NEW YORK CITY TAX APPEALS TRIBUNAL
ADMINISTRATIVE LAW JUDGE DIVISION

In the Matter of the Petition : DETERMINATION
of : TAT (H) 04-32(UT)

CASTLE POWER, LLC

Schwartz, A.L.J.:

Petitioner, Castle Power, LLC, filed a Petition with the New
York Gty (“City”) Tax Appeal s Tribunal (“Tribunal”) requesting the
redetermnation of a deficiency in Cty Uility Tax (“UT”) under
Chapter 11 of Title 11 of the Adm nistrative Code (the “Code”) for
t he period begi nning January 1, 1998 and endi ng Decenber 31, 2002
(the “Tax Years”).

A hearing was hel d before the undersigned on Decenber 12, 13,
and 14, 2005 at which testinony was taken and exhibits, including
a stipulation of facts with acconpanying exhibits, were entered
into the record. The parties subnmitted Briefs and Reply Briefs,
the last of which was submtted on April 19, 2006. Suppl enent al
briefing was requested and the final subm ssion was received on
Sept enber 6, 2006. Petitioner was represented by Peter M Met zger,
Esq. and Joseph P. Stevens, Esq., of Cullen and Dykman LLP.
Deborah M  Franco, Esq., also of Cullen and Dykman LLP
partici pated on the Briefs. The Comm ssioner of Finance (the
“Conm ssioner” or “Respondent”) was represented by Robert J.
Firestone, Esq., who was then Senior Counsel of the City's Law
Departnment and by Martin Nussbaum Esq., Assistant Corporation
Counsel .



ISSUES

l. Whet her retail sales of natural gas made by Petitioner to
end-users with premses inthe City took place at the neters owned
by the utility conpanies at the end-users’ prem ses, in which case
Petitioner would be subject to the City UT; or whether the sales
took place outside the City as provided for in the contracts for
the sale of the gas, in which case the City UT woul d not apply.

1. \Wiether Petitioner may recover from the Cty for the
costs of contesting this matter.

FINDINGS OF FACT

1. During the Tax Years, Petitioner was a gas marketer who
was in the business of supplying natural gas at retail to end-
users. Such end-users owned or occupied prem ses located in the
City and in other locations within and without New York State (the
“State”), where the gas was ultimately used or consumed by such
end- users.

2. Gas used in the City is made avail abl e by producers who
find the gas and produce it in production areas such as the @ulf of
Mexi co. The gas is transported from the production areas via
interstate pipelines to the “city gates”! which connect to the gas
pi pel i nes owned by Consolidated Edi son (“Con Edison”) or Brooklyn
Union Gas (“BUG') (the “Utilities”), the two regulated Local
Di stribution Conpanies (“LDCs”) that provide gas service within the

! The city gates are not necessarily at the border of the City. The term
refers to designated points on the gas distribution system where the LDC takes
delivery of the gas froma pipeline source. The city gate locations involved in
this case were | ocated in Staten |Island, New York and in White Plains, New York.



City. The UWilities transport the gas locally via their pipelines
fromthe city gates to the consuners’ premn ses. Hi storically,
smal |l consuners in the Cty purchased “bundl ed” service fromthe
Uilities which included both the gas as a comobdity and the
transportation of that gas fromthe city gate to the consuners

prem ses. However, in recent years, some consuners purchased their
gas directly from nmarketers such as Petitioner and the Uilities
just provided transportation of that gas fromthe city gate to the
consuners’ prem ses. It is this type of transaction that is at
| ssue here.

3. Hi storically, the interstate pipeline conpanies, which
owned various interstate pipelines and which are regul ated by the
federal governnent, controlled the price of gas because they
provi ded the only neans for the sale and distribution of gas from
t he production areas to the LDCs. In the | ate 1970s, because there
was an i nsufficient supply of gas, the federal governnent permtted
end-users to by-pass the i nterstate pipeline conpani es and contract
directly for their gas supply and transportati on and to have their
gas delivered to the city gate.? At that time, certain large
custoners in the Gty, such as Long Island University and Dom no
Sugar, had sufficient gas requirenents and had the resources to
engage in these types of transactions. These purchases of gas by
| arge custoners generally took place outside the State and close to
the production areas. A further relaxation of the rules occurred
in the md 1980s, when the Federal Energy Regul atory Comm ssion
(“FERC’) issued an order allow ng the interstate pipeline conpanies
to transport gas owned by others. Then, in 1992, FERC i ssued FERC

2 For a history of federal gas deregul ati on, see General Motors Corp. v.

Tracy, 519 U.S. 278, 283-297 (1997); Tennessee Gas Pipeline Co. v. Urbach, 96
N.Y.2d 124 (2001).



Order No. 6362 (“Order 636”) which required the interstate pipeline
conpanies to “unbundle” the sale of the gas commodity fromits
di stribution and to act solely as common carriers and no | onger
sell gas (the “Federal Restructuring”). The Federal Restructuring
opened up the sales of gas by the producers as an unregul ated
commodity, the price of which was subject to market conpetition.

4. Even after the Federal Restructuring, it was still
i npractical for home owners or small businesses to arrange for
their own purchase and transportation of gas because the quantities
used by themwere too snmall* and they did not have the expertise to
nmake t he necessary arrangenents. The states responded by begi nni ng
to restructure the local gas industries to enable small custoners
also to obtain the benefit of market conpetition in the price of
gas.

5. The agency that regul ates gas sales and distribution in
the State is the New York Public Service Comm ssion (“NYPSC’). The
NYPSC requires the LDCs to prepare tariffs setting forth their rate
schedul es and busi ness practices. These tariffs nust conformto
NYPSC requirenments to be approved by the NYPSC. In the md 1990s,
the NYPSCinstituted a proceedi ng to consi der and eval uate possi bl e
responses to Order 636, supra, at the State | evel.> The NYPSC hel d

® 57 Fed. Reg. 13267 (April 16, 1992) codified at 18 C.F.R. Part 284.

4 A home uses about 100 decathernms a year and a commerci al business uses
about 2,000 decat hernms, whereas nost LDCs required a quantity of 5,000 decathernmns
a year to transport gas owned by someone el se.

5 Official notice is taken of: Proceeding on Motion of the Commission to
Address Issues Associated with the Restructuring of the Emerging Competitive
Natural Gas Market, 1994 N. Y. PUC LEXIS 118 (N.Y. PUC 1994) (“NYPSC Decenber 20,
1994 Order”); Proceeding on Motion of the Commission to Address Issues Associated
with the Restructuring of the Emerging Competitive Natural Gas Market, 1996 N.Y.
PUC LEXI'S 66 (N.Y. PUC 1996) (“NYPSC March 28, 1996 Order”); Proceeding on Motion
of the Commission to Address Issues Associated with the Restructuring of Emerging
Competitive Natural Gas Market, 1996 N.Y. PUC LEXIS 533 (N.Y. PUC 1996) (“NYPSC
September 28, 1996 Order”) (collectively, “NYPSC Orders”).



heari ngs and settl ement di scussions anpong vari ous segnents of the
gas industry, including the marketers, the LDCs, the |arge
i ndustrial custoners, consuner advocates and various governnent
interests including the City. The purpose of these proceedi ngs was
to create a structure under which the gas industry could operate
whi ch woul d deal with the various practical problens of permtting
smal | custonmers to purchase gas from sonmeone other than an LDC

In 1996, the NYPSC restructured the gas industry in the State
to enable small custoners to purchase gas in the free market from
mar ket ers such as Petitioner and required the LDCs to transport gas
for those custoners (the “State Restructuring”). The NYPSC was
concerned, inter alia, Wth protecting the safety of the gas
di stribution system and the consuner while, at the sane tineg,
providing for a conpetitive gas market.®

In order to deal with the various adm ni strative probl ens t hat
made i ndi vi dual purchases of small volunmes of gas inpractical, the
NYPSC permtted the marketers to create “aggregation pools” of
custoners such that the aggregate quantity of gas used by the poo
was | arge enough to minimze various adm nistrative problens. The
NYPSC noted that “[t]he goal [of aggregation groups] is to enable
smal | er custoners to enjoy sone of the benefits of conpetition that
have only been available to the |larger gas users.”’

6. The State inposed a tax on utility services, Tax Law
8§186-a (the “State UT"), which is known in the gas industry as the
“State Gross Receipts Tax.” The State UT is very simlar to the

® NYPSC Decenber 20, 1994 Order, fn.5, supra, at 3.

" NYPSC March 28, 1996 Order, fn. 5, supra, at 25.



City UT and is inposed on retail sales of gas within the State.
The Utilities and others selling gas at retail in the Cty passed
the cost of both the State UT and the Gty UT through to the gas
consuner by including it in the cost of gas on the bills remtted
by the seller of gas to the custoners. Wen | arge custoners bought
gas for their own use, they generally purchased it outside the
State and thus avoided the State UT and the Gty UT. Tr. pp. 511-
512.8

7. In an attenpt to i npose a conparabl e State tax burden on
gas consumers purchasing gas out-of-state, in 1991, the State
enacted a tax known as the “Gas Inporter Tax” pursuant to Tax Law
8189 (the “State A T") on the inportati on of gas purchased outsi de
the State for the purchaser’s own use within the State. This tax
required consumers who purchased gas outside the State for
consunption within the State to bear a State tax cost conparable to
consuners who purchased gas within the State.?® To date, a
conparable City gas inporter tax (“City G T’) has not been enacted,
although the City attenpted, in 2005, to obtain such a tax.?°

8. The NYPSC and the participants inthe State Restructuring
process anticipated that as a result of such restructuring,
I ncreased sales would take place outside the State and Gty
resulting in possible additional |osses of tax revenues. The
mar ket er groups believed that this would give them a conpetitive

8 See Penn York Energy Corporation, 1992 NY Tax LEXI S 507 (State Tribunal,
Oct ober 1, 1992); TSB-A-96(85)S (Decenber 26, 1996); TSB-A-96(13)C (May 8, 1996);
TSB- A-95(8)C (April 20, 1995); TSB-A-91(11)C (April 29, 1991). State Departnment
of Taxation Advisory Opinions are not binding on this forum and are being cited
merely to corroborate Petitioner’s witnesses’ testimony that | arge gas purchasers
were able to purchase gas out of State and avoid certain taxes.

° See L. 1991, c. 166, §149.

1054780, T. Ex. 11.



advant age over the LDCs. Tr. pp. 530-534. Because the Utilities’
sal es took place in the Gty, the Uilities had to pass along the
cost of the City UT at 2.35 percent of their revenues to those
custoners who bought gas from the Utilities. By selling gas
outside the Cty, the gas marketers could avoid the Gty UT and
could offer lower prices than the Utilities, placing the Utilities
at a conpetitive disadvantage. For this reason, during the State
Restructuring Proceedi ng, BUG requested that the NYPSC i npose sone
sort of “affordability fee” on the sales by the gas narketers so
that those nmarketers would not have a conpetitive advantage over
the Uilities. However, the NYPSC did not agree to this proposal,
stating:

W find that it [the requested affordability
fee] is a barrier to |ower energy prices for
consunmers. We woul d expect that any savings
wi || be shared between marketers and consuners
and that as conpetition devel ops the sharing
will increasingly inure to consuners’ benefit.

The tax law is not of our making and, in this
instance, presents an issue that the

Legislature may wish to address. |[Enphasis
added. |

9. Petitioner isalimtedliability conpany fornmed pursuant
to the Delaware Limted Liability Conpany Act and is a whol | y owned
subsidiary of Castle G| Corp. Petitioner was fornmed after the
State Restructuring went into effect and it entered the gas
mar ket i ng busi ness as that business had been restructured by the
NYPSC.

10. Petitioner neither owned nor operated any property within
the GCity. Petitioner neither sought nor received any franchi se,

1 NYPSC March 28, 1996 Order, fn. 5, supra, at 40.



consent, permt or other authorization from the Cty to do or
conduct business in the City; nor was any cl ai masserted that any
such franchi se, consent, permt or other authorization was required
by Petitioner. Petitioner’s only office in the State was | ocated
outside the Gty in Harrison, New York (the “Harrison Ofice”).
Al'l of Petitioner’s enployees in the State were located in the
Harrison O fice. However, occasionally sone of Petitioner’s
enpl oyees would visit custoners in the Gty to solicit business.

11. During the Tax Years, Petitioner entered into witten
sal es contracts (the “Sales Contracts”) with its retail customners.
The terns and conditions of the Sal es Contracts were devel oped and
approved in the Harrison Ofice; no Sales Contract was binding on
Petitioner until it was executed by an officer in the Harrison
Ofice.

12. Petitioner was not affiliated directly or indirectly with
either of the Uilities or with any of the interstate pipeline
conpani es that transported gas for use by its custoners in the
City. Nor did Petitioner own, operate, |ease or control any gas
pi pelines, nains, services or related equi pnment.

13. Petitioner purchased gas from various producers and
arranged for that gas to be delivered to the place where the
producers’ pipelines intersect with the interstate pipelines (the
“Transfer Points”). These are the points at which gas purchased
near the production areas first enters the interstate pipelines.
There are neters at the Transfer Points so that a purchaser of gas
froma producer can confirmthat the anmount of gas delivered to an
interstate pipeline mitches the quantity purchased. The Transfer
Points involved in this case were l|located in Mssissippi and
Loui si ana. Petitioner arranged for the interstate pipelines to



deliver the gas to the city gates. There are also neters at the
city gates which are used so that the owner of the gas and the
Uility that will be transporting the gas | ocally know how nuch gas
was delivered through the interstate pipeline to the city gate.
The Utilities took possession of the gas at the city gates and
delivered it to Petitioner’s custoners’ prem ses. There are neters
at the custoners’ prem ses which neasure the actual anmount of gas
burned by the custoners at those prem ses. The neters at the
custoners’ prenmi ses are owned by the Utilities and neter readings
are taken by the Utilities for billing purposes.

14. The NYPSC publishes tariffs which are issued by an LDC
under the authority of an order of the NYPSC These tariffs
control the activities the LDCs may engage in, including their rate
structures and also indirectly control certain transactions that a
gas marketer such as Petitioner may engage in, to the extent that
the marketer’s activities rely on services provided by the LDCs.
The Utilities’ tariffs apply to various service classifications
(designated “SC’ in the tariffs). Under sone service
classifications, a retail custoner purchases gas directly fromthe
Uility and the Utility also transports the gas to the customer’s
prem ses. This type of customer receives one gas bill from the
Uility that covers both the gas commpdity and its transportation.
This type of “bundl ed” service is what was historically avail able
before the State Restructuring and it continues to be the service
used by nost small retail custoners followng the State
Restructuring. These transactions are not at issue here.

In connection with the State Restructuring, the Uilities
issued tariff provisions covering other service classifications
mandated by the restructuring. Under certain service
classifications, the retail custonmer purchases gas and certain



rel ated services froma marketer (referred to as the “Seller” in
the tariffs) who al so arranges for transportation of the gas to the
city gate and purchases transportation of the gas fromthe city
gate to the customer’s prem ses and certain other rel ated services
from the Utility. This type of custoner is referred to as
receiving “Transportation Service” fromthe UWilities. This type
of custoner receives two gas bills, one fromthe marketer for the
gas commodity and related services, and another fromthe Uility
for the cost of transporting the gas fromthe city gate to the
custoner’s prem ses and related services. The portions of the
Uilities’ tariffs whi ch apply to cust oners recei ving
Transportation Service are SC9 in the case of Con Edi son custoners
and SC 16, 17, or 18 in the case of BUG custonmers. Petitioner’s
custoners were billed by the Utilities for transportation service
charges as provi ded by BUG under SC 16, 17, or 18 and by Con Edi son
under SC 9.'2 It is this type of transaction that is at issue in
this matter.

15. Under Con Edison’s SC 20, a “Seller” is defined as “a
supplier of natural gas to an SC 9 Custoner or Small Custoner
Aggregation Goup who neets the requirenents of this Service
Classification and submts an application for SC 20 service,” and
a “Custoner” is defined as one that receives SC 9 transportation

12 Both Petitioner and Respondent used Arabic nunmerals when preparing
their respective exhibits for the hearing. Exhi bits will be identified as “T”
(for “Taxpayer/Petitioner”) Ex. -; “C" (for “City/ Respondent”) Ex. -; “J" (for
“Joint”) Ex.; — and “Trib.” Ex. — (for “Tribunal”). Petitioner and Respondent
each provided a version of these various tariff provisions to be entered into the
record as exhibits. The tariff provisions are amended fromtime to time and
vari ous pages are updated. Petitioner’s version of Con Edison SC 9, T Ex. T7A,
contains Tariff Leaves 50-B and 51 with effective dates of May 9, 1997 and May 1,
1996, respectively. Subparagraphs C and D on those pages are substantively
identical to Subparagraphs C and D that appear on Respondent’s version of Con
Edi son SC 9, C Ex.2, Tariff Leaf 305, Subparagraph C, (effective August 1, 2001).
Both versions state they are applicable both to individual customers and to
customers “that are part of a Group.” Id.

10



service.® Simlarly, the BUG SC 19 tariff defines a “Seller” as
“a person or entity that neets the Seller qualifications under this
Service Classification and is selling gas to a Pool.” A “Pool” is
def i ned as:

A group of custoners to whom a Seller is
selling gas, who are receiving transportation
service pursuant to [SC 16, 17, or 18] whose
gas usage is aggregated by the Seller for the
purpose of providing service wunder this
Service O assification.

During the State Restructuring Proceeding, the NYPSC made it
clear that the LDCs' tariffs would be required to provide that the
LDCs were transporting gas owned by the small custoner, rather than
that the LDCs woul d be transporting gas owned by the marketers. As
stated by the NYPSC, under the State Restructuring, the gas
mar ket er s:

sinmply arrange for the purchase of the
coomodity in a conpetitive market and the
transportation of that commodity from the

wel | head to the custoner. 1Indeed, end users
remain the customers of the wutility for
transportation. . . . n.3

n.3 [A portion of a prior NYPSC Order] should
not be read to make marketers/aggregators the
customers for transportation; the LDCs’
tariffs make the end users the transportation
customers. [Enphasis added.]?'

¥ T Ex. 7(B), Leaf 97 (effective May 9, 1997); C Ex. 1, Leaves 364 and
365. (effective dates 2001 and 2002).

14 T Ex. 7F, Leaf 144, (effective May 1, 1996); C Ex. 7, Leaf 400
(effective October 1, 1998).

*  NYPSC September, 1996 Order, fn. 5, supra, at 35.
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The interstate pipeline conpanies understood that Petitioner
was acting as the agent for a pool of custoners when it arranged
for a quantity of gas to be delivered by the interstate pipeline to
the city gate of the UWilities.*® The Uility took possession of
the gas and transported gas to each of Petitioner’s custoners and
provi ded bal anci ng service (di scussed in Finding of Fact 21, infra)
to those custoners such that each customer received the anount of
gas actual ly needed.

16. In connectionwith the State Restructuring and with i nput
fromthe gas industry, the NYPSC devel oped a sanple gas contract
(the “NYPSC Sanpl e Contract”)! to reflect industry practice and to
serve as a nodel so that marketers who wanted to sell gas to snmal
custonmers in the State would know that they could get their
contract approved by the NYPSC if they followed such form of
contract. The NYPSC Sanple Contract also served as a nodel for
consuners to know that their particular narketer’s business
practices were not out of the ordinary. The NYPSC Sanpl e Contract
was eventually posted on the NYPSC website. Prior to the State
Restructuring, l|arge custonmers who purchased gas directly from
mar keters generally wused agents (nost often the nmarketers
thensel ves) to handle various admnistrative matters such as
arranging for the transportation of the gas for the custoner to the
city gate. The NYPSC adopted this common i ndustry practice of the
use of agents to the small customers in an aggregation pool. The
NYPSC Sanpl e Contract provides in part that:

' The City's Department of Finance (the “Department”) was made aware of

this agency arrangement during the course of the audit of Petitioner in this
matter. The City’'s audit workpapers contains arem ttance advice showi ng payment
to Transconti nental Gas Pipe Line Corp. from“Castle Power Corp. A/ A for Pool ed
Customers.” See Ex. D, p. 3 of 5 of C Ex. 24.

YT Ex. 12.

12



Buyer authorizes (marketer) to act as Buyer’'s
designated agent for the arrangenent for
delivery and transportation of natural gas
fromthe transfer point(s) to the respective
LDCs Cty Gate. (Marketer) will act on
Buyer’s behal f to provide coordination
functions thereunder, including but not
limted to nomnating,*® scheduling and
bal anci ng. °

17. Petitioner’s Sales Contracts designated Petitioner as
that custoner’s agent? and authorized Petitioner to aggregate or
pool the custonmer’s gas supply with those of its other custoners.
Petitioner, as the pooled custoner’s agent, generally schedul ed
with the interstate pipeline transporters the quantity of natural
gas to be delivered to the Uilities based on estinmates derived by
the relevant Utility fromthe custoner’s historical usage. Most of
Petitioner’s retail custonmers were pool ed custoners.

18. Con Edison provided a form for a separate agency
agreenent (the “Con Edi son SC 9 Agency Agreenent”, T Ex. 13) that
it required to be executed by a custonmer who wi shed to appoint an
agent. That agreenment was used to confirm the designation of a
mar keter, such as Petitioner, as the custonmer’s agent to perform
various functions, including:

' “Nom nating” involves prearranging the scheduling for transportation
of gas with a pipeline.

9 “Balancing” is the process under which the Utility delivers to the
customer only the anount of gas used by that customer in a particular time
peri od, which amount can be nmore or |l ess than the ampunt the Utility required the

mar keter to cause to be delivered for the customer’s use.
20 Whil e Respondent stipulated that Petitioner’s Sales Contracts

designated Petitioner as its customers’ agent, she did not stipulate to any of
the specifics regarding that agency rel ationship.

13



(1) arrange gas transportation services from
Con Edison; (2) nomnate, schedule, and
perform other gas control functions in

connecti on W th Con Edi son’ s gas
transportation services; . . . [and] (6) pay
the pipeline for all applicable charges

associ ated with the use of rel eased capacity?
to serve ny account(s).

The Con Edi son Agency Agreenent went on to state:
Con Edison should consider the noni nating,

scheduling, and other gas control functions
performed by Agent as those of Custoner.

Custonmer will indemify Con Edison and hold it
harm ess from any liability . . . that Con
Edison incurs as a result of Agent’s
negligence or wllful msconduct in its
per f ormance of agency functions on Custoner’s
behal f.

When Con Edison requested that Petitioner do so, Petitioner
obtai ned this document fromits customers and provided it to Con
Edi son.

19. The NYPSC Sanpl e Contract (T Ex. 12) also provides that
the “(Marketer) wll supply the Buyer’s full requirenents for
natural gas on a firnt? basis and will be responsible for any

2L The Utilities have arrangements with the interstate pipeline companies

guaranteeing the Utilities the capacity to transport certain quantities of gas
on those pipelines. The Utilities could release a portion of their capacity to
an authorized marketer such as Petitioner and the marketer could enter into an
agreement with the rel evant pipeline company for use of that capacity. See T Ex.
14 and C Ex. 14.

22 “Firm custonmers” are customers whose gas service was not to be
interrupted. A marketer was required to insure that each firmcustonmer received
the necessary amount of gas each day. Firm customers are to be distinguished
from®“interruptible customers” who may have an alternative fuel source, such as
oil, that can be used if the amunt of gas delivered for their wuse is
insufficient at a particular time.

14



penalties inposed by the LDC for failure to deliver.” Most of
Petitioner’s City custoners during the Tax Years were “firnf
cust onmers. Petitioner was required to denonstrate sufficient
interstate pipeline delivery capacity to the Utility wthin whose
service area the firmcustoner was | ocated in order to assure that
required quantities delivered by the interstate pipelines woul d not
be interrupted. Petitioner also sold natural gas to sone
“interruptible” custoners during the Tax Years.

20. Under the applicable tariffs, the Uilities required
Petitioner to schedule deliveries of specified quantities of
natural gas to the city gate based upon estinmates provided by the
Uilities for each custoner (derived fromthe custoner’s historical
consunption data). Petitioner had no discretion regarding the
anount of gas it scheduled for delivery to the city gate.
Accordingly, Petitioner caused to be delivered to the Transfer
Points on the interstate pipelines the sumof all its custoners’
requirenents as determned by the Utilities, increased by the
amount required for fuel and line |oss.?

21. Under the applicable tariffs, Petitioner could provide
only the quantity of gas estimated by the Uilities for each
custoner. However, the quantity of gas that Petitioner undertook
to supply to its custoners under its Sales Contracts generally was
the custoners’ actual usage of gas increased by certain percentage
amounts for fuel and line loss.?* Wth respect to Petitioner’s

2% A certain amount of gas is needed to be burned in the pipeline as fuel
to transport the gas. Sonme small percentage of gas is also lost in transit.

2 |In the case of certain of Petitioner’s |large customers, the transactions
with whom have not been separately quantified for purposes of this matter,
Petitioner caused to be delivered the quantities specified or estimted by such
customers.

15



pool ed custoners, the Utilities provided “Bal anci ng Service” such
that where deliveries to the city gate: (a) were less than the
gquantity required to be delivered to the city gate; or (b) less
than the quantity of gas delivered by the Utility and consuned by
the custonmer, the Uility generally provided the difference and
assessed an | nbal ance Charge. Were deliveries to the city gate:
(a) exceeded the quantity required to be delivered to the city
gate; or (b) exceeded the quantity of gas delivered by the UWility
and consuned by the custoner, the Utility retained the excess and
generally provided an |Inbalance Credit. The pooling of custoner
gas supplies permtted positive custoner inbalances for certain
custoners to be offset against negative custoner inbalances for
other ~custonmers, thereby mnimzing or elimnating |nbalance
Char ges.

22. Under their tariffs, the Utilities had the authority to
assess certain inbalance and cash out charges, credits, and
penalties (“lInbalance Charges/Credits”) wher e: (a) act ual
deliveries of gas to the Uility at the city ogate for
transportation by the Uility to the custoner, adjusted by a
certain percentage for fuel and line loss, did not correspond to
the quantity of gas delivered by the local utility and consuned by
the custoner during the relevant billing period; and/or (b) actual
gas deliveries to the city gate for transportation by the Uility
to the custoner, adjusted by a certain percentage for fuel and |ine
| oss, did not correspond to the quantity required to be schedul ed
and delivered to the city gate for the account of the custoner
during the relevant billing period.

23. Wth respect to pooled custonmers, the Utilities | ook to
the Seller inthe first instance for paynent of |nbal ance Char ges.

Thus, Con Edison SC 9 (the service classification that applies to

16



Petitioner’s custoners in aggregation pools in Con Edi son’s service
area), provides that:

For a Custoner that is a participating nmenber
of a Small Custoner Aggregation Goup . .

t he Conpany shall aggregate the daily surplus
and deficiency inbalances for all nenbers for
pur poses of determ ning net inbal ances and t he
Seller shall be responsible for applicable
| nbal ance, Mnimum Delivery and Cashout
Char ges under SC 20.%

However, these tariffs also provide that if the Seller does not pay
t he I nbal ance and ot her charges, the custoner is ultimately |iable
for those charges. “The Conpany nmay add any applicable SC 20 rates
or charges to the next bill of the custoner whenits Seller is |ate
inits paynents by sixty days or nore.”?® Thus, it is clear that
a Seller is billed for bal anci ng and | nbal ance Charges as agent for
its pool ed custonmers. Tr. p. 71-72. The UWilities do this because
they do not consider it cost-effective or feasible to bill the
i ndi vi dual customers in pooled groups for such charges. Tr. pp
72-73, 124, 126, 529. Petitioner was billed for charges as
provi ded under SC 19 and SC 20 including Inbalance Charges,
recei ved | nbal ance Credits di scussed in Finding of Fact 21, supra,
and paid such charges to the Uilities.?

24. Petitioner’s Sales Contracts in effect during the Tax
Years took various fornms. The durations of the Sales Contracts,
i ncluded as exhibits in the record, ranged fromtwo nonths to one

2% T Ex. 7A, Seventh Revised Leaf 51 Subparagraph D (effective date May
1, 1996); C Ex. 2, Leaf 305, Subparagraph D (effective date 8/1/2001).

26 T Ex. 7A, Third Revised Leaf 50B Subparagraph C (effective date May 9,
1997); C Ex. 2, Leaf 305, Subparagraph C (effective date 8/1/2001).

27 J Ex. 1, 912.24.
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year. The Sal es Contracts generally provided for a fixed price per
unit of gas for the duration of the contract. Petitioner’s
custoners generally?® were billed based upon actual or estinmated
nmeter readings furnished by the Uilities during the relevant
billing period, with the quantities adjusted, in sone instances by
a certain percentage for fuel and line loss. In other instances,
the price paid by the custoner, set in advance for a specified
period, was designed to reflect the percentage fuel and line |oss
guantities supplied to the custoner by Petitioner and retained by
the transporters. Each custoner paid the Utility directly for its
own | ocal transportation under the Uility' s tariff.

25. The prices Petitioner charged its custonmers inits Sal es
Contracts were also designed to reflect, inter alia, the charges
assessed by the interstate pipeline conpanies for transportationto
the city gate and the Inbalance Charges and I|nbalance Credits
Petitioner paid.? Because the |Inbalance Charges and Credits were
not based on fixed prices, but rather fluctuated with market
conditions, and Petitioner’s Sales Contracts provided for a fixed
price per unit of gas for the tine period covered by the particul ar
Sal es Contracts, to maintainits contractual obligation of charging
its custonmers a fixed price for gas, Petitioner needed to bear the
economic risk (as well as possible benefit) of the difference in
price between the price charged by the Uilities in computing the
| mbal ance Charges and | nbalance Credits and the price Petitioner
charged its custoners under each of the Sales Contracts. However,
Petitioner mnimzed this risk because the Sales Contracts

2%  This does not apply in those instances where the quantities to be
supplied were specified by certain of Petitioner’s |arge custonmers.

29 Certain of Petitioner’'s large customers entered into “90% 110%

Tol erance Contracts” under which their | mbal ances were not pool ed. Petitioner
directly billed those I nbal ance Charges to those customers.
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term nated at various tines, and when Petitioner either renewed a
Sales Contract or entered into a new Sales Contract with a
different custoner, the price charged under the new contract
reflected the current cost of the |Inbal ance Charges and | nbal ance
Credits.

26. The Uilities periodically furnished neter readi ngs and
estimates of individual custoner usage to Petitioner. These
guantities, as adjusted for fuel and line loss retained by the
Uilities, were used by Petitioner for billing purposes and were
referred to by Petitioner’s wtnesses as “billing quantities.”
These “billing quantities” did not precisely equal the quantities
of gas delivered to the Transfer Points for the specific custoner,
(referred to by Petitioner’s witnesses as the “sales quantity”).?
However, over time, the “sales quantities” closely approxi mated t he
“billing quantities.” The differences between the “billing
gquantities” and the “sales quantities” were the result of a variety
of factors. These factors included the Utilities’ inability to
preci sely match the amounts they required Petitioner to cause to be
delivered for a customer’s wuse to that custoner’'s actua
consunption, plus fuel and Iline loss gas retained by the
transporters and errors in metering.

27. Petitioner’s costs during the Tax Years consisted of the
foll ow ng expense conponents expressed as a percent age:

% The designation of the quantity of gas delivered to the Transfer Point
as the “sales quantity” is consistent with Petitioner’s view that the sale took
pl ace at the Transfer Point. However, since that is the legal issue to be
decided in this matter, the term “sales quantity” will be shown in quotation
marks to indicate that this is not a |egal conclusion.
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Cost of Gas 86%

I nterstate Transport 7%
Bal anci ng 3%
O her (general & administrative, selling) _4%
Tot al 10096*

28. The NYPSC Sanple Contract also had a provision dealing
with delivery points, sales points, and where title and risk of
| oss passed. It stated in pertinent part:

Delivery Point, Title and Liability: Title to,
possession of and risk of |loss of the gas w ||
pass from the Seller to the Buyer at the
applicable Sales Point(s). As between the
Parties, Seller will be in exclusive contro

of the gas and responsible for any danmage,
injury or Jloss wuntil the gas has been
delivered for Buyer’s account at the Sales
Point(s), after which delivery Buyer will be
deenred to be in exclusive control and
possession and responsible for any injury,
damage or | oss.

29. Petitioner’s Sales Contracts stated that title and risk
of loss passed from Petitioner to the custoner at the “sales
poi nt”"3* and that the “sales point” would be at a | ocation outside
of the State. Sonme of Petitioner’s Sales Contracts provided that
the “delivery point” would be the Utility s city gate but that the
custoner was authorizing Petitioner, as its agent, to arrange

T Ex. 9.

%2 \Whet her the location designated by Petitioner as the “sales point” is
respected for UT purposes is the central issue in this matter. Accordingly, the
termis put in quotation marks to indicate that this is how the Sal es Contracts
read, but is not necessarily the correct |egal conclusion.
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transportation of the gas fromthe “sales point” to the “delivery
poi nt . "33

30. Both the NYPSC Sanple Contract and Petitioner’s Sales
Contracts provided that risk of |oss of the gas passed from the
seller to the buyer at the “sales point.” However, as a practical
matter, as between Petitioner’s custoner and the interstate
pipeline, it was the interstate pipeline conpany that had
possessi on of the gas and bore the risk of loss. Tr. p. 42. Once
the gas was tendered to the city gate, as between the custoner and
the Utility, it was the Uility that had possession and risk of
loss. Tr. p. 62. Nevertheless, once Petitioner tendered the gas
to the transporting interstate pipeline, Petitioner did not have
the ability to recall or redirect the gas to itself or to another
mar ket ot her than the custoner for whomit was intended. Tr. p.
51.

31. The NYPSC Sanple Contract and Petitioner’'s Sales
Contracts did not specify a particular location for the “sales
point.” Indeed, the NYPSC Sanple Contract referred to the “Sal es
Point(s)” indicating that there could be nore than one such “sal es
poi nt.” In part, flexibility as to the location of the “sales
point” was necessary because the interstate pipeline conpanies
sel ected the specific point used for a transaction. Tr. p. 40.
Al so, by not designating a particular “sales point” in its
contracts, a marketer such as Petitioner had the flexibility to buy
gas fromany nunber of producers in different |ocations, depending
upon nmarket conditions at any particular time. For exanple, after
Hurricane Katrina, the cost of Louisiana gas becane very expensi ve.

33 Others of Petitioner’s Sales Contracts had slightly different delivery
provi sions but also involved Petitioner acting as its customers’ agent in
arranging delivery fromthe out-of-state “sales point.”
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A marketer with a contract that had a flexible “sales point” had
the ability to purchase gas fromanother | ocation | ess expensi vely.
Tr. p. 519.

32. The Con Edison and BUG tariffs under which Petitioner’s
custoners received transportation service from the Uilities
require that the custoner own the gas at the tine the gas is
delivered to the city gate for transportation by the Uilities and
contained title warranty provisions to that effect.?* The Con
Edi son and BUGtariffs under which Petitioner qualified as a Seller
of gas and which authorized Petitioner to serve aggregation groups
of custoners also contain title warranty provisions.?3®

33. Pursuant to the applicable tariffs governing retail
custoners who received Transportation Services fromthe Utilities
but purchased gas frommarketers such as Petitioner, the Utilities
were required to collect the State G T on gas purchased by
consuners out-of-state but transported by the Utilities within the
State.*® The Utilities charged, collected and remtted this State
G TfromPetitioner’s custonmers during the Tax Years. Tr. p. 402.
In contrast, the Uilities included the cost of the State UT as
well as the cost of the Gty UT in the |Inbal ance Charges paid by
Petitioner. Tr. p. 401.

3  See e.g. T Ex. 7A, Third Revised Leaf 51G, Subsection H (effective
Decenmber 20, 1997); T Ex.7C, Third Revi sed Leaf No. 85, Subsection (c). See also
T Ex. 7C, Second Revised Leaf No. 77 (effective July 1, 1996) which defines a
“Transporter” as “an interstate pipeline transporting gas owned by Customer to
the Company for the Custonmer’s account . . .”; Third Revised Leaf No. 85
Subsection (c)(effective Novenber 21, 1996) (customer warrants title), T Ex. 7B,
Second Revi sed Leaf No. 104, (effective December 1, 1997) Subsection A entitled
“Nom nating and Schedul i ng Customer-Owned Gas.”

%% See e.g. T Ex. 7B, Original Leaf No. 107, Subsection E, effective
May 1, 1996.

% See e.g. T Ex. 7A, Leaf 50, Section J(2).
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34. The State Departnent of Taxation and Fi nance conduct ed an
audit covering the years 1998 through 2000 in which the issue was
whet her Petitioner’s sales to custoners |located in the State should
be subject to the State UT. After a conplete exam nation of
Petitioner’s Sal es Contracts, agency arrangenents, rel ated i ndustry
practices, how the NYPSC vi ewed these transactions, and the State
Advi sory Opinions that had previously been issued, the State
audi tor (after consultation with his supervisor) concluded that the
State UT did not apply and that the State G T had been properly
collected fromPetitioner’s custoners.?®* Tr. pp. 385-86.3

35. In June, 2000, the State enacted a use tax on natural gas
purchased out-of-state.?® Petitioner collected this tax fromits
custonmers. Tr. p. 426.

36. Olando M Magnani testified on Petitioner’s behalf. M.
Magnani has a Bachel or of Engineering in Chem cal Engineering from
Manhatt an Col | ege and has worked in various capacities in the gas
i ndustry for nore than thirty-five years. He began his career as
a junior engineer for the NYPSC. From 1971 to 1996 he worked for
BUG i n various capacities. During his enploynent with BUG he was
responsible for federal and state regulatory nmatters and was
required to be famliar with the tariffs and operating procedures
of BUG and Con Edi son. He also was required to have a working

% |f the State UT is applicable, then the State G T cannot be applicable.

%8 Paul Conley, Petitioner’s Chief Financial Officer, was involved in both
the State and City audits of Petitioner. He testified as to facts within his own
knowl edge (i.e., whether Petitioner paid a particular tax and whether a taxing
authority asserted that Petitioner should pay a particular tax) and not as an
expert witness expressing an opinion as to the propriety of the inposition (or
non-i nposition) of any tax.

% L. 2000, c. 63, Pt Y 8828, 29.
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know edge of the taxing practices of the Gty and the State since
these practices would affect whether his enployer could do a
particular transaction profitably. He worked on hundreds of
transactions involving out-of-state purchases of gas for
transportation into the State. M. Magnani represented BUG at
heari ngs before the Federal Power Comnm ssion and then the Federa
Regul atory Commission in negotiating sessions wth pipeline
suppliers. He routinely net with marketers, suppliers, pipelines,
and other LDCs. He was a nenber of the American Gas Associ ation
Commttee (“ARA").

From 1996 to 1998, M. Magnani was the President and CEO of
KeySpan Energy Services Inc., an affiliate of BUG which was a gas
mar ket er that sold gas primarily to retail custonmers in aggregation
groups, primarily in the Uilities territories. He personally
supervi sed hundreds of these transactions. He participated at the
neeti ngs hel d anong mar ket ers, NYPSC staff, consuner advocates and
| arge industrial custonmers to develop the way the restructured gas
busi ness would work in the State. As a result of these activities
he becanme famliar with the business practices of all the gas
mar keters who participated in the State Restructuring process.

From 1998 to 2001, M. Magnani was a principal in Navigant
Consul ti ng where he worked on various gas matters. Since 2001, M.
Magnani has been the Director of Conmercial and Industrial Gas
Oper ations for Anerada Hess Corporation where he i s responsible for
retail natural gas marketing operations in sixteen states.

Based on his extensive professional experience, M. Mgnani
was qualified as an expert in industry practices in the gas
mar keti ng industry including, but not limted to, the devel opnent
of that industry, related regulatory matters and industry
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contracting practices. As an expert in such matters, M. Magnani’s
opi nion testinony about whether Petitioner’s nmethod of doing
busi ness was simlar to the way others in the industry di d busi ness
was adm ssible. M. Magnani also testified (but not as an expert
with respect to tax matters) as to facts within his own know edge
regar di ng how vari ous taxes had been i nposed on segnents of the gas
industry and how his enployer and others reacted to those
adm ni strative practi ces.

37. M. Mgnani testified that in his expert opinion the
provisions in the Sales Contracts transferring title and risk of

|l oss at the “sales point,” designating the seller as the buyer’s
agent to arrange and adm nister related third party transportati on
services on the buyer’s behal f, providing discretionto the seller
to sel ect the precise out-of-State “sal es point,” and providing for
adjustrment of the billing quantity to include gas retained by the
Uilities for fuel and line | oss, are consistent with w despread,
and i n nost cases, |ong-standing industry practice and usage. M.
Magnani further testified that it was his opinion that Petitioner’s
adm nistration of these contracts, including the use of the
Utilities’ specifications to calculate custoner requirenents, the
inclusion of pipeline and Wilities fuel and line loss in
cal cul ati ng and determ ning the quantity delivered for the custoner
at the “sales point,” discharging its agency responsibilities and
i ncluding the costs of its agency functions in the contract price,
pooling the gas of one custoner with the gas of others of its
custoners for certain purposes, using a “billing quantity” that,
over time, closely approximted but rarely equaled the “sales

gquantity” and sel ecting “sales points” in the Gulf Coast production
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area, was consistent wth w despread, and in nost cases, |ong-

standi ng i ndustry practice and usage. Tr. pp. 515-526. %

38. On June 29, 2004 the Department issued a Notice of
Determ nation to Petitioner asserting a deficiency of City UT
taxes, penalties and interest (calculated to Septenber 16, 2004)
for the Tax Years as foll ows:

TAX PERIOD (S) PRINCIPAL INTEREST PENALTY TOTAL DEFICIENCY
01/01/98 - 12/31/98 $118, 404. 59 $ 66, 660. 15 $ 80, 691. 92 $ 265, 756. 66
01/01/99 - 12/31/99 208, 655. 28 93, 208. 27 130, 066. 25 431, 929. 80
01/01/00 - 12/31/00 345, 059. 08 114, 363. 90 195, 205. 58 654, 628. 56
01/01/01 - 12/31/01 924, 796. 06 205, 019. 11 472, 427. 99 1,602, 243. 16
01/01/02 - 12/31/02 611, 180. 27 88, 957. 67 288, 950. 95 989, 088. 89
Total $2,208,095.28 $568,209.10 $1,167,342.69 $3,943,647.07

The deficiency relates to Petitioner’s revenues fromretail end-
users of natural gas that owned or occupied prem ses |located in the
Cty.

40 Not wi t hst andi ng Respondent’s attenpts to impeach M. Magnani’s
testimony, | found M. Magnani’'s testinony to be highly credible and entitled to
great weight. In addition, his testinmony about the development of the
deregul ated gas i ndustry and the industry’s understandi ng of when various taxes
woul d be i mposed, as well as his expert opinions regarding i ndustry practice and
whet her Petitioner’s activities were consistent therewith, were supported by the
structure of the various applicable tariff provisions discussed above; the NYPSC
Sanpl e Contract, T Ex. 12; the Con Edison SC 9 Agency Agreement, T Ex. 13; the
| anguage of the preanble to the State GI T (See, L. 1991, c. 166, 8149), which
i ndi cated that as of at |east 1991 when that | egislation was enacted, “consumers
of gas services may avoid the burden of the taxes inposed by sections 186 and
186-a of the tax law by purchasing the service out-of-state and hiring
transportation to carry that service to the consumer’s prem ses in this state;”
and by the Introducer’s Menorandum of Support to S4780, (the proposed City GI T
bill that has not been enacted to date) which indicates that the City’'s attenpt
to persuade the State Legislature to enact such a tax was based on the City’ s own
argument that it was dealing with an industry-wi de structural problem
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39. On Septenber 20, 2004, Petitioner tinely filed a Petition
with the Admnistrative Law Judge Division of the Tribunal
requesting that the deficiency asserted in the Notice of
Det erm nati on be cancel |l ed.

40. Respondent stipulated that the penalties asserted of
$1, 167, 342. 69 have been withdrawn and are no | onger at issue.

41. For the Tax Years, Castle QI Corporation, Petitioner’s
parent, filed conbined City General Corporation Tax (“GCT”) returns
that included the results of Petitioner’s operations. The parties
have stipulated that Petitioner shall be entitled to apply agai nst
any City UT deficiency finally determned pursuant to these
proceedi ngs for each of the Tax Years the anmount of GCT assessed
agai nst the conbined reports in which Petitioner was a nenber for
each of those sane Tax Years, but only to the extent of the GCT that
was attributable to Petitioner.

STATEMENT OF POSITIONS

The parties agree that Petitioner is subject to the Gty UT on
any sales of gas it made in the Gty. However, Petitioner contends
that the sales at issue were made outside the Cty at specific
points of sale in the Gulf Coast production area; whereas Respondent
asserts that notw thstanding the |anguage of Petitioner’s Sales
Contracts, under a “substance over fornif or “sham transaction”
anal ysis, the sales took place at the neters at the custoners
premses inthe City. Petitioner contends that the structure of its
transactions may not be di sregarded for tax purposes because it is
based on anple business justifications and established industry
practice based on regul atory requirenents.
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Petitioner further asserts that the territorial Iimtations of
General City Law 820-b precludes the inposition of the City UT on
Petitioner’'s transactions notwithstanding that the Uilities
per fornmed Bal ancing Services inthe City for Petitioner’s custoners.
The Comm ssioner asserts that the limtations of General Cty Law
8§20-b are i napplicabl e because the transacti ons at i ssue invol ve the
sale of a cormodity that took place at the neters at Petitioner’s
custoners’ premises in the Cty.

Petitioner also clainms that Respondent has consistently
recogni zed that transactions such as those at i ssue are not subject
to the Cty UT and that inposing the Cty UT here would be an
I nperm ssible retroactive change in position. The Conm ssi oner
counters that the Departnent began pursuing gas nmarketers for the
City UT al nost as soon as they were authorized to sell gas to pool ed
custoners and never took the position that transactions such as
those at issue here are not subject to tax. Petitioner responds
that the City's proposed G T legislation is further proof that the
City UT has no application to the transactions at i ssue. Respondent
counters that the proposed G T | egislation was i ntended as a way of
lightening the Gty s admnistrative burden by requiring the
Utilities to collect the tax directly fromthe consuner.

Petitioner asserts that construing the City UT as Respondent
suggests would result in a double tax at the local level in
viol ati on of the Comerce C ause of the United States Constitution.
The Conmi ssioner contends that there is no inpermssible double
taxati on because these are purely | ocal sales.

Petitioner also argues that it should recover the costs
associated with its chall enge of the assessnment pursuant to Tax Law

83030 which permts a discretionary award of costs to the prevailing
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party since it clains that Respondent’s conduct here was “nothing
short of egregious.” The Conm ssioner contends that this claimis
devoid of nerit.

CONCLUSIONS OF LAW

For the privilege of exercising its franchise or franchi ses or
of hol ding property or doing business in the City, the Gty UT is
i nposed on: (1) the gross inconme of every regulated utility; and (2)
the gross operating incone of every “vendor of utility services”
Code 811-1102. a. A “vendor of wutility services” is defined as
“[e]very person not subject to the supervision of the departnent of
public service who furnishes or sells gas, . . . or furnishes or
sells gas . . . service. . ..” Code 811-1101.7. Since Petitioner
is not aregulated utility but sells gas, it is a vendor of utility
services that is subject to the Cty UT on its gross operating
income; i.e., its “receipts received in or by reason of any sale
made . . . in the city. . .” Code 811-1101.5 (enphasis added).
Therefore, the issue in this case is whether Petitioner’s sal es of

gas to its custoners occurred inthe Gty or outside the Gity. See
also Code 811-1102.c. (there exists a statutory presunption that the
gross operating inconme of any person subject to the City UT is
taxable and is from busi ness conducted wholly within the Gty) and
General Gty Law 820-b (which precludes the taxation of *“any
transaction originating or consunmated outside of the territoria

limts of [the City], notw thstanding that sone acts be necessarily
perfornmed with respect to such transaction within such limts”).

Petiti oner asserts that all of its sales to its custoners took

pl ace outside the City since, under the Sal es Contracts, as between
Petitioner and its custoners, possession and risk of |oss passed
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outside the City and Petitioner was nerely its custoner’s appoi nted
agent to arrange transportation of the gas to the city gate. If the
structure of the transactions as set forth in the Sales Contracts
is respected, Petitioner woul d not be subject tothe City UT because
its sales all will have occurred outside the City at Transfer Points
inthe Gulf Coast. Any act that took place inthe Gty with respect
to these sal es woul d either be an act taken by the Uilities or acts
necessary to be perforned inthe Gty with respect to sal es outside
the City which under General City Law 820-b woul d be insufficient
to cause the transactions to be taxable.

Respondent counters that the |ocation of the sales specified
in the Sal es Contracts should not be respected under the *“substance
over fornf or “sham transaction” principles of tax law*  She
asserts that the transactions nust be recast as sal es taking place
at the nmeters located at Petitioner’s custoners’ premses in the
City as that is the point at which risk of loss was transferred as
denonstrated by the fact that Petitioner did not charge its
custoners for gas which was not delivered to that point.

Al t hough Petitioner and Respondent both cite authorities which
they claim support their respective positions, none of these
authorities deal with a case where a marketer, using a form of
contract based on a nodel created by the State agency that regul ates
that industry and followi ng the structure of the tariffs approved
by that State agency, sells gas to snall custoners in an aggregation

41 See, generally, Boris L. Bittker and Lawrence Lokken, Federal Taxation

of Income, Estates and Gifts Cum Supp. No. 1. 84.3.3 (2006).
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pool .#?2 Therefore, this is a case of first inpression where the
regul atory schene is crucial to the determnation of the case.

Had the sales occurred outside a regulated franmework,
Respondent’ s position that the substance over formdoctrine should
be applied because the econom c substance of the sales did not
reflect their contractual form (i.e., that Petitioner in reality
sold the gas at its custoners’ neters in the Cty) would have had
substantially nore nerit. However, the sales occurred subject to
a regulated framework (the tariff provisions) that required
Petitioner’s customers to own the gas at the tine it was delivered
to the ~city gate and required the Uilities to provide
transportation service to the end-user custoners rather than to the

Petitioner.
Petitioner could not freely structure its business
relationships with its custoners in any manner it saw fit. Prior

to the NYPSC s State Restructuring ten years ago, Petitioner could
not even have nade the sales at issue because it had no ability to
deliver the gas to the custoners’ prem ses/neters. It was only
when t he NYPSC restructured the gas industry inthe State to require
the LDCs to transport gas for small customers by permtting the
mar keters to create aggregation pools that it even becane possible
for gas marketers such as Petitioner to enter this business.

‘2 Petitioner has cited one State Tax Appeals Tribunal Decision, Penn York
Energy Corporation, fn. 8, supra, but that case deals with a | arge custonmer that
itself arranges transportation of its gas into the State. Respondent counters
citing a series of cases, which deal with sales of gas in other states with
equal Iy i napplicable fact patterns. See, Rio Grande Valley Gas Co. v. Edinburg,
59 S.W 3% 199 (Tex. App. 2000), rev’d on other grounds, Southern Union Co. v.
Edinburg, 129 S.W 3'* 74 (Tex. 2003); Dep’t. of Revenue, Commonwealth of
Kentucky v. Natural Gas Service, Inc., 415 S.W2d 113 (Ky. Ct. App. 1967);
Alabama-Tennessee Natural Gas Co. v. Huntsville, 275 Ala. 184 (1963); Alabama Gas
Co. v. Montgomery, 249 Ala. 257 (1947); Mid-Continent Petroleum Corp. V.
Blackwell 0il & Gas Co., 159 Okla. 35 (1932).
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However, that restructuring was cast in a regulated structure that
Petitioner was required to foll ow.

During the State Restructuring Proceedi ngs, the NYPSC nade it
clear that the LDCs woul d have to provide transportation of gas to
the small custoners rather than to the gas marketers who sold gas
to those small custoners.* The various tariff provisions for gas
transportation service describe the rates and requirenents for the
Utilities to transport “custoner owned” gas.* The NYPSC created a
Sanple Contract for marketers such as Petitioner to use in
structuring their business arrangenents in a manner that was
consistent with the tariffs. The NYPSC Sanple Contract provides
that a gas nmarketer can be designated the custoner’s agent to
arrange for the delivery and transportation of gas fromthe transfer
point to the applicable LDC s city gate.* |If the NYPSC wanted the
marketer to own the gas at the tine when it was delivered to the
city gate, there would have been no reason to provide that the
mar keter coul d be designated the custoner’s agent for the purpose
of arranging this delivery, since the marketer could arrange for
delivery of gas that it, itself, owned w thout such an agency
designation. The NYPSC clearly authorized Petitioner to sell its
gas outside the Cty to its custoners and act as their agent in
arranging for the transportation of the gas to the City. There is
nothing in the record which would indicate that, as a regulatory
matter, Petitioner could have structured the contract in the way the
Conmi ssioner wi shes to restructure it; i.e., that Petitioner could

4% See Finding of Fact 15, supra.
44 See Finding of Fact 32, supra.

45  See Finding of Fact 16, supra.

32



have owned the gas, obtained transportation of the gas from the
Utilities, and sold the gas at the custoners’ neters.

Accordingly, Petitioner’s Sales Contracts and node of doing
busi ness, being entirely consistent with the requirenents of the
tariffs and t he NYPSC Sanpl e Contract, were conpelled by regul atory
realities. In addition, Petitioner’s business arrangenments were
al so consistent with the way in which its entire segnent of the gas
industry functioned.* As the U S Suprene Court noted in Frank
Lyon Co. v. U.S., 435 U. S. 561, 583-84, (1978) requlatory, as well
as business realities, should preclude the application of the
subst ance over form doctrine:

[Where . . . there is a genuine nultiple-
party transaction wth econom c substance
which is compelled or encouraged by business
or regulatory realities, is inbued with tax-
i ndependent consi derations, and is not shaped
solely by tax-avoidance features that have
nmeani ngl ess | abels attached, the Governnent
should honor the allocation of rights and
duties effectuated by the parties. [Enphasis
added. ]

A subst ance over formanal ysis presupposes, at a m ni num t hat
a taxpayer has the ability to structure its business dealings in
the form in which the taxing authority w shes to recast the
transaction and that the taxpayer chose a structure for the
transaction solely for tax avoidance reasons that were devoid of
economic and regulatory reality. However, in structuring its
busi ness dealings, Petitioner was I|imted by the regulatory
framewor k of the NYPSC and the tariffs governing the manner under
which the Uilities would deliver the gas to Petitioner’s

46 See Finding of Fact 37, supra.
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custoners. Under these circunstances, it is not the function of
this forum to disregard the form of Petitioner’s business
arrangenments as nmandated by the State agency that regulated its
I ndustry.

Wi | e Respondent nakes a nunber of additional argunments to
attenpt to alter this conclusion, these argunents are not
persuasive. To the contrary, several of these argunents serve to
support Petitioner’s position that it could not have structured t he
sales to customers to take place at the custoners’ neters, as
Respondent wi shes to recast the transactions.

Respondent first contends that Petitioner’'s bearing the
busi ness risk or benefit of price fluctuations as reflected in the
| tbal ance Charges and |Inbalance Credits was indicative of
Petitioner’s being a principal, rather than an agent of its
custoners. She asserts that Petitioner, therefore, owned the gas
that was subject to the Inbal ance Charges/Credits and sold that
gas, as well as the rest of the gas it sold to the custoners, at
their neters. Where Petitioner nmarketed itself to custoners by
offering a fixed price for gas sold, passing through Inbal ance
Charges/Credits to custonmers woul d have nade no busi ness sense as
it would have effectively changed the price of gas from a fixed
price to a variable price in a manner that its customers woul d have
been unlikely to understand and woul d have been difficult, if not
I npossible, for Petitioner to have inplenented. Absent
Petitioner’s bearing the risk and benefit of the Inbal ance,
custoners who used nore gas than estimated woul d have recei ved an
additional bill for the cost of that gas above the fixed price and
custoners who used |less gas than estinmated woul d have received a
credit for the appreciated value of the gas not used. This is a
hi ghl y conpl i cat ed arrangenent that custonmers who seek nerely price
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stability in their cost of gas would likely not want, yet alone
under st and.

In addition, it is not at all clear that Petitioner could have
passed those charges along to its customers, while conplying with
t he NYPSC s mandat ed aggregati on pool requirenents. The NYPSC
has provided for a pooling systemwhere the |nbal ance Charges and
Credits are netted within the pool of Petitioner’s custonmers to
reduce these I nbal ance Charges/Credits. Any attenpt totry to bill
i ndi vidual custoners for their share of the Inbalance would be
contrary to the purpose of the NYPSC s arrangenment to net
| bal ances within the pool. Under these circunstances
Petitioner’s decision to bear any cost or receive any benefit of
the Inbalance is a rational, if not necessary, business decision
whi ch is supported by regul atory conpliance concerns. *

In addition, the Utilities, which are highly regul ated, treat
the sales of gas provided for Balancing as retail sales by the
Utilities to Petitioner’s custoners. This is evidenced by the way
the Utilities inposed various taxes on the |Inbalance Charges. 1In
accordance with applicable State and City tax | aw and the rel evant
tariff provisions, in the bills for Inbalance Charges that the
Uilities rendered to Petitioner, the Uilities included both the
State UT (Tax Law 8186-a) and the City UT.“® Since both of these
taxes are inposed on retail sales in the State and/or Cty and not
on sales for resal e, * these charges indicate that, with respect to
gas provided by the Uilities for Balancing, the Uilities

47 Petitioner also adjusted the pricing of subsequent contracts to take,

in part, these | mbal ance Charges into account.

48  See Finding of Fact 33, supra.

4 Tax Law 8186-a(2)(c); Code 8§11-1102. b.
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characterized Inbalancing as their neking retail sales of gas
directly to the end-users (rather than selling gas to Petitioner
for resale to the end-users.)

Respondent al so clains that various provisions inthe tariffs
dealing with neter readi ngs support her position that the sal es by
Petitioner nust have taken place at the neters at the custoners’
prem ses. The tariffs state that the purpose of the neter readi ngs
is to neasure the quantity of gas sold.*® From this |anguage
Respondent asserts that the quantity of gas sold by Petitioner is
the amount that registers on the neter at the custonmer’s prem ses
and that, as aresult, the customer’s neter is the | ocation for the
sale. However, since the Uilities thenselves sell that portion of
the gas needed for Balancing, it is perfectly appropriate for the
tariffs that regulate the Utilities’ billing practices (but do not
regul ate Petitioner’s billing practices) to refer to a “neasure of
gas sold” in connection with the fees charged by the Uility for
Bal ancing, since this is the anount of gas sold to the custoner by
the Uility under the Bal ancing Service. This reading of the
tariffs is consistent with the requirenent of the NYPSC that the
transportation custoners (the custoners who bought gas from a
mar ket er and bought transportation of that gas fromthe LDC) woul d
be required to have nmeters at their prem ses for the purpose of
measuri ng Bal anci ng. %!

The Conmi ssioner further asserts that because Petitioner’s
custoners bore no risk of loss on the transportation of the gas,
t hey coul d not have been the owners of the gas while it was in the

0 sSee e.g. C Ex. 8A, Leaf 19, Section 7.A, effective date 10/01/1998.

51 NYPSC Decenber 20, 1994 Order, fn. 5, supra, at 19.
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pi peline. However, Petitioner also bore norisk of loss for gas in
t he pipeline. Instead the interstate pipelines and then the
Utilities bore the risk of loss. Since neither Petitioner nor its
custoners bore the risk of loss in the pipeline, risk of |oss
cannot be indicative of whether Petitioner or its custoners owned
the gas during its transportation.

Simlarly, the Conm ssioner asserts that because the tariffs
required Petitioner to warrant title to the gas when it reached a
city gate, Petitioner nust have been the owner of the gas.
However, Petitioner’s custoners also were required under the
tariffs to warrant title to the sane gas at the sanme |ocation. >
Since both Petitioner and its custonmers were required to warrant
titletothe Uilities, and both cannot have been the owners of the
gas, the warranty of title cannot be indicative that Petitioner
owned the gas during its transportation. To the contrary, the only
rational explanation for why both would be required to warrant
ownership of the sane gas at the same point is that the custoners
wer e doi ng so as the owners of that gas and Petitioner was doing so
as their agent.

Respondent next relies on the Uniform Comrercial Code (“UCC")
to assert that the sales of gas could not have taken place before
the gas reached the nmeters at the custoners’ premses in the Gty.
She clainms that the UCC requires that either an exact quantity of
gas or a specific portion of the gas in a given quantity nust be
identified before title can pass. See UCC 82-401(1): “[t]itle to
goods cannot pass. . . prior to their identification to the
See also UCC 82-105(2), which provides that:

contract.

°2 see Finding of Fact 32, supra.
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“[g] oods nust be both existing and identified before any interest
in them can pass;” and UCC 82-105(4) which provides that:

[a] n undivided share in an identified bulk of
fungi ble goods is sufficiently identified to
be sol d although the quantity of the build is
not determ ned. Any agreed proportion of such
a bulk or any quantity thereof agreed upon by
nunber, weight or other neasure may to the
extent of the seller’s interest in the bul k be
sold to the buyer who then becones an owner in
comon.

Petitioner asserts that it is unclear that the UCC even
applies to these transactions. However, even if the UCC does
apply, Respondent’s argunment is not persuasive because a precise
amount of gas was identified for every custoner. That is the
anount that the Utilities determ ned Petitioner had to provide for
that custoner, grossed up for fuel and line |oss, which anount
Petitioner calls the “sales quantity.” To the extent that one of
Petitioner’ s custonmers used nore or | ess gas than estimated, it was
the Utility which either purchased the excess or sold the shortfall
to the custoner. This transaction was a separate transaction
between different parties (the Uility and Petitioner’s custoner)
and it has no effect on the amount of gas sold originally by
Petitioner to its custonmer at the Transfer Point.

It also is noted that the Conm ssioner’s position in this
matter is inconsistent with the manner in which the State AT is
currently inposed and also with her own attenpt to get a Gty AT
enacted. The State G T was enacted precisely because out-of-state
purchases of gas were not subject to the State UT.®*® During the
course of the State Restructuring Proceedings, the participants

®%  See Finding of Fact 7, supra.
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were aware that out-of-city purchases of gas also would not be
subject to the City UT. The NYPSC suggested that this probl emwas
one to be addressed by the State Legislature.* The City prepared
draft legislation for a Gty GT which was introduced into the
State Senate in 2005, but which has not yet been enacted. It is
not the function of this Tribunal to second guess the State
Legislature with respect to the desirability of taxing these types
of transacti ons.

Petitioner additionally clainms that pursuant to Tax Law 83030
of the Taxpayers’ Bill of Rights it is entitled to recover its cost
of challenging the proposed assessnent. However, Tax Law 83030
provides no renedy with respect to proceedings against the City
Comm ssi oner of Finance. It provides a renedy only with respect to
proceedi ngs agai nst the State Conm ssioner of Taxati on and Fi nance.
Accordingly, Petitioner nmay not recover its costs.®

ACCORDINGLY, IT IS CONCLUDED THAT:

A Petitioner is not liable for the Gty UT as all the sales
made by Petitioner during the Tax Years took place outside the Gty
in accordance with Petitioner’s Sal es Contracts, the formof which,
being based on regulatory and econonmi c concerns, may not be
di sregar ded.

B. Petitioner may not recover fromthe Gty for the costs of
contesting this matter because Tax Law 83030 provides no renedy

* See Finding of Fact 8, supra.

55 Al'l other arguments have been considered and are deemed to be
unper suasi ve, including Petitioner’s arguments (now noot) that: (a) there was no
nexis to tax it; (b) the assertion of the claimed liability was barred under the
doctrine of inperm ssible retroactivity; and (c) the assertion that the cl ai med
liability would result in imperm ssible double taxation.
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with respect to proceedings against the Cty Conm ssioner of
Fi nance.

The Petition of Castle Power, LLC, filed on Septenber 20,
2004, is granted wth respect to the redetermnation of
deficiencies asserted by Respondent and is denied with respect to
t he request for costs.

DATED: Cct ober 6, 2006
New Yor k, New York

MARLENE F. SCHWARTZ
Adm ni strative Law Judge
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