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I. Introduction
Q. 
Please state your name, occupation and address.

A.
My name is Michael L. Arndt.  I am a public utility rate consultant and my address is 3602 S.W. Zona Circle, Ankeny, Iowa 50021.

Q.
Have you provided an attachment which details your educational background and professional experience?

A.
Yes.  Attached as Appendix A, pages 1 through 8, is a statement of my education and experience and a list of proceedings in which I have testified.

Q.
What is the purpose of your testimony in this proceeding?

A.
The purpose of my testimony on behalf of the Cities in this TXU Electric Company (“TXU Electric” or “Company”) proceeding before the Texas Public Utility Commission (“Commission” or “PUC”) is to address TXU Electric’s application for a Financing Order to securitize certain regulatory assets and other qualified costs.

II. Summary of Conclusions
Q.
Please summarize your conclusions.

A.
My conclusions are as follows:

1.
TXU Electric’s application is ill-timed.  There are several important items that should be known or resolved before any securitization financing order is approved including:

*
whether the IRS will treat securitization proceeds as income and whether the IRS will treat the offset of regulatory assets with regulatory liabilities as a normalization violation;

*
a reasoned determination of requirements for retain electric providers (“REPs”);

*
whether the capital structure of future transmission and distribution (“T&D”) utilities will be imputed from parent corporation;

*
quantification of total stranded costs; and

*
a reasoned determination of how stranded costs and securitized regulatory assets will be allocated among customer classes.

2.
Intervenors and the Texas Commission should have input into the content of requests for private letter rulings submitted to the IRS.

3.
If securitization is granted, the Texas Commission should enter findings and conclusions guaranteeing that the capital structure of the future T&D utility will reflect reduced risks provided by securitization.

4.
TXU Electric failed to specifically itemize the FAS 71 and FAS 109 regulatory assets that the Company proposes to securitize.  Any consideration of FAS 71 and FAS 109 regulatory assets should result in the exclusion of costs that are fully recovered in TXU Electric’s fuel expenses, costs which will be fully amortized in relatively short period and costs that have not been approved for ratemaking.  Securitization of such costs cannot benefit ratepayers.

5.
If FAS 109 regulatory assets are recognized in the securitization, then FAS 109 regulatory liabilities must also be recognized.

6.
If securitization is granted, the financing order should recognize the net regulatory asset and liability balances as of January 1, 2002.  TXU should not be allowed to discontinue amortization of regulatory assets as of December 31, 1998 and thereby double recover certain costs.

II. Overview
Q.
Please provide a brief overview of TXU Electric’s last rate case before the Texas Commission.

A.
TXU Electric’s last general rate case before the Texas Commission was Docket No. 11735 which was filed on January 22, 1993.  TXU Electric proposed a $760 million rate increase based upon a test year ended June 30, 1992 adjusted to recognize projected Comanche Peak Unit 2 investment and operating costs estimated to commence August 1993.  The Texas Commission’s Order on Rehearing issued April 20, 1994 granted TXU Electric a $449 million rate increase.  

Q.
Have there been any rate decisions since Docket No. 11735?

A.
Yes.  In Docket No. 18490, the Texas Commission approved the non-unanimous stipulation filed on December 17, 1997.  The stipulation, modified to incorporate changes made by the PUC, resulted in base rate credits beginning January 1, 1998 of 4 percent for residential customers, 2 percent for general service secondary customers and 1 percent for all other retail customers and additional base rate credits for residential customers of 1.4 percent beginning January 1, 1999.  Certain provisions of the stipulation (1) impose an annual earnings cap on TXU Electric’s rate of return on rate base during 1998 and 1999, based in part on an 11.35 percent return on average common equity and a cap on operations and maintenance expense at a specified level, with any sums earned above the earnings cap being applied as additional nuclear production depreciation, and (2) allow TXU Electric to record depreciation applicable to transmission and distribution assets in 1998 and 1999 as additional depreciation of nuclear production assets.

For the year ended December 31, 1998, TXU Electric recorded $170 million as additional depreciation of nuclear production assets, representing 1998 earnings in excess of the stipulated return cap.  In addition, for the year there was $183 million of depreciation expense reclassified from transmission and distribution to nuclear production assets.

Q.
Please describe the organizational structure of TXU Electric and its parent company, Texas Utilities Company (“TUC”).

A.
TXU Electric is a wholly-owned subsidiary of Texas Utilities Company.  TUC owns all of TXU Electric’s common stock.

Texas Utility Company serves as the holding company for TXU Electric Company, ENSERCH Corporation (“ENSERCH”) and Texas Energy Industries, Inc. (“TEI”).  TUC’s international operations are conducted through TU International Holdings Limited, whose principal operating subsidiaries include Eastern Group in the United Kingdom and Eastern Energy Limited in Australia.  Through its subsidiaries, TUC engages in the generation, purchase, transmission, distribution and sale of electricity; the gathering, processing, transmission and distribution of natural gas; energy marketing; and telecommunications, retail energy services, international gas operations, power development and other businesses primarily in the United States, the United Kingdom and Australia.

TUC’s major acquisitions in the last few years have included the December 1995 acquisition of Eastern Energy, the August 1997 acquisition of ENSERCH, the November 1997 acquisition of Lufkin-Conroe Communications Company and the May 1998 acquisition of The Energy Group PLC.

Q.
Why is Texas Utilities Company’s organizational structure relevant to this case?

A.
TUC owns 100 percent of TXU Electric’s stock.  Stockholders own stock in TUC, not TXU Electric Company.  Securitization reduces investor risk by forcing ratepayers to pay for the accelerated amortization of certain regulatory assets.  Securitization makes these “transition charges” non-bypassable even if a customer chooses another utility to be its retail provider.  TXU Electric’s securitization plan provides for the transfer of $907,000,000 in cash to TUC.
  If TUC uses these proceeds in the acquisition of foreign or other risky ventures or for additional infusions of capital into existing risky subsidiaries, ratepayers could be adversely impacted by higher costs of capital and lower quality of service.  If securitization is granted, the Texas Commission needs to include provisions in its Final Order to guarantee that ratepayers benefit from the reduced risks provided by securitization and to ensure that securitization is not being used to simply transfer cash into foreign or other risky ventures and out of the State of Texas.

III. Securitization Request
Q.
Please provide a brief description of TXU Electric’s proposed securitization plan.

A.
Pursuant to Utilities Code Section 39.301, TXU Electric is requesting a financing order from the Texas Commission approving the issuance of transition bonds and the creation of transition charges for the recovery of $1,650,000,000 (i.e., $1.650 billion) of regulatory assets and other qualified costs.  TXU Electric’s request includes $1,580,000,000 for recovery of certain regulatory assets and $70,000,000 for up front costs and costs of retiring debt and equity.  TXU Electric has proposed that these transition charges be recovered over a period of approximately 12 years.

Q.
Do investment agencies generally favor securitization?

A.
Yes.  Investment agencies support securitization because it provides utilities with immediate cash, eliminates the risk of non-recovery of certain bad investments and reduces stockholder risk.  

Q.
What, if any, concerns have been expressed by investment agencies?

A.
Standard & Poor’s has stated that securitization can be positive for credit quality provided the proceeds of securitization are used to redeem debt and equity and not fund various growth strategies.  In an article entitled “California Utilities Unlock Stranded Asset Securitization Market,” Standard & Poor’s stated:

Standard & Poor’s considers securitization as positive for utility credit quality.  The utility receives cash today, as opposed to relying on a revenue stream generated by the asset over time.  Furthermore, the risk of non-recovery, or that the revenue stream will be modified or halted in the future, is eliminated.  This positive opinion assumes that the proceeds of the securitization are used principally to redeem debt and equity and not to fund various growth strategies. 

Q.
Should the Texas Commission be concerned that securitization can be used to fund non-regulated growth strategies?

A.
Yes.  TXU Electric’s securitization plan proposes to use the proceeds to “retire” $907,000,000 of TXU Electric’s common stock.  TXU Electric’s common stock, however, is all owned by its parent company, Texas Utility Company.  TXU Electric, therefore, will “retire” common stock by transferring $907,000,000 in cash to TUC.
  TUC will be able to use this money to do whatever it wants, including paying stockholder dividends and funding risky foreign or domestic business ventures in whatever manner it chooses.  

TXU Electric has refused to commit that it will not use securitization proceeds in risky business ventures and that it will not seek to impute the capital structure of the parent to the transmission and distribution (“T&D”) utility.  In a response asking TXU Electric what guarantee there is that the money TXU Electric sends to TUC to retire equity will not be used to fund TUC’s expansion into non-regulated activities or other risky business ventures, TXU Electric responded:

Section 39.307 of the Utilities Code states that a utility may use securitization financing to recover regulatory assets and stranded costs and that proceeds from the financing must be used solely for the purpose of refinancing or retiring utility debt or equity.  This section of the Utilities Code only addresses what the utility can do with the proceeds and does not address what the utility’s parent can do with the proceeds it receives from the utility.  Therefore, the Utilities Code does not restrict TXU Corp. (i.e., TUC) from using the proceeds it receives from TXU Electric in whatever manner it chooses.  TXU Corp. will use the proceeds it receives from TXU Electric for the repurchase of its equity, along with any other proceeds resulting from the normal course of business operations to reduce capital and make other investments as appropriate. (TXU Electric response to Cities’ Request No. 5-7.)

 IV. Federal Income Tax Consequences
Q.
Are the federal income tax consequences of securitization an important issue?

A.
Yes.  Texas Utility Company files a consolidated federal income tax return on behalf of itself and all its subsidiaries including TXU Electric.  TXU Electric’s securitization plan calls for TXU Electric to transfer $907,000,000 in cash to its parent company, Texas Utility Company, to “retire” common stock once the transition bonds are issued.  TXU Electric’s calculations assume that proceeds from securitization and the subsequent transfer of cash to TUC will not produce taxable income.  However, the Company concedes that the IRS could determine otherwise (TXU Electric witness David E. Jacobson direct testimony, page 18, lines 10-17).  An Internal Revenue Service (“IRS” or “Service”) ruling that the proceeds result in gross income currently taxable would significantly reduce the present value benefits of securitization.

Q.
How does the IRS define gross income for income tax purposes?

A.
Section 61 of the Internal Revenue Code generally defines gross income as ”income from whatever source derived, including (but not limited to) the following items: (1) compensation for services, including fees, commissions, fringe benefits, and similar items; (2) gross income derived from business; (3) gains derived from dealings in property; (4) interest; (5) rents; (6) royalties; (7) dividends; (8) alimony and separate maintenance payments; (9) annuities; (10) income from life insurance and endowment contracts; (11) pensions; (12) income from discharge of indebtedness; (13) distributive share of partnership gross income; (14) income in respect of a decedent; and (15) income from an interest in an estate or trust.”

Income Tax Regulation Section 1.61-(a) defines gross income as “all income from whatever source derived, unless excluded by law.  Gross income includes income realized in any form, whether in money, property or services.  Income may be realized, therefore, in the form of services, meals, accommodations, stock, or other property, as well as in cash.”

Q.
TXU Electric witnesses argue that IRS private letter rulings (“PLR”) for other utilities may support the Company’s desired ruling that securitization not result in current taxable income.  Please comment.

A.
First, private letter rulings may not be used or cited as precedent.  Every PLR states that “This ruling is directed only to Company.  Under section 6100(j)(3) of the Code, this ruling may not be used or cited as precedent.”

Second, private letter ruling requests are not public information and private letter rulings often fail to disclose specific details of PLR requests.  For example, it is not known whether the IRS has ever addressed a securitization plan involving the specific regulatory assets addressed in TXU Electric’s case and concerning unrestricted transfers of cash to a parent company.

Finally, the electric industry is changing so fast that it is impossible to predict how the IRS will rule on certain issues as deregulation, securitization and other transitional approaches continue to evolve.

Q.
Please comment on whether there is a possibility that the IRS could rule that TXU Electric’s securitization application results in proceeds equating to currently taxable gross income.

A.
The Company’s securitization plan provides for guaranteed recovery through non-bypassable charges that apply even if another company serves as the customers’ retail provider.  Also, the securitization plan provides for annual true-ups.  Given the guaranteed recovery granted in the securitization plan, the IRS could rule that the proceeds from the transition bonds constitute taxable income once the cash is received.

Q.
Does TXU Electric intend to request a private letter ruling from the IRS concerning its securitization plan?

A.
Yes.

Q.
Has TXU Electric completed a draft of its proposed request for private letter ruling?

A.
No.  TXU Electric is still in the process of drafting a request.  The Company stated the following in response to Office of Public Utility Counsel’s (“OPC”) Request No. 6-2:

TXU Electric Company has engaged outside tax counsel to begin preparing a Private Letter Ruling request that would ask the IRS to state whether the netting of ITC and other regulatory liabilities against regulatory assets would result in a normalization violation.  Although work by outside tax counsel on the Private Letter Ruling request has begun, an initial draft has not yet been completed, and TXU Electric has not reviewed the limited work that has been done.

Q.
Are there other issues to address in the private letter ruling request other than whether the netting of investment tax credits (“ITC”) and other regulatory liabilities against regulatory assets would result in a normalization violation?

A. 
Yes.  The IRS needs to rule on whether the unrestricted transfer of $907,000,000 of cash to the parent company, Texas Utilities Company (i.e., a co-participant in the consolidated federal income tax return) influences whether the proceeds from the transition bonds are currently taxable.  The IRS needs to rule on whether the guaranteed recovery of the transition amount means proceeds from the transition bonds are currently taxable.

Q.
Should the Texas Commission issue a Final Order regarding the Company’s proposed securitization plan before the IRS issues a private letter ruling?

A.
No.  The federal income tax consequences of the securitization plan have a significant impact on whether securitization provides tangible and quantifiable benefits to ratepayers greater than would have been achieved without the issuance of the transition bonds.  Utilities Code Section 3.301 states:

The commission shall ensure that securitization provides tangible and quantifiable benefits to ratepayers, greater than would have been achieved absent the issuance of transition bonds.  The commission shall ensure that the structuring and pricing of the transition bonds result in the lowest transition bond charges consistent with market conditions and the terms of the financing order.  The amount securitized may not exceed the present value of the revenue requirement over the life of the proposed transition bond associated with the regulatory assets or stranded costs sought to be securitized.

The Texas Commission cannot make such findings as to tangible and quantifiable benefits of securitization until it knows precisely what the federal income tax consequences are.  This information can only be obtained from the Internal Revenue Service.

Q.
TXU Electric Company witness Marc D. Moseley has proposed a two step securitization plan (i.e., a first final financing order and a second final financing order) to deal with the uncertainty of whether the netting of ITC and other regulatory liabilities against regulatory assets would result in a normalization violation.
  Does this solve the problem of needing an IRS private letter ruling?

A.
No.  The Company’s calculations assume that none of the proceeds from the transition bonds will be currently taxable (i.e., including the $907,000,000 of cash to be transferred unrestricted to TUC).  If this assumption is incorrect, the tangible and quantifiable benefit calculations are incorrect and securitization should be denied.

Q.
How would you propose that the Texas Commission protect ratepayers?

A.
First, a financing order should not be issued until it is known whether proceeds under TXU Electric’s proposal will be treated as currently taxable gross income.

Second, all parties should have an opportunity to make recommendations to the Texas Commission as to what language should be included in a request for a private letter ruling.  In addition, all parties should have an opportunity to participate in any private meetings or conferences with the IRS or its staff.

VI. Inappropriately Timed Case
Q.
You have expressed an opinion that this proceeding is premature because it is unknown how the IRS will react to TXU Electric’s securitization proposal.  Are there other reasons to delay issuing a securitization financing order?

A.
Yes, ideally a securitization application should be addressed after the Texas Commission understands how TXU Electric intends to structure itself for a competitive environment and after total stranded costs have been quantified.  I understand from counsel that those steps will not be taken until early next year.

Additionally, TXU Electric’s application and proposed order require the setting of specific rates for customer classes and the imposition of certain REP restrictions.  I understand from counsel that both the allocation of stranded costs and the nature and specifics of REP requirements are issues pending before the Texas Commission in Senate Bill No. 7 implementation projects.  Both issues should be resolved in a reasoned and comprehensive manner rather than in a rushed and incidental manner in this fast track docket simply because future bondholders are alleged to require such findings in a financing order.

Q.
What is your recommendation with regard to the timing of TXU Electric’s request?

A.
As discussed below and quantified in the testimony of Cities’ witness Dr. Andersen, there are few regulatory assets from which securitization could possibly produce a benefit.  If TXU Electric’s application is not denied, the Texas Commission should conclude that it is inappropriate to issue a financing order at this time because there are too many unknowns that influence whether securitization will be beneficial to ratepayers.

VII. FAS 71 Regulatory Assets
Q.
Please describe Statement of Financial Accounting Standards (“FAS” or “SFAS”) No. 71, Accounting for the Effects of Certain Types of Regulation.

A.
FAS 71 became effective January 1984.  The purpose of FAS 71 was to provide general standards of accounting for the effects of regulation when preparing financial statements for public utilities.  FAS 71 permitted the creation of assets and liabilities (e.g., regulatory assets and regulatory liabilities) based upon the rate actions of regulators.  FAS 71 stated:

Rate actions of a regulator can provide reasonable assurance of the existence of an asset.  An enterprise shall capitalize all or part of an incurred cost that would otherwise be charged to expense if both of the following criteria are met:

a. It is probable that future revenue in an amount at least equal to the capitalized cost will result from inclusion of that cost in allowable costs for rate-making purposes.

b. Based on available evidence, the future revenue will be provided to permit recovery of the previously incurred cost rather than to provide for expected levels of similar future costs.  If the revenue will be provided through an automatic rate-adjustment clause, this criteria requires that the regulator’s intent clearly be to permit recovery of the previously incurred cost. (FAS 71, paragraph 9.)

Q.
Would you please describe the regulatory assets TXU Electric has included in its proposed securitization plan.

A.
TXU Electric has proposed to recover $1,580,000,000 of Texas retail generation related regulatory assets.
  Company witnesses R. Keith Pruett and Jeffrey S. Agee actually quantified $1,864,967,000 of Texas retail generation related regulatory assets.
  The Company does not explain how it reduced the $1,864,967,000 of regulatory assets to get to the $1,580,000,000 figure requested.  When asked to identify specific regulatory assets TXU Electric proposed to securitize, the Company responded:

The Utilities Code does not require that the Company identify the individual components of the $1.580 billion amount, only that the amount being securitized does not exceed the present value amount. (TXU Electric response to OPC Request No. 2-1.)

Q.
Can you provide a summary of the Company’s $1,864,967,000 of regulatory assets?

A.
Yes.  The following is a list of TXU Electric’s $1,864,967,000 of regulatory assets:

     FAS 71
        FAS 109

  Regulatory
      Regulatory

     Assets
         Assets
                     Total
Securities reacquisition costs
$296,796,000
                     $0
   $296,796,000

Canceled Martin Lake #4
      6,208,000
                       0
         6,208,000

Rate case costs

    53,893,000
                       0
       53,893,000

Vol. retire./severance costs
    40,560,000
                       0
       40,560,000

DOE decon. & decom.
      8,840,000
                       0
         8,840,000

Advance notice unit costs
    10,797,000
                       0
       10,797,000

SO2 emission allowances
   (10,518,000)                       0
      (10,518,000)

Self insurance reserve costs
      8,631,000                         0
         8,631,000

Electric plant basis differ.
                    0
   1,368,590,000 
  1,368,590,000

CWIP flow through

                    0
          1,104,000
         1,104,000

Martin Lake #4

                    0
          1,076,000
         1,076,000

Lignite reserves

                    0
        19,875,000
       19,875,000

Nuclear fuel


                    0
          7,073,000
         7,073,000

Reg. liab. protected reserve
     (5,521,000)        (2,973,000)
        (8,494,000)

Non-statutory excess DIT
   (30,303,000)      (16,317,000)
      (46,620,000)

Federal - state APB 11
     (5,908,000)         3,181,000
        (2,727,000)

State 



    77,403,000
      (41,678,000)
       35,725,000

State - APB 11

  161,749,000
      (87,095,000)
       74,654,000

Federal- state


     (1,068,000)            575,000
          (493,000)

Total


$611,559,000
$1,253,411,000
$1,864,970,000
Source: TXU Electric Exhibit RKP-2, page 1, and Exhibit JSA-2, page 1.

Q.
As shown above, the securities reacquisition costs account for $297 million or almost 50 percent of TXU Electric’s proposed FAS 71 regulatory assets.  Please provide a brief review of these costs.

A.
TXU Electric’s securities reacquisition costs are the net gains and losses on reacquisition of high cost long term debt, preferred stock and preferred security issues.  According to Company witness Pruett, the Texas Commission approved recovery of these costs as adjustments to the weighted cost of capital in Docket No. 11735.  These costs are amortized over the remaining life of the related securities.   

Q.
Would you please provide a brief description of other FAS 71 regulatory assets TXU Electric proposes to securitize?

A.
Yes.  The canceled Martin Lake #4 costs relate to the abandonment of the Martin Lake Steam Electric Station Unit #4 (“Martin Lake #4") lignite plant.  In November 1986, the Company decided it was not economically feasible to continue construction of Martin Lake #4.  In Docket No. 9300, the Company was granted a 10 year amortization period.  The amortization of the Martin Lake #4 costs will be completed in 2000.

The rate case costs include (1) unapproved general rate case costs from Docket Nos. 9300 and 11735; (2) unapproved prudence rate case costs from Docket Nos. 9300 and 11735; (3) approved prudence rate case costs from Docket No. 9300; and (4) approved prudence rate case costs from Docket No. 11735.  The approved prudence rate case costs related to the Comanche Peak Steam Electric Station (“Comanche Peak”) investigation and are being amortized over 40 years for ratemaking purposes.

The voluntary retirement and severance costs include (1) the 1992 Competitive Action Plan (“CAP”) costs and (2) 1997 employee severance costs.  The CAP costs relate to the Company’s 1992 plan to reduce operating and capital costs.  TXU Electric was granted an 8 year amortization of these costs in Docket No. 11735.  These costs will be fully amortized in 2001.  The 1997 employee severance costs related to labor reduction costs in 1997.  These costs have never been approved and are not in rates. 

The Department of Energy (“DOE”) costs represent payables to DOE for decontamination and decommissioning government facilities used in the production of nuclear fuel.  Each utility operating a nuclear reactor is obligated by the National Energy Policy Act of 1992 to contribute to a fund over a 15 year period beginning October 1992. TXU Electric, along with other affected utilities, was directed by the FERC to accrue the liability when the law was passed, and since the Act provides that the amounts are to be recovered as fuel, TXU Electric also set up a regulatory asset for the same amount.  That regulatory asset is amortized to fuel expense as payments are made to DOE.  These costs are not allowed in TXU Electric’s rate base.
  

The advance notice unit costs relate to a program to recommission seven TXU Electric power plants (i.e., Handley #1, Mt. Creek #2, North Main #4, Morgan Creek #2, Mt. Creek #3, Morgan Creek #3 and Rivercrest #1).  These costs were incurred in 1998 and have never been approved for ratemaking purposes.

The sulfur dioxide (“SO2") emission allowances relate to TXU Electric’s gains on the disposition of emission allowances granted in the Clear Air Act Amendments of 1980.  The Texas Commission ordered TXU Electric in Docket No. 15195 to defer these costs pending a rulemaking related to the accounting for these costs.  

The self insurance reserve relates to property and liability losses of $500,000 or more, which cannot be covered more economically by external insurance.  In Docket No. 11735, the Texas Commission allowed an annual accrual to this reserve of $7,131,907.  As of December 31, 1998, TXU Electric had a negative unrecovered balance of $8,630,778 related to generation.

Q.
Has TXU Electric excluded any FAS 71 regulatory assets from its proposed securitization plan?

A.
It is not known whether TXU Electric has excluded any FAS 71 assets from its proposed securitization plan since the Company will not give an itemized list of its proposed securitized amount of $1,580,000,000.

Q.
Are there FAS 71 regulatory assets which should be excluded from securitization consideration?

A.
Yes.  TXU Electric’s DOE decontamination and decommissioning costs should be excluded.  The National Energy Policy Act of 1992 requires that the DOE costs be deemed a necessary and reasonable cost.  These costs are fully recovered in TXU Electric’s fuel expenses and should not be securitized.

Costs which will be fully amortized in a relatively short period should not be securitized.  The Martin Lake #4 cancellation costs will be fully amortized in 2000 and the 1992 Competitive Action Plan costs will be fully amortized in 2001.  Neither of these costs should not be securitized.

In addition, TXU Electric’s Supplemental Schedule 2, page 1, provides a list of regulatory assets not currently in rates.  These items include unapproved rate case expenses, 1997 employee severance costs and advance notice units costs (i.e., recommissioning costs).  Utilities Code Section 39.301 requires a showing that use of securitization financing will lower the carrying costs of the assets relative to the costs that would be incurred using conventional utility financing methods.  These costs and the related rate impacts have never been reviewed or approved for ratemaking purposes.  

Some of these costs may have increased revenue or reduced cost impact which will completely offset the costs TXU Electric proposes to securitize.  For example, TXU Electric’s 1997 severance costs undoubtedly resulted in labor cost savings. The 1998 recommissioning costs may have produced increased revenues.  None of these events have been reviewed or recognized in general rate case proceedings.  These costs, therefore, should not be securitized.     

Q.
Are you recommending that TXU Electric’s other FAS 71 regulatory assets should be securitized?

A.
No.  Utilities Code Section 39.301 requires that the Texas Commission ensure that securitization provides tangible and quantifiable benefits to ratepayers, greater than would have been achieved absent the issuance of transition bonds.  It also requires that the amount securitized not exceed the present value of the revenue requirement over the life of the proposed transition bond associated with the regulatory assets or stranded costs sought to be securitized.  This determination cannot be made until a determination is made whether or not the transition bond proceeds will represent gross income currently taxable.

VIII. FAS 109 Regulatory Assets and Liabilities
Q.
In your prior table showing TXU Electric’s regulatory assets, you showed FAS 109 regulatory assets.  Before discussing the FAS 109 regulatory assets, would you please describe Statement of Financial Accounting Standards No. 109, Accounting for Income Taxes.

A.
Yes.  FAS 109 became effective in January 1993.  The purpose of FAS 109 was to establish financial accounting and reporting standards for the effects of income taxes using an asset and liability approach.  For regulated enterprises, if it is probable that a future increase or decrease in taxes payable will be recovered from or returned to customers through future rates, an asset or liability is recognized for the probable future revenue or reduction in future revenue.  The asset or liability is a temporary difference for which a deferred tax liability or asset is to be recognized.

Q.
Would you please provide an example of a FAS 109 regulatory asset?

A.
Yes.  The equity portion of the Allowance for Funds Used During Construction (“AFUDC”) is a good example.  Rather than allow CWIP in rate base, most commissions allow utilities to capitalize a return allowance (i.e., AFUDC) on CWIP.  Once CWIP is completed, the original construction costs of the plant plus AFUDC accrued over the construction period are transferred to Account 101, Electric Plant in Service (“EPIS”).  AFUDC includes a debt portion (i.e., Account 432, Allowance for Borrowed Funds Used During Construction) and an equity component (i.e., Account 419.1, Allowance for Other Funds Used During Construction).  Utilities receive payment for AFUDC over the life of the plant as electric plant balances (i.e., including AFUDC) are depreciated.

The equity portion of AFUDC represents the return allowance for common stock and preferred stock.  Since the return on equity is taxable, the equity return allowance must be grossed-up by a factor of 1.5385 for income tax purposes.
  This means that to collect $100.00 of AFUDC related to equity, the utility must collect $153.85 of revenue using a 35 percent federal income tax (“FIT”) rate.  As the $153.85 of revenue is collected, $53.85 (i.e., $153.85 times the 35%) is for federal income taxes and the remaining $100.00 is for the AFUDC equity return.

FAS 109 requires utilities to record on their balance sheets the future income tax impacts related to the future recoveries of the taxable equity portion of AFUDC.  The FAS 109 provision for future income taxes is recorded by debiting Account 182.3, Other Regulatory Assets, and crediting Accounts 281-283, Accumulated Deferred Income Taxes (“ADIT”).  Since other regulatory assets increase rate base and ADIT reduces rate base, the rate base impact of FAS 109 is zero.   

Q.
Would you please provide an example of a FAS 109 regulatory liability?

A.
Yes.  The allowance for investment tax credits (“ITC”) is a good example.  The investment tax credits are a regulatory liability for utilities because the ITC’s are deducted immediately for federal income tax purposes but amortized for ratepayer benefit over the life of the plant.  As with the equity portion of AFUDC, investment tax credits must be grossed-up to ensure that ratepayers receive the full benefit of investment tax credits.

FAS 109 requires utilities to record on their balance sheets the future income tax impacts related to the future amortization of investment tax credits.  The FAS 109 provision for the future income tax impact is recorded by debiting Account 190, Accumulated Deferred Income Taxes, and crediting Account 254, Other Regulatory Liabilities.  Since both of these accounts are in rate base, the rate base impact of FAS 109 is zero.

Q.
Was FAS 109 designed to be revenue neutral?

A.
Yes.  The purpose of FAS 109 was to simply provide more detail for financial reporting purposes.  Central Power and Light Company witness John A. Jeter acknowledged this in his direct testimony filed July 1994 in Docket No. 12820 when he stated the following concerning FAS 109:

Q.
Do the changes required by SFAS No. 109 have an impact on rate-setting?

A.
No.  SFAS No. 109 has no effect on the income tax allowances for setting rates.  It is considered to be revenue neutral for that purpose...By including both regulatory assets and liabilities in rate base, the effect of this SFAS No. 109 change is revenue neutral.  (John A. Jeter, CPL’s Docket No. 12820 direct testimony, pages 15 and 16.)

Q.
If FAS 109 was intended to be revenue neutral, why does the inclusion of FAS 109 items result in a hugh increase in the amount to be securitized?

A.
TXU Electric has proposed to securitize regulatory assets, which serve to increase the Company’s revenue requirement.  The Company proposes to exclude certain regulatory liabilities from securitization claiming that there is a potential for a normalization violation if regulatory liabilities are recognized.  As shown on Company Exhibit JSA-2, page 1, column “Elims./Adjs.,” TXU Electric has proposed to exclude $287,630,000 of regulatory liabilities from its securitization plan.

 Q.
Do you think it is fair to securitize FAS 109 regulatory assets, which benefit stockholders, and not securitize FAS 109 regulatory liabilities, which benefit ratepayers?

A.
No.  Securitization increases revenues by accelerating the recovery of the regulatory assets.  Without securitization, many of the regulatory assets would be recovered over the remaining life of the related plant assets (i.e., approximately 30 years).  With securitization, the regulatory assets will be recovered over a period of 12 years.  It would be unfair to allow the accelerated recovery of FAS 109 regulatory assets and not allow the accelerated recovery of FAS 109 regulatory liabilities.

Q.
Are there other reasons why the FAS 109 regulatory assets should not be securitized?

A.
Yes.  Securitization of the FAS 109 regulatory assets violates the temporal matching principle.  As noted above, the FAS 109 regulatory assets are the future income tax impacts of timing differences such as the equity portion of AFUDC.  The equity portion of AFUDC will be recovered over the remaining life of the utility plant (e.g., the next 30 years).  It makes no sense to accelerate the recovery of the FAS 109 income taxes when the equity portion of AFUDC (i.e., which triggers the federal income tax impact) will occur evenly over approximately the next 30 years.  

Q.
Are there other reasons why the FAS 109 regulatory assets should not be securitized?

A.
Yes.  Securitization of the FAS 109 regulatory assets violates the principle that costs should match benefits.  AFUDC is amortized over the life of the utility plant because customers who benefit from the service of the plant should be the customers who pay for the plant (i.e., including AFUDC).  It makes no sense to accelerate the recovery of the costs of the FAS 109 regulatory assets when the benefits of the utility plant will be experienced over the next 30 years.

Q.
Are you recommending that TXU Electric’s FAS 109 regulatory assets should be securitized?

A.
No.  First, FAS 109 regulatory assets should not be included in the securitization calculation unless all FAS 109 regulatory liabilities are also included.

Second, Utilities Code Section 39.301 requires that the Texas Commission ensure that securitization provides tangible and quantifiable benefits to ratepayers, greater than would have been achieved absent the issuance of transition bonds.  It also requires that the amount securitized not exceed the present value of the revenue requirement over the life of the proposed transition bond associated with the regulatory assets or stranded costs sought to be securitized.  This determination cannot be made until a determination is made whether or not the transition bond proceeds will represent gross income currently taxable.

IX. Investment Tax Credits and Excess ADIT
Q.
TXU Electric argues that investment tax credits and excess ADIT should not be considered in the securitization calculation since there could be a normalization violation.  Please comment.

A.
Securitization is a transitional methodology established by the Texas Legislature to assist utilities in preparing for deregulation and future competition.  Deregulated companies are not subject to normalization requirements for public utility property.  The Texas law was designed to benefit customers as well as stockholders and to be fair to each party.  The Texas Commission cannot be fair to ratepayers if investment tax credits and excess ADIT are not considered.

Q.
Does the Texas law state that regulatory liabilities must be included in a securitization plan?

A.
Yes.  Utilities Code Section 39.302 (5) states:

“Regulatory assets” means the generation-related portion of the Texas jurisdictional portion of the amount reported by the electric utility in its 1998 annual report on Securities and Exchange Commission Form 10-K as regulatory assets and liabilities, offset by the applicable portion of generation-related investment tax credits permitted under the Internal Revenue Code of 1986.



(emphasis added)

Q.
Are investment tax credits and excess ADIT reported in CPL’s 1998 SEC Form 10-K as regulatory liabilities?

A.
Yes.

Q.
The Company claims that investment tax credits and excess ADIT should not be considered since these items are not applicable to regulatory assets.  Do you agree?

A.
No.  Regulatory assets are intangible assets related to tangible assets such as the Comanche Peak nuclear power plant.  Investment tax credits and excess ADIT are also directly related to Comanche Peak and TXU Electric’s other tangible assets and must be included in any securitization calculations.

Q.
Has TXU Electric provided the Texas retail generation related amounts for its investment tax credits and excess ADIT?

A.
Yes.  These amounts are provided on Company Exhibit JSA-2, page 1, and Exhibit JSA-3, page 1.  Attached Cities’ Exhibit___(MLA-1) also shows this information.

Q.
Do you agree that TXU Electric should seek a private letter ruling from the IRS concerning the treatment of ITC’s and excess ADIT in a securitization calculation?

A.
Yes.  The Texas Commission must be certain as to the federal income tax consequences of any securitization calculation.  This can only be achieved by obtaining an IRS private letter ruling.  It is crucial that ratepayers and stockholders interests be equally represented when obtaining such a ruling.

Q.
Do you think netting ITC’s and excess ADIT in a securitization determination will be viewed as a normalization violation?

A.
No.  Securitization benefits utilities by providing for the accelerated recovery of certain regulatory assets prior to deregulation.  Once the generation-related assets are deregulated, these assets are no longer “public utility property” as defined by the IRS and can be written off to stockholder profits as soon as deregulation occurs.  The only way regulatory agencies can guarantee that full ITC and excess ADIT benefits are provided to ratepayers (i.e., a benefit provided under regulation and supported by the IRS) is through the securitization process.  All of TXU Electric’s ITC’s and excess ADIT were incurred prior to deregulation and ratepayers are entitled to these benefits.

Q.
Has TXU Electric recognized the possibility that the Texas Commission may rule that ratepayers should receive the full benefit of ITC’s and excess ADIT?

  A.
Yes.  TXU Electric has included a provision for a two-step financing plan to reserve an amount of $700,000,000 related to ITC’s and excess ADIT. 

X. January 1, 1999 to December 31, 2001 Amortizations
Q.
Please comment on TXU Electric’s amortization of its regulatory assets since December 31, 1998.

A.
TXU Electric suspended the amortization its regulatory assets as of December 31, 1998.
 The Company claims that since Utility Code Section 39.301 refers to the 1998 balance of regulatory assets, there is no need to continue amortizing these amounts after December 31, 1998.  

Q.
Do you agree that the amortization of regulatory assets should be discontinued as of December 31, 1998?

A.
No.  There have been no reductions in the Company’s rates to recognize the discontinuance of these amortizations.  The Company did not request or receive an authorization to discontinue the amortizations.
  The amortizations should continue.

Q.
If securitization is granted, what unamortized balance should be used in the securitization calculation?

A.
The Cities recommend that, if securitization is granted, it should recognize January 1, 2002 net regulatory asset and liability balances.  The Texas Utilities Code Section 39.051 (b) states that “not later than January 1, 2002, each electric utility shall separate its business activities from one another into the following units: (1) a power generation company; (2) a retail electric provider; and (3) a transmission and distribution utility.”
  The Texas Commission, therefore, should use the unamortized regulatory assets and liabilities balance as of December 31, 2001.

Q.
Do you have information as to the unamortized balances of regulatory assets and liabilities as of December 31, 2001?

A.
Yes.  Attached Cities’ Exhibit___(MLA-2) provides the unamortized balances as of December 31, 2001.

XI. Conclusion
Q.
What is your conclusion concerning TXU Electric’s proposal to securitize $1,650,000,000 regulatory assets and other costs?

A.
I conclude that TXU Electric has not demonstrated tangible and quantifiable benefits to ratepayers, greater than would be achieved absent the issuance of transition bonds.  I also conclude that a determination that the amount TXU Electric proposes to securitize does not exceed the present value of the revenue requirement over the life of the proposed transition bonds cannot be made until a determination is made whether or not the transition bond proceeds will represent gross income currently taxable.

If not denied, a financing order should be delayed until information on future corporate structure, REP requirements, cost allocation and other matters that could potentially impact consideration of ratepayer benefits is known.

If securitization is granted, regulatory liabilities related to investment tax credits and excess ADIT must be fully recognized.  In addition, unamortized regulatory asset and liability balances as of December 31, 2001 should be used.

Finally, it is important that all interested parties be allowed to participate in seeking a PLR concerning securitization from the IRS.  Equal participation is the only way to properly balance the interests of ratepayers and investors.   

Q.
Does this complete your testimony at this time?

A.
Yes, it does.

� TUC’s 1998 SEC Form 10-K, page 16.


� TUC’s 1998 SEC Form 10-K, page 1.


� TXU Electric witness Kirk R. Oliver’s direct testimony, page 5, and Schedule 15.


� Standard & Poor’s Utilities & Perspectives, December 8, 1997, page 3.


� TXU Electric witness Kirk R. Oliver’s direct testimony, page 5, and Schedule 15, (emphasis added).


� Cities’ position as reflected in the testimony of Dr. Steven Andersen is that TXU Electric’s application does not pass a present value of benefits test without regard to whether proceeds from securitization are currently taxable gross income.


� TXU Electric witness Marc D. Moseley direct testimony, page 4.


� TXU Electric witness Marc M. Moseley direct testimony, page 12, lines 12-14, and Schedule 14, page 1, Section B, line 1.


� TXU Electric Exhibit RKP-2, page 1, amount of $415,205,856, plus Exhibit JSA-2, page 1, amount of $1,449,761,144.


� TXU Electric’s Asset-Specific Information, DOE Decontamination Fund.


� TXU Electric response to OPC 6-4.


� Note that the gross-up rate is calculated using the formula (1/(1-.35)), with .35 being the federal income tax rate.  The gross-up rate is 1.5385. The $100.00 times the gross-rate equals $153.85, which is the amount of revenue to collect to produce $100.00 after federal income taxes.


� TXU Electric response to OPC Request No. 2-2.


� TXU Electric response to OPC Request No. 7-1.


� TXU Electric response to Cities’ Request No. 3-5.
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