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California Senate Bill No. 1 (“SB 1X”) imposes an “Electric Windfall Profits Tax” (hereinafter “the Tax”) on California taxpayers engaged in the business of generating and selling electricity in California in an amount equal to the portion of the sales price of electricity that exceeds the base price of $80/MWh.  As opposed to Assembly Bill No. 128X (“AB 128X”) that “repays” the State’s General Fund, SB 1X returns the Tax to individual California income tax taxpayers in the form of a California Electricity Consumers Credit.  Additionally, SB 1X will capture 100 percent of that portion of the sales price of electricity that is subject to the Tax.  SB 1X will not apply to sales of electricity made pursuant to binding written contracts executed on or before the date SB 1X is signed into law.

The Legislature’s express intention is to prohibit taxpayers from passing on, in any manner, any increased costs of doing business attributable to the imposition of the Tax.  Moreover, the Legislature will not permit any rate increases in the provision of electrical services to offset the Tax.  Consequently, the Tax will substantially increase the cost of providing electricity to purchasers and not permit the recovery of such costs.  The net effect is generators will likely cease selling into California and curtail investment into California generation assets.

Similar to AB 128X, SB 1X is open to a number of serious constitutional challenges.  Additionally, SB 1X is open to a California constitutional challenge.

· Practical Implications – Cessation of Electricity Sales and Curtailment of Investment in New Generation Assets
As indicated above, SB 1X expresses the California Senate’s desire that the Tax not be passed through to purchasers.  Despite this expressed desire, it is likely the case that the Tax would be a tax passed on to purchasers of power under the form of contract which ENE sells power into California.  However, the mechanism by which the Tax is imposed on such purchasers of electricity operates in such a manner that a purchaser would not be able to compensate ENE for the imposition of the tax (a consequence that arises because the “tax rate” is 100 percent).  Consequently, the Tax would be a great disincentive to electricity marketers selling electricity into California.

· Constitutional Deficiencies

SB 1X is proposed legislation seeking to set price caps on electricity sold to California purchasers by virtue of a tax.  This legislation, however, is constitutionally suspect.

The refund mechanism that SB 1X provides to address the concern that the base price (initially established at $80/MWh) is less than the cost to produce power raises a concern under the United States Constitution’s Equal Protection clause.  The mechanism requires a refund claim that sets out the sellers’ “reasonable allowance for profit margins and maintenance and operational expenses.”  Each power marketer/generator has a unique capital structure so, based on their unique risk profiles and capital structures, taxpayers’ expectations of reasonable profits will differ.  Consequently, the Tax is a tax that varies based upon the financial statements of the taxpayers - a tax that does not apply equally at all.

Further, under the California state constitution, pursuant to a provision that was enacted to protect taxpayers by limiting the Legislature’s ability to raise taxes (Proposition 13), taxes such as the Tax proposed by the California Senate requires approval by a two-thirds majority of the Senate.  SB 1X did not pass by such a majority and thus is subject to challenge under the California constitution.

Solving California’s energy demands requires an increase in supply, a reduction in demand and a reduction in the reliance on the spot market.  The Tax accomplishes none of these goals.
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