of its nonregulated affiliates. Since jurisdictional limits
of the FPC required "a separation of regulated and nonregulated profits
and losses in the determination of the tax allowance"45 of a utility,
the court ruled use of the commission's method was unauthorized.

Nonetheless, the FPC continued to use the Cities Service method
to compute the tax allowance of other affiliated utilities under its
jurisdiction. In 1964 in a case dealing with United Gas Pipe Line Com-
pany (Pipe Line) the commission applied the method to compute Pipe
Line's tax allowance, using the same reasoning and conclusions set
forth in its Cities Service decision.46 Pipe Line, a natural gas
transmission company, was wholly owned by United Gas Corporation, a
regulated gas distribution company. United Gas Corporation also held
100 percent of the stock of two other subsidiaries--Union Producing
Company, a regulated domestic oil and gas producer, and United Overseas
Production Company, a nonregulated oil exploration company engaged in
exploration in foreign countries. These latter two subsidiaries had

reported tax losses for the period 1957-1961 that had created consoli-

dated tax savings for the system. In computing Pipe Line's tax

AACities Service Gas Company v. Federal Power Commission, 56

PUR3d 51, p. 54.

431b1d., p. 52.

a6§g United Gas Pipe Line Company, 31 FPC 1180, 54 PUR3d 285

(FPC 1964).
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allowance, the FPC allocated the actual consolidated tax liability paid
during the 5-year period, 1957-1961, among the members of the group in
accordance with the Cities Service method. Due to the particular fact
situation in the Pipe Line case, the FPC found five years rather than
three years to be the "representative" period of time over which to
compute Pipe Line's tax allowance.

Pipe Line petitioned the U.S. Court of Appeals for the fifth cir-
cuit for a review of the FPC order in 1966. The court found no fact
differences between the Cities Service case and the Pipe Line case,
and, because it agreed with the decision reached by the tenth circuit
in the Cities Service case, it held the principles announced in that
opinion were also applicable and controlling in the Pipe Line case.
Therefore, it found the commission's method to be erroneous, and ruled
the FPC order dealing with the tax allowance of Pipe Line be vacated
and set aside.47

The FPC responded to rejection of its Cities Service method by
requesting the United States Supreme Court to review the United Gas
Pipe Line decision. In 1967, in a 5-3 opinion, the Supreme Court held
the FPC had not exceeded its power in allowing a tax allowance to
United Gas Pipe Line Company which was less than the amount it would
have been allowed had it filed a separate return.48 It stated:

In our view what the commission did here did not

exceed the powers granted to it by Congress. One of its

statutory duties is to determine just and reasonable

rates which will be sufficient to permit the company to
recover its costs of service and a reasonable return on

47United Gas Pipe Line Company v. Federal Power Commission, 357

F2d 230, 63 PUR3d 173 (5th Cir. 1966).

48Federal Power Commission v. United Gas Pipe Line Company et al.,
386 US 237, 87 S Ct 1003, 68 PUR3d 321 (U.S. Sup. Ct. 1967).
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its investment. Cost of service is therefore a major
focus of inquiry. Normally included as a cost of service
is a proper allowance for taxes, including federal income
taxes. The determination of this allowance, as a general
propostion, is obviously within the jurisdiction of the
commission. Rate making is, of course, subject to the
rule that the income and expense of unregulated and
regulated activities should be segregated. But there

is no suggestion in this case that in arriving at the

net taxable income of [Pipe Line] the commission violated
this rule. Nor did it in our view in determining the

tax allowance. [Pipe Line] had not filed its own sepa-
rate tax return. Instead it had joined with others in
the filing of a consolidated return which resulted in

the affiliated group paying a lower total tax than

would have been due had the affiliates filed on a sepa-
rate return basis. The question for the commission was
what portion of the single consolidated tax liability
belonged to [Pipe Line]. Other members of the group
should not be required to pay any part of [Pipe Line's]
tax, but neither should [Pipe Line] pay the tax of
others. A proper allocation had to be made by the com-
mission. In [the respondent's] view [Pipe Line] should
never share in the tax savings inherent in a consoli-
dated return, even if on a consolidated basis system
losses exceed system gains and neither the affiliated
group nor any member in it has any tax liability. This
is an untenable position and we reject it. Rates fixed
on this basis would give the pipeline company and its
stockholders not only the fair return to which they are
entitled but also the full amount of an expense never

in fact incurred. In such circumstances, the commission
could properly disallow the hypothetical tax expense

and hold that rates based on such an unreal cost of
service would not be just and reasonable.49

The Supreme Court upheld the right of the FPC to adjust the tax
allowance of a utility realizing consolidated tax savings, even when
those savings arose due to nonjurisdictional activities of the
utility's affiliates. It held:

We think that in the proper circumstances the
commission has the power to reduce cost of service, and
hence rates, based on the application of nonjurisdic-

tional losses to jurisdictional income. Hence, the
question becomes one of when and to what extent the tax

49Federal Power Commission v. United Gas Pipe Line Company et al.,
68 PUR3d 321, p. 326.
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savings flowing from the filing of a consolidated return
are to be shared by the regulated company. . . .
Viewing the case in this light, we cannot say that

the method the commission chose to allocate the tax

liability among the group members was erroneous or con-

trary to its statutory authority.so

It should be noted, however, the Supreme Court did not rule any
portion of a system's consolidated tax savings had to be allocated to
the ratepayers of the utility member whenever that utility was party to
the system's consolidated tax return; it merely held the Cities Service
allocation method was just and reasonable given a portion of the sys-
tem's consolidated tax savings was to be allocated to the ratepayers.

The Supreme Court affirmed the Commission on its Cities Service
method but remanded the case back to the fifth circuit court of appeals
with respect to the jurisdictional and nonjurisdictional income of Pipe
Line. However, the court of appeals disagreed with the Supreme Court's
interpretation. Therefore, the FPC petitioned the U.S. Supreme Court a
second time to review the adverse decision of the court of appeals.
The Supreme Court, in its second opinion,51 "strongly indicated that
tax losses from nonjurisdictional activities should first be allocated
to reduce taxable income from other nonjurisdictional operations and

that jurisdictional rates should be reduced only when there was a net

tax loss from all nonjurisdictional operations."52 The Supreme Court

OIbid., p. 327.

51Federal Power Commission v. United Gas Pipe Line Company, 393
Us 71, 89 s Ct 55, 79 PUR3d 257 (U.S. Sup. Ct. 1968) cited in Re
National Rates for Natural Gas, 15 PUR4th 1, Opinion No. 749-C, Docket
No. 478 (FPC July 19, 1976), p. 9.

5253 National Rates for Natural Gas, p. 9.
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directed the court of appeals to remand the case to the Commission,

where it was settled.

The FPC Reverses Its Cities Service Position

Despite its apparent victory, the FPC abandoned its Cities Service
formula in a 1972 order involving Florida Gas Transmission Company
(Florida Gas).53 In the case of Florida Gas the FPC held the statutory
tax rate, rather than an effective tax rate, should be used to compute
the utility's tax allowance.

Florida Gas, a natural gas pipeline company, was wholly owned by
Florida Gas Company. The parent company was a regulated retail distri-
butor of gas in the state of Florida. Florida Gas Company also owned
Florida Hydrocarbons Company, Florida Liquid Gas Company, and Coastal
Production Company, which were all unregulated companies. Florida Gas
joined with its parent and the three other subsidiaries in filing a
consolidated tax return. For the test period, Florida Gas ;eported a
taxable income of $11,828,205, and its parent reported a taxable loss
of $1,706,645; the other three subsidiaries reported taxable income of
$726,087.°°

In computing the tax allowance of Florida Gas, both the FPC staff
and Florida Gas approached the problem as one involving the question of
"how the tax benefits achieved through the consolidated return ought to

be shared, if at all, with the pipeline's customers and how such bene-

fits, if any, should be translated into a reduced effective tax

53Re Florida Gas Transmission Company, 93 PUR3d 477, Opinion No.

611, Docket Nos. RP66-4, RP68-1 (FPC February 16, 1972).

S41bid., p. 493.
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rate. Both applied the Cities Service formula to compute the tax

allowance of Florida Gas. However, Florida Gas claimed that even when
applying the Cities Service formula, the full statutory income tax rate
should be used to compute its tax allowance:

Florida Gas divided the taxable income of itself
and its parent into regulated and unregulated categories,
and put the income of the other subsidiaries entirely
into the unregulated category. By its calculation there
was no net loss in the unregulated category, and thus
there was no unregulated loss to reduce the taxable
income in the regulated category. Florida Gas contended,
therefore, the statutory tax rate of 48 per cent should
be applied to it.56

On the other hand, in computing Florida Gas' tax allowance the FPC
staff:

Considered Florida Gas entirely regulated and sub-
tracted from its taxable income of $11,828,205, the
regulated loss of the parent of $778,080 [computed after
eliminating amortization of debt discount and expense
in the amount of $867,826 which was being charged by
the parent to Florida Gas] obtaining a net amount of
$11,050,125, as the taxable income of the regulated
companies. On the unregulated side the staff obtained
a taxable income of $665,348. It thus reached an adjusted
consolidated taxable income ($11,050,125 plus $665,348)
amounting to $11,715,473, of which the regulated taxable
income comprised 94.32 per cent. When this percentage
was applied to the consolidated income tax ($5,616,927),
there was derived a regulated tax of $5,297,885, all of
which was deemed applicable to Florida Gas, because the
parent company had a loss. Since the taxable income of
Florida Gas was $11,828,205 for 1966, the effective tax
rate was found to be 44.79 per cent.5

It should be noted the character of the tax loss in the Florida
Gas case was different from that in either the Cities Service or the

United Gas Pipe Line cases. In the Florida Gas case, the tax loss that

331bid.

361b14.

>TIbid., pp. 493-494.
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created the consolidated tax savings arose from a regulated company as
opposed to a nonregulated entity. In referring to this difference, the
FPC noted the U.S. Supreme Court, in its second opinion concerning
United Gas Pipe Line, clarified the mechanics of the Cities Service
method by stating: '"if a net taxable income remained in the nonregu-
lated group (as here) the regulated companies would not share in the
savings from the consolidated return and would be deemed to have paid
a tax at the full rate."58 Therefore, based on the court's interpreta-
tion, the FPC felt doubt was cast upon application of the Cities
Service method in those situations where tax losses arose from regula-
ted affiliates.

The FPC held in regard to the tax loss generated by Florida Gas
Company that such loss should not be used to reduce the return of
Florida Gas. It noted:

[The parent] has a tax loss when considered part

of the consolidated tax return, but viewed separately

it is not a loss company as in the case of many produ-

cing affiliates that have large tax deductions arising

from statutory depletion and intangible well-drilling

costs.

« « « To the extent the losses arose from a low

return to its distribution investment Florida Gas should

not be penalized because its parent failed to collect

sufficient revenue from its retail customers in Florida.

To the extent the losses arose from the parent's finan-

cing of its subsidiaries Florida Gas should not be

penalized for financial services which contributed to

the development of this pipeline system.59

Nonetheless, the primary reason the FPC reversed its Cities Ser-

vice position and supported the stand-alone method in the Florida Gas

case was because of its desire to encourage natural gas exploration and

81b1d., p. 494.
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development at a time when gas supplies were decreasing. The FPC
explained its position:

Precedent cases are not decisive on the proper
treatment to be accorded consolidated taxes . . .

From whatever circumstances the principles of
[Pipe Line] and Cities Service evolved at the time those
cases were decided, the stringency of gas supply was not
considered by the commission in reaching its determina-
tion. At the present time, we seek to avoid a deter-
mination that will tend to defeat efforts to acquire
additional gas supplies or constitute a disincentive to
exploration and development. Since 1968, all major
industry data indicate that gas is being consumed at a
greater rate than it is being discovered, and a number
of pipelines have had to file plans for curtailment of
service to their customers under our Order No. 431.
Therefore, if a case were before us where an affiliated,
regulated or nonregulated, producer of oil or gas showed
a tax loss, and this loss company were joined in a con-
solidated return with a pipeline, the [Pipe Line] or
Cities Service cases, in our opinion, would no longer
be persuasive authority, for to reduce the rates of a
regulated pipeline because of such affiliated explora-
tion and development activities would be discouraging
to the very enterprise we now want to encourage.®

In explaining its decision further and in line with the above
reasoning, the FPC stated:

There has been an increasing tendency for pipeline
affiliates to diversify and to engage in activities com-
pletely unrelated to gas pipeline operations or the gas
business at all, so that determining a tax allowance
for the pipelines' jurisdictional business on the basis
of the activities of a far-flung conglomerate bears less
and less relationship to the operations in which we are
properly interested. Of relevance is our determination
that in computing rate of return there should be elimina-
ted from a pipeline's common equity its investment in
nonutility businesses, such as a textile company or a
wire company.

€0rb1d., pp. 494-495.
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The FPC concluded its Florida Gas order by stating:

In our opinion as the pipeline business develops
with numerous subsidiaries we should avoid regulating
one company on the basis of the activities of others in
the affiliated group. . . . In our opinion a utility
should be regulated on the basis of its being an inde-
pendent entity; that is a utility should be considered
as nearly as possible on its own merits and not on those
of its affiliates.62

After the Florida Gas Flip-Flop

The FPC continued to hold with its Florida Gas position in later
cases dealing with natural gas pipelines. For instance, in 1973 in an
order dealing with Natural Gas Pipeline Company of America the FPC held
tax losses generated by the pipeline's affiliates were not to be used
as a mechanism to reduce its rates.63 It felt such treatment would
probably discourage natural gas exploration and dévelopment.64

In 1976 in an order establishing national rates for the sale of
natural gas from wells commenced prior to January 1, 1973, the FPC
again held with its Florida Gas principle, stating "the federal income
tax allowance should not be reduced to reflect 'tax losses' of affili-
ates not regulated by this commission."65 Also in this order, the FPC
addressed a new twist to the consolidated tax savings issue. Speci-
cally, it addressed the question of whether tax losses arising from the

nonjurisdictional activities of a jurisdictional utility conducting

621p14., p. 496.

6353 Natural Gas Pipeline Company of America, 50 FPC 789 (FPC
1973) cited in Re National Rates for Natural Gas, p. 10.

6433 Natural Gas Pipeline Company of America, p. 790 cited in Re
National Rates for Natural Gas, p. 10.

6553 National Rates for Natural Gas, p. 10.
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natural gas operations should impact the utility's tax allowance. On

this issue the FPC held:

Just as "tax losses' from affiliates should not
be considered in prescribing the tax allowance for the
regulated company, 'tax losses' from nonnatural gas
sales activities of the same company should not be con-
sidered in determining the tax allowance for the regu-
lated activities. In other words, the regulated activi-
ties are properly viewed as a separate corporate entity
and the federal income tax allowance computed accord-
ingly.66

The Southern California Edison Decision

The primary question left unanswered by the Florida Gas decision
was whether the FPC was permanently abandoning its Cities Service
method or whether it was merely barring use of the method in those
cases involving natural gas pipeline companies. This issue was left
open until 1977 when it was addressed by the FPC in a case dealing with
Southern California Edison Company (Edison).67

Edison, an electric utility, participated in the filing of a con-
solidated tax return with its subsidiaries. Certain subsidiaries
reported tax losses which resulted in "a tax liability of the consoli-
dated group as a whole that was approximately $1 million less than if
each affiliated company had filed separately with the Treasury."68 The
presiding judge found, from the record presented before him, that the

principal tax losses were attributable to Edison's nonregulated

exploratory and development subsidiary, Mono Power Company. The FPC

66Ibid.

6753 Southern California Edison Company, 23 PUR4th 44, Opinion
No. 821, Docket No. E-8176 (FPC September 22, 1977).

68 1b1d., p. 49.
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found "no evidence that any regulable utility operation represented a
tax loss for consolidated filing purposes."69

Intervening parties objecting to Edison's rate increase argued
Edison's tax allowance should be offset by the tax losses realized by
its nonjurisdictional affiliates. Relying on the Supreme Court's rea-
soning in its United Gas Pipe Line decision, the intervenors also
argued for use of the Cities Service method to calculate Edison's tax
allowance.

Edison argued, on the other hand, relying on the FPC's Florida
Gas decision, that it should be regulated as an independent entity,
and that the stand-alone method should be used to compute its tax
allowance. The FPC concluded, however, that its Florida Gas principle
could not "rationally be applied to Edison, an electric utility, even
though its 'loss' [affiliate] may generally be classified as engaged

n70 The FPC held

in exploration and development of raw energy supplies.
its Florida Gas principle could only be applied to the natural gas
industry and thus could not be relied upon by Edison to justify use of
the stand-alone method in its situation.

However, the FPC went on to explain Edison's use of the stand-
alone method could be based upon the new policy the FPC had developed
in its Florida Gas decision:

« « « our Florida Gas decision signaled another
significant change in prior rate-making approaches by

this commission, a departure which bears upon all rate

cases properly before this commission regardless of

the particular industry involved. In the [Pipe Line]
case the commission had proceeded on the thesis that

691bid., p. 49, n. 5.

701p1d., p. 50.
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'tax losses' from nonjurisdictional activities of a
company are to be considered in fixing the income tax
allowance for jurisdictional activities. This approach
was subjected to reevaluation in Florida Gas, and, as
an alternate ground for decision in that case, the
commission determined that utilities should henceforth
be considered as separate entities for the rate-making
purposes of determining their costs of providing juris-
dictional service. This approach has been consistently
followed by the commission since Florida Gas and, in
one instance, the hypothesis underlying the Cities
Service formula was specifically rejected and overruled
by this commission. . . . Consequently, [intervenors']
reliance upon Cities Service and [Pipe Line] is mis-
placed, the rationale underlying those decisions being
no longer persuasive for rate-making purposes.

The FPC was unable, however, to apply this new policy to the com-
putation of Edison's tax allowance because it was unable, despite the
earlier findings of the judge, to determine from the record before it
the source of Edison's consolidated tax savings. Nonetheless, the
important point to note from the FPC's conclusion in this decision is
its finding that use of the stand-alone method is appropriate in those
situations where the ratepayers of a utility are not paying the
expenses that are generating the consolidated tax savings:

Edison has the burden of substantiating the cost
basis of its claimed allowance for income taxes. Edison
argues that the tax component for providing the juris-
dictional service is properly determined at the full
statutory rate. Generally, we agree that the use of
the statutory tax rate will be appropriate, but in each
case this commission is bound by the evidentiary record.
Normally, any tax savings resulting from the filing of
a consolidated tax return will be attributable to busi-
ness activities which are totally unrelated to the
providing of electric utility service. The record in
this case, however, will not support such a finding.

No party has come forward with evidence showing the
source of the tax savings which was admitted by Edison's
own witness to have been achieved. We are, therefore,
unable to conclude that the deductions which gave rise
to the consolidated tax savings were unrelated to the

71Ibid.
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providing of jurisdictional electric utility service.

The presiding judge found that the tax savings princi-

pally derived from the operations of Mono Power Com-

pany, a nonutility subsidiary. There is, however, no

sufficiently detailed evidence in this record to sup-

port this general conclusion. Certainly, if this were

the case, it would be difficult to justify the approp-

riation of any tax savings attributable to this sub-

sidiary by the jurisdictional consumers when these same

consumers did not pay the exgenses which created the

deductions for tax purposes. 2
In short, the FPC held nonjurisdictional activities of a jurisdictional
utility's affiliates are not to be reflected in the tax allowance of
that utility; and, in the FPC's opinion, the stand-alone method accom-
plishes this.

Since this new policy departed from its Cities Service policy,
the FPC also noted in its Edison ruling that it had the authority to
make such a departure. It stated administrative policy determinations
could be changed, "either with or without a change in circumstances, if
a reasoned analysis supporting such a change is supplied. Our Florida

73 It

Gas reassessment, inter alia, provides such reasoned analysis."
should also be noted the FPC had such authority despite the U.S.
Supreme Court's decision in the United Gas Pipe Line case. As may be
recalled, in that decision the Supreme Court did not mandate allocation
of the consolidated tax savings to the ratepayers of a utility that was
a party to a consolidated tax return; it merely held that should the
Commission ever decide to allocate some of the consolidated tax savings

to the ratepayers of such a utility, the Cities Service method provided

a fair and reasonable allocation of the tax savings.

721p4d., pp. 50-51.

731b1d., p. 50, n. 7
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The Debate Over the Columbia Gulf Transmission Decision

Despite the FPC's new position on stand-alone, only two months
before the Edison decision was issued, a presiding administrative law
judge (ALJ) held, for purposes of determining the tax allowances of two
natural gas pipeline companies, use of the stand-alone method created
excessive tax allowances. As a result of this decision, the ALJ
ordered refunds be made to the ratepayers of the two pipeline com-
panies. The two natural gas pipeline companies involved in this deci-
sion were Columbia Gulf Transmission Company (Columbia Gulf) and
Columbia Gas Transmission Corporation (Columbia Gas).74

In 1975, Columbia Gulf and Columbia Gas had both filed for rate
increases. For ratemaking purposes both pipeline companies had used
the stand-alone method to compute their respective tax allowances.
However, the Federal Energy Regulatory Commission (FERC) suspended
their proposed rate increases and allowed a number of parties to inter-
vene in the case. One of the issues causing a debate was the method
used to compute the pipelines' tax allowances. As a result, hearings
on the matter were conducted before the administrative law judge in
1977.7°

The ALJ's decision was issued on July 7, 1977. The pipelines
filed a joint brief with the FERC excepting to his decision on

August 8, 1977. Petitions to intervene were also filed by Natural Gas

Pipeline Company of America and the Interstate Natural Gas Association

7453 Columbia Gulf Transmission Co., et al., CCH 1979 Utilities

Law Reports-Federal par. 12,214, Opinion No. 47, Docket Nos. RP75-105
et. seq. (FERC July 2, 1979).

75City of Charlottesville, Virginia v. Federal Energy Regulatory
Commission, 661 F2d 945 (D.C. Cir. August 7, 1981).
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of America. Briefs opposing exceptions to the judge's decision were
filed on August 29, 1977, by the City of Charlottesville, Virginia, and
the Public Service Commission of the State of New York.76 These
petitions resulted in a review by the FERC of the judge's decision.
The results of the FERC's review were released in its Opinion No. 47,
issued July 2, 1979.77

Columbia Gulf and Columbia Gas were subsidiaries of Columbia Gas
System, Inc., (Columbia). Columbia owned all of the stock and debt
securities of the two pipeline companies. The pipeline companies had
thirteen other affiliates: three of the affiliates were engaged in
exploration for and development of natural gas supplies (Columbia Gas
Development Corporation, Columbia Gas Development of Canada, Ltd., and
Columbia Coal Gasification Corporation); seven were distributors
selling gas to consumers in Kentucky, Maryland, New York, Ohio,
Pennsylvania, Virginia and West Virginia; one was in the hydrocarbon
business; one was in the liquified natural gas business; and one was a
service company.

The system had filed a consolidated tax return since 1947. Due
to annual tax losses realized by some of the affiliates, consolidated

79

tax savings had been consistently realized by the system since 1947.

During the test year, 1974, Columbia realized a tax loss. In addition,

76§g Columbia Gulf Transmission Co., et al., CCH 1979 Utilities

Law Reports-Federal par. 12,214, p. 14,050.

77Ibid.

78City of Charlottesville, Virginia v. Federal Energy Regulatory
Commission.

7933 Columbia Gulf Transmission Co., et al., CCH 1979 Utilities
Law Reports-Federal par. 12,214, p. 14,051.
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five other affiliates realized tax losses, four of which were "engaged
in developing new gas supplies for the system, Columbia Gas Develop-
ment, Columbia Gas Development of Canada, Columbia Coal Gasification,
and Columbia LNG."80 and one of which distributed gas at retail,
Columbia Gas of West Virginia.

One issue addressed in Opinion No. 47 was whether tax losses
incurred by Columbia Gas of West Virginia should impact the pipelines'
tax allowances. The ALJ treated the losses as a source of tax benefits
to the system and allocated a portion of such benefits to the pipeline
companies. The FERC, however, held the losses were nonrecurring, and
that the West Virginia affiliate would not generate tax benefits during
the period of time covered by the prospective rate order. The FERC
reversed the ALJ's decision on this issue and held the losses, along
with their associated tax benefits, were to be ignored in computing the
pipelines' tax allowances. It stated:

. « . we are unpersuaded that Columbia's stock-

holders should be deprived of the tax deduction asso-

ciated with the non-recurring tax loss of one of

Columbia's distribution subsidiaries during the test

period for this Opinion. The tax loss was due to

unique circumstances which have no relevance to the

cost of serving the customers of the Columbia pipe-

lines.81

Another issue addressed in Opinion No. 47 was whether tax losses
attributable to the parent company were to affect the pipelines' tax

allowances. These losses generated almost one-half of the system's

consolidated tax benefits. They resulted from the parent company

8053 Columbia Gulf Transmission Company, 54 PUR4th 31, p. 34.

81Re Columbia Gulf Transmission Co., et al., CCH 1979 Utilities

Law Repo;zs-Federal par. 12,214, p. 14,054,
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borrowing money at high rates from its creditors and lending it at low
rates to its subsidiaries.82 The ALJ, in his decision, had allocated
a portion of these tax losses to the pipeline companies. The FERC,
however, disallowed the allocation stating:

Because the pipelines' rates are based on
Columbia's capital structure, and also on Columbia's
interest costs, the pipelines' customers already receive
a proportionate share of the tax deductions related to
Columbia's interest costs. . . . The approach adopted by
the presiding judge would give pipeline customers the
benefits of the same tax deductions twice.83

A third issue addressed in Opinion No. 47 was the effect the tax
losses, realized by four affiliates that were engaged in gas explora-
tion and development, were to have on the pipelines' tax allowances.
The pipeline companies did not account for these losses in their
respective tax allowances as they had used the stand-alone method to
compute their tax allowances relying on the Commission's Florida Gas
policy. The administrative judge, however, had refused to apply the
Florida Gas policy. He did so for two reasons:

First, he found that the policy, as he interprets
it, would cause consumers 'to pay twice for (affili-
ated producers') exploration and development activi-
ties.' The judge reasoned that the customers of those
pipelines which purchased the natural gas produced by
the 'loss' E&D affiliates within the Columbia system
would shoulder all actual exploration and development
costs of these producers as well as an inflated cost
for taxes paid by these producers and a healthy return.
* * * These producer costs would be reflected in the
operating expense of the consumers' pipeline supplier.
To allow the pipeline suppliers to also channel monies
to affiliated producers by charging a rate predicated
upon the intra-Columbia allocation of tax liability

82City of Charlottesville, Virginia v. Federal Energy Regulatory

Commission.
8355 Columbia Gulf Transmission Co., et al., CCH 1979 Utilities
Law Reports~Federal par. 12,214, p. 14,054.
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was held to constitute a double recoupment by the
affiliated E&D companies of their exploration and
development expenses. . . .

The second reason advanced for the presiding
judge's failure to give effect to the Commission's
Florida Gas policy is a failure of assurances that the
Columbia pipelines' customers would concretely benefit
from the so-called 'incentive' thereby provided. The
presiding judge noted that one of the 'loss' E&D com-
panies was engaged in exploration activities in Canada
with no assurance that any eventual production by this
affiliated company would be exported to the United
States or sold to the Columbia pipelines. As to the
other 'loss' E&D affiliates, the judge noted that there
was no assurance that their activities would produce
natural gas, rather than other hydrocarbon products.
Nor was there adequate assurance, in the presiding
judge's view, that these affiliates would ultimately
sell all or any part of their natural §as production
to intracorporate pipeline affilates.8

The ALJ, in computing the pipelines' respective tax allowances,

. « . used a three-year average for the Columbia
system for 1973-75 to determine an effective tax rate
for the Columbia pipelines. He found that the 'actual
tax liabilities' of the Columbia pipelines were $37.8
million less than the aggregate tax allowances claimed
and sought to be recovered through the pipelines' rates.
He fixed each pipeline's cost of service on the basis
of a strict proportional allocation of the 'tax-savings'
from consolidated income taxes among the profitable
affiliates within the Columbia group.85

The FERC reversed the judge's decision regarding the pipelines'

tax allowances. In so doing it stated:

The presiding judge has erroneously assessed the
practical effect of allowing 'loss' E&D affiliates to
benefit currently from Columbia's use of the losses as
offsets against the taxable income of the profitable
affiliates. Thus, we must reject the judge's 'double
recovery' theory. . . .

The presiding judge's recommended diversion of
the tax benefits from losses incurred by Columbia's

841b1d., pp. 14,052-14,053.

sslbido, pc 14’052-
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