PGE Portland General Electric Company
\ 121 SW Salmon Street * Portland, Oregon 97204

MEMORANDUM

TO: Oregon Public Utility Commission

-FROM: Peortland General Electric Company
DATE: March 13, 2006

RE: City of Portland Key Areas of Interest

At the Commission’s meeting on March 2, 2006 Portland City Commissioner Randy Leonard
presented a memo stating seven “key areas of interest” to the City of Portland. The memo also
for the first time presented the City of Portland’s “proposed alternative” to PGE’s stock
distribution. This memo is intended to respond briefly to the issues raised in Commissioner
Leonard’s memo.

1. Compliance with State Income Tax Law. PGE is in compliance with Oregon State’
Income Tax laws. The City cites several Oregon statutes relating to the Oregon State
Income Taxes. These statutes are administered and enforced by the Department of
Revenue. ORS 314.805. As aresult all the issues raised in Commissioner Leonard’s
key issue number one should be addressed to the Department of Revenue and not to
the Oregon Public Utility Commission.

2. Federal Energy Regulatory Commission Tax Policy. Commissioner Leonard’s
statement is incorrect about Federal Energy Regulatory Commission policy on
income tax allowances. Current FERC policy on including taxes in rates provides that
income taxes included in rates for a utility like PGE would be on a stand-alone basis.
See Policy Statement on Income Tax Allowances, 111 FERC 61139 (May 4, 2005);
City of Charlottesville v. FERC, 774 F.2d 1205, 1208-1211 (D.C. Cir.1985)
(describing evolution and rationale behind FERC's stand-alone tax policy).

3. Multnomah County Business Income Tax. The matters raised in Commissioner
Leonard’s third key issue are adequately addressed by the Staff Report presented to
the Commission on March 2, 2006. The class action brought on this issue is in the
process of being settled and all collections of Multnomah County Business Income
Taxes from January 1, 1999 through December 31, 2005 w1ll be refunded to PGE
customers with interest.
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Responsibility of PGE to Multnomah County. Multnomah County is the taxing
authority for the Multnomah County Business Income Tax, not the City of Portland.
Multnomah County last fall confirmed that it had no interest and did not intend to
assert any claim for the amounts PGE collected for the Multnomah County Business
Income Tax that were not paid to the County. The class action that raised this issue
is in the process of being settled and all collections of Multnomah County Business
Income Taxes from 1999 through 2005 will be refunded to PGE customers with
interest.

No Double Charge for Multnomah County Business Income Tax. Rates set by
this Commission do not double charge customers for the Multnomah County
Business Income Tax. Rates set by the Commission in PGE’s last general rate case,
UE 115, do not include any component for Multnomah County Business Income Tax.
The only collections for Multnomah County income taxes have been through charges
separately placed on customer bills. The fact that effective tax rates vary from the
rate used for setting rates in a rate case illustrates the variable nature of income taxes.
PGE’s effective tax rate frequently changes to reflect differences between book and
tax accounting for certain items of income and expense. The changes in PGE’s
effective tax rate are unrelated to the collection on Multnomah County Business
Income Tax.

PGE Did Not Harm the Wholesale Trading Market in 2000. The claims about
PGE trading have been resolved by the Commission Staff Report. In addition:

e PGE’s need for a rate increase in October 2001 was established through a full
general rate case process conducted from the end of 2000 through 2001. PGE
had the burden of proof to demonstrate an increase was necessary. The City of

- Portland was an intervener with full party rights in that process. The _
Commission’s final Order identified a revenue deficiency for the test year 2002
(see Order No. 01-777 appendix G, page 2, column 3). The Commission found
that that without a rate increase PGE would be operating at a loss, that is, with
negative net operating revenues.

e  Neither profitable nor unprofitable past years are proper considerations for
setting future utility rates. This is the rule against retroactive ratemaking.
Instead the Commission makes judgments on the cost of service to customers in
a prospective period (the “test year”) and independently determines whether
future rate increases are needed to cover the cost of service. The Commission
exercised its judgment in 2001 in Order No. 01-777. The City of Portland was a
party to that Commission proceeding.
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e PGE had no “increases in profit” in 2001; it earned less than its authorized level.
In 2002, the first year after the rate change authorized in UE 115, PGE also
earned below its authorized level.

e  PGE does not make any profit on purchased power. PGE’s rate increase in
2001 was driven in large part by the need to buy more expensive power to serve
our customers. The way the Commission currently sets rates, purchased power
does not create any margin for PGE.

e In the 2001 time period other utilities needed to raise rates to customers. Seattle
City Light raised its residential rate by 54.3%. Seattle City Light raised its large
industrial rate by 63.0%. The City of Tacoma raised its overall rates by 50%
and by as much as 70% for industrial customers.

7. PGE Does Not Pay Deferred Taxes to Enron. PGE payments to Enron for income
taxes are computed and paid the same way as tax obligations due to taxing
authorities. PGE, like all taxpayers, does not pay deferred taxes to taxing authorities
— it pays only current taxes. Likewise, PGE does not pay deferred taxes to Enron; it
only pays its current income tax obligations.

Regarding the “proposed alternative” of converting PGE to an LLC (disregarded entity)
suggested for the first time in Commissioner Leonard’s March 2 memo, PGE attaches a
Memorandum from Skadden, Arps, Slate, Meagher & Flom LLP analyzing this LLC proposal

. (“Skadden Memo”). The Skadden Memo concludes that the claimed tax benefits from the City
-of Portland’s proposed alternative can not be achieved.
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TO: Portland General Electric Company TOKYO
TORONYO
VIENNA

FROM: James V. Alpi
Alexander L.T. Reid

RE: Certain U.S. Federal Income Tax Consequences of
Converting Portland General Electric Company to a
Limited Liability Company

You have asked us to review a proposal whereby Portland General
Electric Company (“PGE”) would file articles of conversion with the state of Oregon to
convert into a limited liability company (“LLC”) prior to the distribution to the creditors
of Enron Corp. (“Enron”) of the common stock of PGE. Rather than distributing the
stock of PGE to Enron’s creditors as contemplated under the Court Order of the US
Bankruptcy Court for the Southern District of New York and the Fifth Amended Joint
Plan of Affiliated Debtors Pursuant to Chapter 11 of the United States Bankruptcy Code
dated January 9, 2004 (the “Plan”), we understand that, under the proposal, Enron
would instead distribute interests in the LLC holding PGE’s assets to Enron’s creditors.

Our understanding is that the sole purpose for the proposed change to the
existing Plan is to reduce PGE’s U.S. federal income taxes for future years by effecting
an increase or “step up” of tax basis in PGE’s assets for PGE after the transfer to the
Enron creditors. The step up in basis, in theory, would entitle PGE to the benefit of
increased depreciation deductions which would otherwise not be available.

We believe this scheme would not result in the intended tax benefits for
PGE for at least the following reasons. First, the proposal suggests that the conversion
to an LLC would cause PGE to be treated as a “disregarded entity” for tax purposes,
which would constifute a deemed liquidation of PGE. This assertion is incorrect since a
disregarded entity may only have one owner, whereas PGE is owned by Enron as well
as PGE’s preferred stockholders. Furthermore, because the PGE stock to be issued to
the Enron creditors will be listed on the New York Stock Exchange at the time of
transfer to Enron’s creditors, PGE would be treated as a publicly traded partnership
under Section 7704 of the Internal Revenue Code. Consequently, PGE would
automatically be treated as a corporation for U.S. federal income tax purposes at the



time of the transfer of the PGE stock to the Enron creditors.! Accordingly, for U.S.
federal income tax purposes, the transfer of the LLC interests to Enron’s creditors
should be treated as the transfer of stock of a corporation and not as a transfer of assets
creating increased tax benefits for PGE.

Second, in addition to the application of section 7704, we believe that
under long-standing judicial doctrines, the scheme should be characterized as a sale of
stock instead of assets, and, therefore, it would be ill-advised to attempt to implement
such a scheme.

The Supreme Court denied a taxpayer’s attempt to change the form of a
transaction id a very similar tax-saving scheme in a well-known decision dating back to
1945. In Commissioner v. Court Holding Co., 324 U.S. 331, 334 (1945), a taxpayer
who had an arrangement with a buyer to sell the property of a subsidiary corporation
atternpted to alter the income tax consequences of the sale by restructuring the
transaction as a corporate liquidation followed by a sale. The Supreme Court held that a
corporate liquidation will not be respected, as such, if the negotiations of a transaction
have culminated in an understanding that is inconsistent with the form of the final
transaction. As Justice Black succinctly stated,

To permit the true nature of a transaction to be disguised
by mere formalisms, which exist solely to alter tax
liabilities, would seriously impair the effective
administration of the tax policies of Congress.

Accordingly, if Enron were to attempt to alter the tax consequences of
the existing Plan by undertaking such a scheme, we believe PGE would not achieve the
intended tax benefits under well-established principles of U.S. federal income tax law.

In addition, we note that when tax avoidance is a principal purpose of a
transaction, it is generally subject to greater scrutiny by the Internal Revenue Service
(“IRS”) (and other taxing anthorities). Thus, if PGE were to engage in the foregoing

_scheme, not only could the IRS seek to disallow the increased tax basis and depreciation
to PGE, but it could also seek to assert penalties against PGE. In such case, PGE

- ratepayers could both fail to realize the benefit under the proposal and end up paying

- higher rates.

' Under Section 7704, if interests in a partnership or limited liability company are traded or available
for trading on an established exchange, the entity will be treated as a corporation for U.S. federal
income tax purposes. While Section 7704(c) provides certain exceptions for entity’s with qualifying
income (e.g., oil and gas exploration, production and transportation}, PGE would not be eligible for
the exceptions provided in Section 7704(c) since PGE’s activities of praduction and sale of
electricity are not quahfymg income for putposes of the exception.



