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July 14, 1997

TAX IMPLICATIONS OF RESTRUCTURING

GEORGIA’S ELECTRIC INDUSTRY

FOCUS GROUP RECOMMENDATION


Having considered the tax implications of industry restructuring in Georgia, the Tax Focus Group has concluded that Georgia’s present system of taxing electric utilities would be counterproductive to an open, competitive electricity market.  State and local government revenues would decline to the extent that new players are not subject to the same tax paying responsibilities as current players.  Under the present system,  disparities  in tax treatment would create a playing field tilted in favor of new players who could enhance their power marketing efforts through tax-advantaged pricing.  Their customers could become an advantaged class in their own industries and neighborhoods due solely to their choice of an electricity provider that has escaped having to shoulder its share of the cost of government.  These disparities probably would limit the benefits of competition enjoyed by most consumers.  


Therefore, we strongly recommend that any significant restructuring of Georgia’s electric industry be coupled with appropriate changes to state and local tax law.  On pages 5 and 6, we briefly discuss several plausible changes worthy of more study.


One member of our group representing The Home Depot and the Alliance for Competition in Electricity (ACE) has submitted a document reflecting some alternative views.  That document is attached as Item D of the Appendix.  

ELECTRIC UTILITIES ARE A MAJOR SOURCE OF TAX REVENUE


It is a well established fact that electric utilities are relied upon by governments, especially state and local governments, to collect large amounts of taxes.  Given the regulatory compact (whereby utilities are essentially assured of recovering their “cost of service” on a relatively contemporaneous basis while earning a reasonable return on investment) and the exclusive right to serve which for years have been mainstays of the industry, the heavy taxation of electricity has been an accepted fact of life.  Out of every dollar that most Georgians pay for their electricity, about twenty cents goes into federal, state, or local government coffers.  (More specifically, about eight cents goes to Washington while twelve cents goes to state and local governments.)  These taxes provide governments with a very reliable stream of revenue.  And, since the vast majority of these taxes are buried in monthly utility bills as a part of the cost of each kilowatt hour, they are invisible to the customer.


The convenience found in the “invisible tax” is evidenced by the fact that, in many cases, electric utilities are required to pay state and local taxes that are more than double the amount paid, as a percent of revenues, by other businesses.  (Among the documentation supporting this comparison is that found on page 5 of the Deloitte & Touche publication of October, 1996, entitled Federal, State and Local Tax Implications of Electric Utility Industry Restructuring.)

PROBLEMATIC STATE & LOCAL TAXES UNDER CURRENT LAW


Because electric rates are designed to recover cost-of-service, including taxes, it is fair to say that--in Georgia’s current regulated environment--taxes on electric companies are passed on to the customer.  Among those taxes are two that are unique to Georgia utilities in varying degrees.  They are the sales/use tax on fuel used to generate electricity, and the municipal franchise fees (essentially a gross receipt tax) paid to most municipalities.   In the current environment, these taxes are a necessary cost of service and are not visible to the ratepayer.  If, however, real competition were introduced into the equation, the consequences to government revenues and to existing utilities could be very adverse.

Sales/Use Tax on Fuel


Under present law, Georgia utilities pay sales/use tax ranging from four to seven percent on generating fuels, including coal, gas, and nuclear fuel.  Because fuel comprises approximately 25% of the retail price of electricity, it is roughly equivalent to an additional 1 1/2% sales tax  (on top of rates already as high as 7%, effective July 1, 1997) on electricity generated in Georgia.  If new suppliers were to produce electricity outside state boundaries for sale in Georgia,  neither they nor their customers would be subject to this tax on generating fuels.  


Granted, if out-of-state suppliers paid a similar tax in the state where they generate their electricity, they would have no competitive advantage over the utility generating inside Georgia.  However, most states treat generating fuel like other raw materials, which, even under Georgia law, are generally not subject to sales tax.  Because Georgia does not extend this exemption to generating fuel, the state’s sales/use tax revenues would be at risk of decline, Georgia utilities could be at a competitive disadvantage, and discriminatory taxation based on the location of generating facilities would become a norm.  Alternatively, because out-of-state generators would have a pricing advantage, they could charge the consumer more for their product than if they were competing on a level field, thereby denying Georgians the full benefits of competition.

Municipal Franchise Fees


Most Georgia utilities, other than municipal electric systems, pay franchise fees to cities and towns throughout the state.  The contracts that establish these fees state that they are paid in exchange for the right to use the public roads and rights-of-way of the municipality.  Based on a percentage of gross receipts within a municipal jurisdiction, they are, in essence, a fee for doing business.  


“General fund transfers,” which are periodic transfers of money by the municipally-owned electric systems to the general funds of their respective cities, are similar to the franchise fees paid by other utilities in the state.  These transfers are made out of operating margins.  


  If a supplier generates its electricity out-of-state--and does not own a local distribution system--only the distribution charges paid by its customers would be subject to franchise fees.  On the other hand, customers purchasing power from local, integrated suppliers would bear the tax on both distribution and energy charges.  Under current law, the out-of-state supplier’s energy charges would escape the fee altogether. Georgia municipalities could see a significant reduction in revenues, Georgia utilities could be at a competitive disadvantage, and Georgia’s consumers might not enjoy the full benefit of competition.


The fact that franchise fees are based on sales revenues presents another problem if the price of electricity declines in a more competitive environment.    If that happens, government would be the loser unless a decline in prices is offset by a sufficient increase in the use of electricity.  


Attached as Item A of the Appendix is a memo by Ron Vazquez of MEAG Power entitled “Industry Restructuring Implications of Municipal Franchise Taxes.”

Property Taxes


Property taxes, which represent a very significant revenue source to Georgia’s counties, could be adversely impacted by retail competition.  In the five counties where Georgia Power, Oglethorpe Power, MEAG Power and the City of Dalton co-own generating facilities, a very significant portion of the tax base for property taxes is derived from those facilities.  If new suppliers and their lower priced electricity were to render a plant built to serve Georgians economically obsolete, it could have an immediate, negative impact on the county where the plant is located.  This is because if, through the ratemaking process, it is determined that stranded investment exists with respect to the costs of a particular plant, the property tax base likely would decline in that county.  The county could find itself in the unenviable position of having to raise millage rates for all property owners in order to avert a financial crisis.  There is currently no mechanism or allocation process in place at the state or local government level to compensate for such a loss of county revenues. 


The risk associated with a competitive marketplace is another factor that could substantially suppress the property tax base.  Under the unitary method of valuation (see Item B of the Appendix), projected income is a major determinant in the valuation of electric utility assets.  Therefore, risk must be considered.  No longer would the ratemaking process provide any level of assurance with respect to profitability.  The company’s ability to compete and win in the new, open arena would determine its profitability.  It is possible, then, that the property tax base could be adversely impacted even if utilities are allowed to recover their “stranded investment.”

Attached as Item B of the Appendix is a memo by Andy Phelps of IntelliSource entitled “Effect of Competition on Utility Property Tax Values.”

FEDERAL AND STATE INCOME TAX ISSUES


Given a different forum, several income tax issues would be deemed worthy of discussion.  Some of the electric utilities presently serving Georgia likely would line up on opposite sides of these issues.  These include tax-exempt financing, the determination of which companies are subject to income tax liability, and the longstanding debate over deferred income taxes.   Because Georgia’s income tax laws conform in most respects to federal law, any resolution of these issues would be at the federal level.  Therefore, these issues were deemed to be outside the scope of this report.

ECONOMIC DEVELOPMENT


Any discussion of the effects of disparate tax treatments between competitors must acknowledge the lessening of the value of competition and the potentially adverse impact on  economic development.  It makes no sense to promote competition without ensuring that such competition is fair to all competitors.  The benefits of competition arise from having electricity produced by low cost providers and allowing consumers to purchase electricity at the price that reflects those costs.  If taxes have uneven impacts among different electricity providers, those with more favorable tax treatment may gain a competitive advantage and may increase market share at the expense of those with less favorable tax treatment.  The full economic benefit of competition may not be achieved.  Said another way, a lower-taxed competitor could afford to underprice a tax-disadvantaged competitor and compensate its investors with returns equal to or greater than the disadvantaged competitor’s returns.  This distortion in the marketplace corrupts the benefits of competition.


In a competitive environment, to the extent that a provider of electricity who pays higher taxes must compete with one who pays lower taxes, the higher-taxed provider will not be able to pass the difference in taxes on to its customers.  Instead, its shareholders inevitably will bear the burden of unrecoverable taxes and then consider whether they should move their investment to another state in which they are not so disadvantaged.  Such dislocation of investment would impact the property tax base as plants are closed or downsized.  Similarly,  the income tax base would be reduced to the extent that lost jobs are not replaced by new ones, and the ripple effects on the economy of the state or locality could be substantial.



Another probable result of opening the marketplace to all comers may seem unrelated to the tax system, yet it would exacerbate the adverse impacts on revenues likely under the present system.  The regulatory compact currently provides Georgia utilities with a high level of expectancy that they will benefit from the large dollars they spend annually on economic development in Georgia.  If that level of expectancy were no longer warranted, as would be the case in an open market, economic development efforts by Georgia utilities almost certainly would diminish.  The State would be faced with a choice of either (i) being satisfied with a substantial reduction in economic development efforts on behalf of the State, or (ii) increasing its own budget for economic development.  If restructuring yields an open market for electricity in Georgia, this is a probable result regardless of whether or not the state and local tax system is changed.  But we mention it here because failure to change the tax system could result in a revenue decline at a time when new revenues are needed for economic development.  

ALTERNATIVE TAX SOLUTIONS


It is imperative that any significant restructuring of Georgia’s electric industry be accompanied by appropriate changes to state and local tax law.  We have had neither the time nor the analytical resources to come forth with a definite recommendation as to the exact nature of the changes, but we will note several alternatives that may have some merit.  First, however, let’s consider a few basic principles of taxation.


Any tax system should meet several minimum criteria.  Among them are allocative efficiency, horizontal equity, vertical equity, revenue adequacy and stability, economic growth and development, and administrative ease.  Each of these is relevant to the subject at hand and easily understood, but the first two probably merit some clarification.  Allocative efficiency means that tax revenues are raised without unduly affecting the patterns of production and consumption that would occur in the absence of taxation. Horizontal equity means that equivalent businesses should be treated the same; it is closely associated with allocative efficiency.  Disparate tax treatments of electricity providers would violate both of these principles.

The following ideas appear to meet most, if not all, of the above criteria.  Again, we caution that these are merely ideas worthy of more study.  This report is not conclusive as to which, if any, of these alternatives should be enacted into law. 

Tax on Imported Electricity


A tax on electricity transmitted into Georgia from out-of-state generators or marketers might be effective in alleviating the “Municipal Franchise Fees” problems discussed above.  Such a tax would be imposed by the State of Georgia on the entity that sends the electricity into Georgia.  It could be based on volume expressed in kilowatt hours and set at a level that would replace lost franchise fee revenues.  This tax alone would not address the advantage enjoyed by any new, in-state energy supplier.  Also, a variation of the import tax might be designed to replace any lost sales/use tax revenues on generating fuel.   


A tax on imports would not be without problems.  These would include the collection process, the methodology for allocating revenues to municipal governments, and potential challenges that such a tax violates the Commerce Clause of the U.S. Constitution by hindering interstate commerce.  

Energy Sales and Use Tax (or Excise Tax) on the Supplier

Another idea to alleviate franchise fees disparities is to allow municipalities to impose an energy sales and use tax (or excise tax) on energy suppliers.  The tax could be based on the delivered value of electricity to end use customers within the municipality.  If the energy supplier already pays the municipality a franchise fee, the supplier could apply the franchise fee as a credit against the sales and use tax (or excise tax) owed.  All municipalities, including those that provide electric service, could impose the tax.  


For further discussion of this alternative and municipal franchise fees, please see Item A in the Appendix. 

Energy Consumption Tax on the Consumer


An energy consumption tax might be imposed by the State of Georgia on consumers of electricity, gas, and other forms of energy.  Enactment could be coupled with the simultaneous elimination of one or more of (i) the sales/use tax on generating fuels, (ii) franchise fees, (iii) property taxes on utilities, and (iv) any tax(es) on gas that may cause problems given the restructuring of that industry.  The consumption tax rate could be set at a level expected to produce the same amount of revenues as those being lost through the elimination of these other taxes.  The tax could be based on volume, e.g., kilowatt hours of electricity or therms of gas, or on price. The law could provide for a true-up mechanism designed to adjust the rate periodically to ensure revenue neutrality. 


The essence of this idea is the replacement of several hidden taxes, i.e., taxes on providers that increase the cost of their product, with one tax on the consumer that is clearly stated on the face of his utility bill. The local distribution company would be responsible for collecting the tax and remitting it to the State.  The consumer should pay no more tax than he already is paying.


Politics, no doubt, would make difficult the enactment of such a tax.  If further study were to confirm that a consumption tax in lieu of other taxes is the way to go, enactment probably would require a very effective campaign to educate legislators and their constituents that the taxes are there already and that this arrangement would impose no heavier a burden on the consumer.  Another problem would be determining the methodology for distributing the tax revenues back to the counties and municipalities throughout Georgia in such a way that revenue neutrality is maintained for everyone.

DEVELOPMENTS IN OTHER STATES


We have not deliberated in a vacuum.  The above noted ideas for alternative taxes-- or ideas similar to them--have been talked about in other states considering industry restructuring.  While it might be nice to just look at what others have done and pick the “fixes” that have proved to work best, that is not a viable game plan.  Virtually every state is in the early stages of studying the state and local tax problems anticipated if restructuring takes place.  The problems are different from state to state.  No state’s tax system is exactly like Georgia’s, so there exists no perfect model to correct the kinds of tax problems that restructuring would bring to our state.  Nevertheless, there is value in knowing what others are doing, and for that reason we have attached a summary of developments in other states as Item C of the Appendix.

ATTACHMENTS


Already we have noted three attachments, Items A, B, and C of the Appendix.  Also attached as Item D of the Appendix is a white paper by Joanne Melcher of the Home Depot.
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APPENDIXmp

MEMORANDUM

To:
  PSC Tax Focus Group

From:
  Ron Vazquez

Date: 
  June 2, 1997

Re:
  Industry Restructuring Implications on Municipal Franchise Taxes

At our initial meeting on May 19, 1997, Randy Nichols and I were assigned to research the implications that electric industry restructuring may have on municipal franchise taxes.  This memorandum sets forth  our findings, including an overview of municipal franchise taxes on electric utilities, the potential impact of restructuring on such taxes, and available legislative action to provide tax revenue neutrality.

Overview of Municipal Franchise Tax  -  In general, municipalities may impose a franchise fee on utilities that provide electric service within their city limits.  With the franchise agreement, the municipality grants the utility permission to use its streets and rights-of-way to construct, operate and maintain equipment necessary for distributing electricity within the franchise area for a specified period of time.  In return for the franchise, the electric service provider agrees to pay the municipal a sum of money equal to a percentage (usually 4%) of the annual gross sales of electric energy to customers within the franchise area.

Potential Impact of Restructuring  -  Restructuring of the electric industry that would allow retail customers to choose their electric suppliers could impact franchise tax revenues in two ways.  First, if electricity prices decline as a result of competition, there would be a corresponding decrease in franchise tax revenues.  For example, if energy prices dropped 20%, gross electric sales and franchise tax revenues would also drop 20%.  

Second, if a customer secures its electric energy from a supplier other than the franchised supplier and the franchisee merely delivers the energy, there is no provision in current franchise agreements to tax such unbundled supply of electricity.  Assuming that electricity as a commodity represents 75% of gross electric sales and the distribution of electricity represents the other 25%, a municipal’s franchise tax revenues could drop 75% in the event that electricity is provided to customers by a supplier other than the franchisee.

Legislative Action to Provide Tax Revenue Neutrality  -  Georgia could consider legislation similar to that enacted in Utah in 1996 to ensure that municipalities receive a steady stream of franchise fee revenue regardless of energy supplier.  The Utah legislation allows municipalities to impose an energy sales and use tax of up to 6% on the delivered value of electricity to end use customers within the municipality.  If the energy supplier already pays the municipality a franchise fee, the energy supplier can apply the franchise fee as a credit against the energy sales and use tax owed.  All municipalities, including those that provide electric service, may impose this tax.

Allowing the energy sales and use tax to be set at up to 6%, instead of the general 4% franchise fee level, should protect Georgia municipalities from revenue erosion resulting from a decline in electricity prices in a competitive market.  

To:

PSC Tax Focus Group

From: 

Andy Phelps

Date:

June 12, 1997

Re:

Effect of Competition on Utility Property Tax Values

I.  History of Public Utility Property Taxation in Georgia

Under the law as it existed until 1989, the State Revenue Commissioner centrally assessed the property of Oglethorpe and other public utilities for ad valorem tax purposes.  The Local Boards of Assessors, on the other hand, were responsible for assessing the property of all other taxpayers in their respective county.  

State law requires that all taxpayers’ property to be assessed at 40% of fair market value.  The Georgia Constitution requires uniformity of assessment among taxpayers, and the State Revenue Commissioner is required by statue to adjust and equalize the various county tax digests to achieve reasonable uniformity among all taxpayers.  By 1985, the dual system of assessment resulted in significant discrimination in assessments between public utilities and local property owners, and that the State Revenue Commissioner had failed to correct this discrimination.

Subsequently, most major utilities filed suit against the State Revenue Commissioner as a result of this discrimination.  

The evidence used to support the utilities position was found in the Sales Ratio Study conducted by the State Auditor.  The Auditor’s study compares the sales prices of all properties sold in a particular county to the assessments placed on by the local assessor.  What was discovered was that the average level of assessment in many counties was far below the statutory level of 40%.  This was a result of local county’s failure to update property values of locally assessed property to fair market values.  In contrast to locally owned property, public utility property is revalued annually by the State Revenue Commissioner and subsequently assessed at 40% of fair market value.  Due to the widespread undervaluation, the local property owner was being assessed far below the statutory 40%, resulting in unfair taxation against public utilities.  Property tax appeals were filed by most utilities for the period of 1985-1988 against the State Revenue Commissioner.  

In its 1988 session, the General Assembly made substantial changes in  the procedures by which public utility property is assessed for ad valorem tax purposes.  

Although the State Revenue Commissioner continues to determine the fair market value of public utility property, he makes only a recommendation as to the  appropriate assessed value for each county.  Each county may either accept the Commissioner’s recommended assessed value or issue a final assessment based on the county’s own determination of the utility’s property.  

As result of the 1988 legislative actions, the Department of Revenue has devised a new system for analyzing the overall level of assessment of locally assessed property.  Using this method, the Department determines the appropriate “equalized” assessment percentage to be applied the each utility’s fair market value in each county, thereby equalizing the assessments of public utilities and local property owners.

II.  The Unit Appraisal Concept to Fair Market Value:
Below is a brief description of the three accepted appraisal techniques used in calculating a unit valuation.

Cost Approach - Original costs less depreciation.. 

Income Approach - The capitalization of net operating income.

Market Approach -   The presumption is that the Stock & Debt  of the business represents the fair market value.  

III.  Stranded  Investments

What are they?  
Stranded assets are created when a company’s rate base exceeds the market value of its assets.  Generally, most stranded investments are found in generation assets.

Effects of Stranded Assets to Local Taxing Jurisdictions

Will the unit approach to valuation still be appropriate?  Probably not the cost approach if accelerated depreciation is not given to those assets that have been identified as stranded assets or if functional obsolescence is not allow by the state appraiser.  Decreased property tax revenues could have a devastating effect on local jurisdictions since their budgets are based on projected revenues received from these taxes.  Some of this shortfall will be made up in increased millage rates as the tax 

bases become smaller.  Locally assessed property owners will also feel the effects of the decreased tax base with higher millage rates.  However, some of the shortfall will not be recouped through increased millage rates.  Political pressures will force County administrators to cap millage rates.  County governments will then be forced to look at alternative collection methods and will have to change fiscal policies to make up for any shortfall that is still exists.

IV.  The Nexus Hurdle

Commerce Clause Hurdle
The advent of deregulation and competition raises many questions in state and local property assessment and fiscal policy.  Is it possible to levy taxes in a way that equitably impacts all providers of utility services?  This could prove difficult as there are now many options for some types of utility services, such as out-of-state markets and brokers for electric services.  It will be very difficult for State & Local governments to extend their taxing arms beyond those providers of power who do not have a substantial presence (nexus) in the State.  Therefore, how do we create tax equity for those in state electric providers versus out of state electric providers?

Public Law 86-272
Not only will out of state suppliers escape property taxes, sales & use taxes, and franchise taxes, they will also be shielded from corporate income tax.  A foreign corporation can escape the taxing arm of a state (income tax) if the corporation’s activities in the state are limited, generally, to solicitation of prospective customers for making sales of tangible personal property per Public Law 86-272.  Essentially, this would describe the activities out of state power marketers and brokers.

Memorandum

To:
Electricity  Deregulation Workshop Participants 

From:
Joanne Melcher, The Home Depot


The Alliance For Competition in Electricity(ACE)

RE:
Utility Tax Structure

The goal of deregulation of the utility industry is lower rates to customers and all the strengths of service, price and quality that is required for success in a competitive marketplace.  The goal of tax changes is to maintain revenue equity and neutrality.   Both these goals are now reliant on NEW government regulations and can be accomplished with the best economic impact for the state of Georgia  and its citizens.

One of the major areas for  legislative change will be in taxes.  The Tax Focus group was to assess the tax structure in which the electric utilities operate in light of future deregulation.  The charge of the group was to find alternative ways to maintain revenue neutrality for the state and tax equity among utilities selling in the Georgia  market.    To that end a number of tax issues were identified as those of greatest concern to the utilities and the ones they are most desirous of amending.

One should assume that  the business of Georgia utilities will increase as deregulation unfolds in the United States.  Georgia prides itself on inexpensive generation and prices in the marketplace which will translate to lower prices for consumers.  This assumption has already been proven true as we watch Southern Company’s  success in selling into the California marketplace.   Open markets will generate greater tax dollars to the state in the form of income tax, occupational tax and sales tax.  It  is critical to acknowledge that when a business sells into the state this adds to the tax base through a number of taxes and fees.

Although the focus group report  is not a complete list of tax laws impacting utilities, it  does indicate the areas of greatest concern to the focus group participants.  An added list of taxes paid and tax credits received has been attached to this memo. 

To the goal of tax equity, the general concern from the group was that Georgia utilities could be at a competitive disadvantage if new utilities were allowed entry into the market without an equitable tax liability.  This issue can be addressed in two ways or a combination of both.  These alternatives are a decrease in the home state utility’s tax liability or the addition of a new tax liability to out of state providers.

It should not be forgotten that it is only the generation of electricity that is being deregulated and therefore taxes attached to any other function may not be effected.  

Although it is the preference of the Georgia utilities to come up with substitutes for a few of their  taxes (i.e. fuel generation tax )  in the name of tax equity,  it  is just as reasonable to find a tax that  is applicable to in-state and out-of-state suppliers.

The tax  focus group has suggested the following options for tax equity ---extended occupation tax , a fee paid by the out of state supplier to wheel into the state, or a new sales tax structure.  By utilizing alternative methods for tax equity you will  maintain revenue neutrality to the state.

There are also existing Georgia tax provisions that will generate a great deal of added revenue for the state.  Any discussion of revenue impacts due to restructuring of the electric utility industry  must include added revenues generated by income tax.  Georgia apportions income tax based on property, payroll and gross receipt.  The gross receipts tax, holding more weight than the other factors in calculating income, will necessarily mean that an out-of-state company selling into the Georgia will be paying income tax at a proportionally higher rate.  This burden should offset certain tax liabilities of local utilities.   

As we open up the marketplace to businesses trying to serve Georgia utility customers,  we will also increase economic development.  There will be more suppliers looking to grow the Georgia market  and spending time and dollars on economic  development.   The ability of a manufacturing customer to work with a supplier or cogenerate in a state that has low cost energy will actually create more jobs and tax dollars to the state. 

An added area that should be examined in the name of revenue neutrality and tax equity is TAX CREDITS being taken by the utilities.  The utilities still enjoy the benefits of investment tax credits that, due to a change in the law, are no longer available to new entrants into the utility marketplace.  If a new player tries to build a facility for generation there will be no tax credits to accomplish this mission.  The fear that there will be less liability for a new supplier in the market place should be offset  by the fact that the host utility maintains these exemptions.  

Deregulation is important to Georgia’s utility consumers and to Georgia’s economic development.  As we look toward a model for restructuring the industry and deregulating the generation of power, the tax implication, while obvious, may not be as insurmountable as some would claim and can certainly be remedied.
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