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California Assembly Bill No. 128 (“AB 128X”) imposes a tax on excess gross receipts from electrical energy distribution to California purchasers.  While ostensibly aimed at taxing power generators and power marketers to effectively cap the prices charged to California purchasers, the tax applies in aperverse manner to substantially increase the cost of electricity to those purchasers.  Further, the tax is open to a number of serious constitutional challenges.

· Practical Implication – Increased Cost to Purchasers

California purchasers will most likely see an increase in their electrical bills should AB 128X become law.  This increase is a practical consequence of the manner in which commodity sellers allocate the burden of transaction taxes, such as the tax proposed in AB 128X.  In short, additional taxes to the seller would be passed on to the buyer.

The mechanics by which the seller collects the tax may even result in the buyer paying tax in excess of the nominal rate.  For example, assuming a power marketer/generator has purchased power for $270/MWh and is selling that power for $300/MWh, the tax base is $240, the amount in excess of the AB 128X base price of $60/MWh ($300/MWh less $60/MWh).  The applicable tax rate is 90%.  Consequently, the nominal tax due is $216 ($300/MWh($240/MWh * 90%) resulting in a total purchase price of $516 ($300/MWh + $216 tax).  However, presuming the buyer does not withhold the tax - this is just the beginning - as the seller has additional gross receipts from the collection of the $216 tax.  This $216 tax must itself be taxed and on and on.  The nominal tax rate of 90% becomes an effective tax rate of 900%.  The $300/MWh will now cost the purchaser $2,460/MWh.

The increase in costs to purchasers arising from gross receipts taxes is well documented.  For example, New York, which imposed a gross receipts tax on power (N.Y. Tax Law § 186), recently repealed this tax (such repeal effective May 15, 2000).  The practical effect of the New York tax, though it was imposed at very low rates (i.e. less than 1% - in contrast to the 90% AB 128X rate), was an increase in costs to purchasers.

· Constitutional Deficiencies

AB 128X is proposed legislation seeking to set price caps on electricity sold to California purchasers by virtue of a gross receipts tax.  This legislation, however, is constitutionally suspect.

The tax is potentially imposedImposition of state tax upon persons and transactions requires jurisdiction to tax, referred to as nexus.  The nexus provision in AB 128X extends far beyond the traditional nexus standard, physical presence (established by the United States Supreme Court in Quill Corp. v. North Dakota).  For example, AB 128X nexus is “considered established” by a mere contractual relationship with the state or simply the filing of a California that have no nexus to California.  Imposing tax without nexusreturn as part of a unitary group.  The sweeping nature of the AB 128X nexus definition violates both the Due Process Clause and the Commerce Clause of the United States Constitution.

Additionally, the refund mechanism that AB 128X provides to address the concern that the base price (initially established at $60/MWh) is less than the cost to produce power raises an Equal Protection concern.  The mechanism requires a refund claim which 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.  Soon we have a tax which varies based upon the financial statements of the taxpayers.  A tax which does not apply equally at all.

As the summary evidences, a solution toSolving California’s energy demands is not found in arequires an increase in supply, a reduction in demand and a reduction in the reliance on the spot market.  A tax on excess gross receipts from electrical energy distribution to California purchasers.purchasers accomplishes none of these goals.  
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