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I. 	INTRODUCTION


Q.	PLEASE STATE YOUR NAME, OCCUPATION, AND WITH WHOM YOU ARE ASSOCIATED?


A.	My name is David L. Foster.  I am a Certified Public Accountant (CPA), and a partner in the firm of Arthur Andersen LLP (AA LLP), an international firm of independent accountants with 318 locations throughout the United States and a number of foreign countries. We provide services to over one half of the electric companies in the United States.  Our firm’s address is 901 Main Street, Suite 5600, Dallas, Texas.


What is your educational BACKGROUND AND professional experience.


A.	I have a Bachelor of Science degree in accounting from the University of Illinois. I have been with AA LLP since 1975.  A substantial portion of my career has been devoted to accounting and regulatory matters related to telecommunications, electric and gas companies.  I have performed numerous independent audits of the financial statements of these companies. I have participated in or been responsible for the determination of historical cost rate base, working capital and cost of service as required by state regulatory commissions, and have supervised our professional services in connection with various rate case proceedings and a large number of public financings.


		I am a frequent speaker before industry groups and professional organizations on accounting matters and their regulatory implications.  I am a member of the American Institute of Certified Public Accountants and a registered CPA in the states of Texas, and Kansas. My resume is attached at Exhibit DLF-1T.


Q.	HAVE YOU TESTIFIED PREVIOUSLY ON UTILITY ACCOUNTING AND RATEMAKING MATTERS?


A.	Yes. I have testified or have been substantively involved in the preparation of testimony, elements of cost of service filings, or regulatory reports, before public utility commissions in Texas, Arkansas, Illinois, Indiana, Florida, California, Nevada, New Mexico, Kansas, and Missouri.  Work performed in those proceedings covered such areas as computation of overall cost of service, cash working capital and lead-lag studies, income taxes, overhead cost allocations, and the effect of adoption of new accounting principles on rate-making such as the implementation of Statement of Financial Accounting Standards (FAS) No. 106 and FAS No. 87.  A summary of the regulatory proceedings in which I have participated is included with this testimony as Exhibit DLF-2T


II.	PURPOSE


Q.	WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?


A.	I have been requested by the Texas New Mexico Power Company (TNMP or the Company) to comment on the accounting rules regarding certain aspects of TNMP’s plan to transition TNMP and its customers to a competitive market for electricity services (the TNMP Transition Plan). Specifically, I have been asked to comment on the application of Generally Accepted Accounting Principles (GAAP) in the implementation of the changes to depreciation expense and the earnings cap features of the Transition Plan.  I also present significant considerations in the application of the normalization rules of the Internal Revenue Code (IRC) in the design and implementation of the TNMP Transition Plan.


III.	IMPORTANCE OF GAAP


Q.	What ARE generally accepted accounting principles (GAAP)?


A.	The accounting profession, industry, and federal and state regulatory bodies have established GAAP as a body of theory and practice for determining the proper accounting methods for the measurement and reporting of economic events and transactions.  This common set of accounting conventions, rules, and procedures, is used to measure the economic performance of business enterprises for purposes of assessing credit ratings, shareholder value, the ability to make capital investment, the ability to purchase goods and services, the ability to raise employee wages, and the ability to pay dividends.  As such, the application of GAAP has a significant effect on the measurement of the overall economy in general.  These principles are applied to rate regulated utilities, but are modified to consider the decisions of regulatory bodies whose actions in setting rates fundamentally impact the economics of the utility enterprise.


Q.	is it important for tnmp to be in compliance with GAAP?


A.	Yes. TNMP is subject to the jurisdiction of the Security Exchange Commission (SEC). This agency requires financial statements to be filed in accordance with GAAP. The SEC was established in the 1930's to act as an independent regulatory agency of the Federal government to regulate the registration and exchange of securities in the public markets.  The securities laws and regulations, among other things, require the Company to file financial statements and other financial information with the SEC.


		When the Company files annual reports and certain other financial statements with the SEC, they must be accompanied by the report of an independent CPA.  If the SEC determines that the financial statements do not comply with GAAP, the SEC requires that the statements be changed before they will be accepted for release to investors and the general public.  Generally, the SEC and the readers of the financial statements rely on the CPA's report to indicate that the financial statements are fairly presented in accordance with GAAP. The practical result of this arrangement is that companies subject to SEC jurisdiction are required by law to comply with GAAP in the preparation and issuance of their financial statements.


Q.	PLEASE DESCRIBE THE VARIOUS AUTHORITATIVE ORGANIZATIONS WHO HAVE DEVELOPED GAAP FOR RATE REGULATED ENTERPRISES.


A.	The organization responsible for determining GAAP is the Financial Accounting Standards Board (FASB) and its predecessor, the Accounting Principles Board (APB).  Through the issuance of APB Opinions and FASB Statements of Financial Accounting Standards (FAS), GAAP has been established for regulated enterprises. In practice, the SEC also takes an active part in the discussions with the accounting profession regarding the establishment of GAAP.  The SEC's interpretations of GAAP and the expressed concerns of its staff (through Staff Accounting Bulletins (SAB)) have often directly affected the accounting principles established by the accounting profession.


Q.	ARE THERE PRONOUNCEMENTS OF OTHER ORGANIZATIONS THAT MUST BE CONSIDERED IN THE DEVELOPMENT OF THE TNMP TRANSITION PLAN?


A.	Yes. Other organizations (e.g. the Emerging Issues Task Force EITF) have been established to deal with  specific GAAP implementation issues such as the accounting treatment followed for regulated enterprises subject to a regulatory transition plan.  EITF discussions are reviewed by the FASB and constitute GAAP.  Accordingly these provisions must be considered in the development of TNMP’s Transition Plan.


IV. 	GAAP APPLICABLE TO REGULATED UTILITIES


Q.	PLEASE DESCRIBE THE ACCOUNTING RULES APPLICABLE TO REGULATED UTILITIES THAT SHOULD BE CONSIDERED IN THE DESIGN OF THE TNMP TRANSITION PLAN.


A.	For companies who are subject to rate regulation, FAS No. 71,  "Accounting for the Effects of  Certain Types of Regulation", as amended, ("FAS No. 71") provides guidance as to accounting for the rate actions taken by regulators.


Q.	COULD YOU PLEASE SUMMARIZE WHAT CRITERIA ARE USED TO DETERMINE IF A COMPANY IS SUBJECT TO RATE REGULATION AND IS, THUS, REQUIRED TO FOLLOW THIS TYPE OF ACCOUNTING?


A. 	Yes.  FAS No. 71 paragraph 5 sets out the following criteria which must exist for a company to apply the provisions of FAS No. 71:


1.	The enterprise's rates for regulated services or products provided to its customers are established by or are subject to approval by an independent, third party regulator or by its own governing board empowered by statute or contract to establish rates that bind customers.





2.	The regulated rates are designed to recover the specific enterprises cost of providing the regulated services or products.





In view of the demand for the regulated services or products and the level of competition, direct and indirect, it is reasonable to assume that rates set at levels that will recover the enterprises costs can be charged to and collected from customers. This criterion requires consideration of anticipated changes in levels of  demand or competition during the recovery period for any capitalized costs.


�
Q.	PLEASE SUMMARIZE THE DIFFERENCES PRESCRIBED BY THIS ACCOUNTING TREATMENT SPECIFIED IN FAS No. 71 COMPARED TO ACCOUNTING TREATMENT FOLLOWED BY COMMERCIAL ENTERPRISES IN GENERAL.


A.	FAS No. 71 requires, if set forth in regulatory rate setting decisions, regulated companies to recognize certain costs as an expense in its income statement in a period different from when the same costs would be recognized by a non-regulated company (e.g. capitalize costs which would otherwise be expensed). The introductory summary for FAS No.71, states:


If regulation provides assurances that incurred costs will be recovered in the future, this Statement requires companies to capitalize those costs…








	Further, paragraph 9 of FAS No. 71 specifies:


…that the rate actions of a regulator can provide reasonable assurance of the existence of an asset … if the following [criterion is] met… 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…





		In other words, rate-regulated utilities are allowed to record costs as regulatory assets if the regulator provides that such costs will be included in the utilities’ rates and will be collected from customers in future periods.  The creation of a regulatory asset allows the utility to defer an item of expense until an appropriate matching of revenue and expense occurs.  Such an accounting approach provides for accuracy in measurement of income earned and fairly presents the fundamental economic results of operations and financial position of the utility.


		These accounting rules, which are specific to rate-regulated utilities, are best demonstrated by the simplified example below. 


	Example 1 Assume that the service area of a regulated electric utility was struck by a severe storm.  The utility incurred $100 million in incremental operating expenses restoring customer service knocked out by the storm.  As an incentive to the utility to make timely repairs and avoid financial shock to the utility's customers or financial harm to the company, the regulatory commission allowed the utility to adjust rates to recover the $100 million storm damage cost over a five year period.   In this instance, the utility would defer the $100 million (and create a regulatory asset) and amortize the amount over the five years as it is being recovered in revenue collected from customers.


		As can be seen from the example above, the actions of regulators can establish the basis for the recording of regulatory assets to provide for the proper matching of revenue and expenses in the process of measuring the real earnings of the utility.


V. 	ACCELERATED RECOVERY OF GENERATION ASSETS  


Q.	PLEASE DESCRIBE YOUR UNDERSTANDING OF THE ACCELERATED DEPRECIATION FEATURES OF THE TNMP TRANSITION PLAN.


A.	It is my understanding that the TNMP Transition Plan includes provisions to accelerate the recovery of its stranded plant investment in generation assets (TNMP One Excess Cost Over Market – “TNMP One ECOM”). More specifically, TNMP is seeking accelerated recovery of the TNMP One ECOM by calculating depreciation expense on TNMP’s investment in TNP One generating asset during the transition period based on a 20-year life verses a remaining life of 31 years. In addition, an amount equal to the transmission and Distribution (T&D) depreciation expense will be redirected  to accelerate the recovery of ECOM.  Further, earnings in excess of an earnings cap will be allocated to ECOM recovery.


Q.	WHAT ARE THE GAAP CONSIDERATIONS RELATING TO THE DEPRECIATION OF UTILITY ASSETS?


A.	It is important to recognize that most assets utilized to provide utility services to customers are consumed in this process.  The action of the elements, physical movement, and utilization all result in the wearing out of generation, transmission and distribution assets of an electric system over time.  This is recognized under GAAP by recording a portion of the cost of these assets as depreciation expense over the best estimate of their useful life on a systematic and rational basis.  Including this depreciation expense in setting rates results in charges to customers for the costs of utility plant consumed.  A regulatory body cannot alter or delay this asset consumption process and depreciation expense must be recognized over a reasonable period while the assets are used to provide service.


Q.	PLEASE DESCRIBE THE APPROPRIATE ACCOUNTING RULES RELATING TO THE FEATURES OF THE TNMP TRANSITION PLAN THAT PROVIDES FOR THE ACCELERATED DEPRECIATION OF THE GENERATING ASSETS.


A.	For an entity which is in a rate regulated environment (such as TNMP), the regulator can prescribe the timing and amount of recovery of an asset’s cost from customers.  As discussed above, the accounting rules set out in FAS No.71 require rate regulated companies to match the appropriate level of an asset’s cost as an expense to the revenues allowed by the regulator to be collected from customers in an accounting period. Therefore, in order to recognize a proper matching of the revenues and expenses under the TNMP Transition Plan, TNMP must record the accelerated depreciation expense for TNP One ECOM in an amount equal to what has been determined by the Public Utility Commission of Texas (Commission) to be collected in current rates. For this to occur, the Commission-approved acceleration of generation depreciation expense must be included in the customers’ rates and collected as cash payments for utility services rendered during the accounting periods of the TNMP Transition Plan.


VI. 	REDIRECTED RECOVERY OF T&D DEPRECIATION


PLEASE DESCRIBE YOUR UNDERSTANDING OF THE REDIRECTED RECOVERY OF TRANSMISSION AND DISTRIBUTION PLANT (T&D) DEPRECIATION EXPENSE FEATURES OF THE TRANSITION PLAN.


A.	It is my understanding that the TNMP Transition Plan redirects the revenue provided for the current recovery of T&D depreciation expense to recovery of depreciation expense associated with TNMP’s generating plant, TNP One.  Under the TNMP Transition Plan, TNMP will continue to record depreciation on the T&D assets during the Transition Period, but TNMP would not recover the associated depreciation expense until after the Transition Period.  The revenue that was providing for recovery of T&D depreciation expense will be used for recovery of accelerated generation plant depreciation expense during the Transition Period.  This requires recovery of T&D depreciation to be deferred until after the Transition Period. 


Q.	WHAT ARE THE GAAP CONSIDERATIONS RELATING TO THE DEFERRAL OF THE RECOVERY OF T&D DEPRECIATION EXPENSE TO FUTURE PERIODS? 


A.	There are specific accounting rules related to the deferral of the recovery of T&D related depreciation expense. 


		As indicated above, if the regulator provides assurances that incurred costs, required to be expensed under GAAP, will be recovered in the future in rates billed to customers, the accounting rules require utilities subject to FAS No.71 to defer those expenses as regulatory created assets (ie. receivables from customers).  Therefore, when the Commission allows for the further recovery from customers of the deferred T&D depreciation expense, GAAP requires TNMP to defer and amortize those costs as they are recovered from customers.  However, the Commission order approving the TNMP Transition Plan must provide explicit assurance of future recovery of these costs from customers to permit the creation of a regulatory asset for the deferral of the recovery of T&D depreciation expense.


WHAT ARE THE ACCOUNTING STANDARDS APPLICABLE TO THE CREATING REGULATORY ASSETS?


A.	Under GAAP, the standards for recognition of regulatory assets are based upon the clear expectation of future recovery of these costs.  Certain criteria must be satisfied to provide the requisite assurance that this recovery will occur before a regulatory asset can be created.  This criteria which must be met are as follows:


1.	A final order from the Commission that grants recovery in future rates of explicit, defined amounts of expenses to be deferred;


2.	Evidence that the power of the Commission and the effectiveness of the Commission order will continue unchanged throughout the recovery period.  The electric T&D operations of the utility must continue to be rate-regulated (meet the rate regulation criteria of FAS No. 71 discussed earlier);


3.	A deferral and recovery period that is short enough to provide a reasonable expectation of future recovery must be allowed.  This was generally defined to be no more than 10 years in FAS No.92.


4.	Evidence must exist that that provides assurance that customers in general will be willing and able to pay the rates (i.e. base rates or a competitive transition surcharge) provided to recover these costs.  This would be based upon both the continued application of a cost-based regulatory model to these customers and the economic ability for the customers to both consume utility service and pay the associated rates that include the deferred expenses;


5.	The deferral process must have a definite end point and a short recovery period. That is, the Commission cannot continually defer different elements of cost to keep rates down over time, grant extended future recovery periods or otherwise disallow other elements of the cost of service, including reasonable levels of return on invested capital during the recovery period.  Such a deferral process is required to continue to draw the conclusion that rates are cost based.


Q.	WHAT ARE THE ACCOUNTING CONSEQUENCES IF THE ABOVE CRITERIA ARE NOT MET AT THE START OF THE TNMP TRANSITION PLAN OR ARE NOT FULLY COMPLIED WITH OVER THE LIFE OF THE TRANSITION PLAN?


If the criteria are not met at the start of the TNMP Transition Plan then TNMP will not be able to create a regulatory asset from the T&D depreciation expense for which recovery is deferred.  This would cause the utility to experience significant increases in operating expenses as all depreciation expense (accelerated generation depreciation expense and regular T&D depreciation expense) required to be recorded would not be recovered by revenues collected during the Transition Period. 


Even after creating the regulatory asset, if the criteria are no longer met at a later point in time GAAP could require a write-off of the regulatory asset.  FAS No. 121, Accounting for the Impairment of Long-Lived Assets or Assets to be Disposed Of, requires regulated enterprises to recognize a regulatory asset write-off when recovery is no longer assured (probable).  Specifically paragraph 133 of FAS No.121 states:


…a rate-regulated enterprise should charge a regulatory asset to earnings if and when that asset no longer meets the paragraph 9…(probable) criteria … [FAS No.71]…





		Therefore, if the criterion that requires probable recovery is not met from the time that deferral of expense commences until all deferral costs are fully amortized and recovered from customers, the regulatory assets recognized up to that time would have to be written off all at once and no additional deferrals could be provided.  


		If TNMP were not allowed to record the regulatory assets as proposed in the TNMP Transition Plan, the result would have a material adverse economic effect on the Company.


Q.	PLEASE DESCRIBE OTHER MATTERS THAT MUST BE CONSIDERED TO PERMIT A UTILITY TO RECORD A REGULATORY ASSET. 


A.	The amounts to be charged to customers in future periods must recognize the fact that utility investors continue to incur capital costs (interest expense, equity return, and income taxes) required to finance the regulatory asset.  Accordingly, the rates charged customers in the future must be sufficient to recover these additional costs incurred.  This is accomplished by including the regulatory asset in the rate base used to set rates for the T&D operations of TNMP.  


IF ONLY THE T&D PORTION OF TNMP’S BUSINESS REMAINS RATE REGULATED AT THE END OF THE TRANSITION PERIOD, WILL TNMP BE ABLE TO CONTINUE TO RECORD THE REGULATORY ASSETS CREATED UNDER THIS PLAN AS PART OF THE T&D PORTION OF THE BUSINESS?


A.	Yes.  The future recovery of the regulatory assets created under the TNMP Transition Plan can be assured under GAAP. EITF issue 94-7 further clarified this point for a separable portion of the business (T&D business) by tentatively concluding:


regulatory assets of the separable portion of its business ... should be determined on the basis of where (that is, the portion of the business in which) the regulated cash flows to realize them ... will be derived.





		As discussed previously, evidence would need to support the recovery of the regulatory asset is assured in the separable portion of the business that continues to meet the FAS No. 71 rate regulation criteria (for T&D plant). Under the TNMP Transition Plan, rates ordered by the Commission for the users of TNMP’s T&D portion of the business should be sufficient to recover and earn a return on the regulatory asset, over a period generally not to exceed ten years.  If these provisions are included in the Commission’s order, the regulatory assets created under the TNMP Transition Plan would properly be recovered through revenues associated with TNMP’s T&D operations after the Transition Period.


VII. 	EARNINGS CAP


Q.	COULD YOU PLEASE DESCRIBE YOUR UNDERSTANDING OF THE EARNINGS CAP FEATURES OF THE TNMP TRANSITION PLAN THAT HAVE SIGNIFICANT ACCOUNTING IMPLICATIONS?


A.	It is my understanding that the TNMP Transition Plan will establish an earnings target.  If the earnings of the Company exceed this target, the excess earnings would not be refunded to current customers, but would be used to mitigate the stranded cost associated with TNP One ECOM. 


Q.	COULD YOU DESCRIBE THE APPROPRIATE ACCOUNTING RULES RELATING TO THIS FEATURE OF THE TRANSITION PLAN?


A.	Yes. Consistent with the discussion regarding accelerated generation plant depreciation expense recovery, the regulatory accounting rules require that TNMP match its generation plant-related depreciation expenses with the revenues allowed by the Commission for the recovery of those expenses. The appropriate accounting treatment would require TNMP to record additional generation-related capital recovery cost (depreciation expense) in the amount recoverable from customers which, in this case, is equal to the excess earnings retained by the Company.  In other words, any excess earnings achieved by TNMP during the Transition Period would, in essence, become additional revenues allowed, by the Commission for depreciation expense (capital recovery).  In order to comply with the GAAP requirement to match expenses with the revenues allowed, TNMP would be required to record this capital recovery costs (depreciation expense).


Q.	THE EARNINGS CAP FEATURE OF THE TNMP TRANSITION PLAN IS DESIGNED TO GIVE THE COMPANY AN ADDITIONAL OPPORTUNITY TO MITIGATE THE STRANDED COST ASSOCIATED WITH TNMP’S  GENERATION ASSETS COST.  WHAT EVIDENCE IS REQUIRED TO SUPPORT THE EARNINGS CAP FEATURE OF THIS PLAN?


A.	As mentioned above, the earnings cap is designed to enable the Company to use excess earnings achieved during the Transition Period to mitigate stranded cost associated with TNMP’s generation-related plant.  To support the accounting treatment related to the earnings cap feature, the Commission order approving the TNMP Transition Plan should explicitly provide for the following items: 


Measurable earnings target;





2.	Statement that any earnings above this target will be used by the Company to provide additional recovery of generating plant and through increased depreciation expense;





A reasonable expectation at the start of the  TNMP Transition Plan that future earnings levels will provide for future recovery of ECOM under provisions of the TNMP Transition Plan.





VIII. 	REQUIRED RATE OF RETURN ON ECOM


THE TNMP TRANSITION PLAN FEATURES A 12% EQUITY RETURN ON NON-ECOM PLANT AND A 9.25% EQUITY RETURN ON ECOM PLANT. WOULD THIS REDUCTION IN ECOM EQUITY RETURN REQUIRE A WRITE-DOWN OF PLANT?


A.	As long as a rate-regulated company is allowed to recover its costs of providing electric service to its customers, it can continue to apply the provisions of FAS No. 71 and recognize regulatory assets and a reasonable expectation of asset recovery exists.  In this context, the costs of a rate-regulated company  providing utility services include its operating expenses (including depreciation)and a reasonable return on its electric plant investment.  A reasonable return includes both debt and equity costs.  In fact, in FAS No. 71, footnote one to paragraph one specifies that allowable costs of a rate-regulated company “include interest cost and amounts provided for earnings on shareholders’ investments.”  As part of the TNMP Transition Plan, TNMP has proposed a reasonable return  for the ECOM plant using its expected cost of debt, and using a lower cost of equity rate for its ECOM plant.  The rationale for this reduced estimate for cost of equity on the ECOM plant is the reduced risk for this portion of the plant and the shorter recovery period under the TNMP Transition Plan.  


WHAT WOULD HAPPEN IF TNMP DID NOT RECOVER ALL OF ITS COSTS INCLUDING EQUITY RETURN ON THE REGULATORY ASSET ASSOCIATED WITH THE TNMP TRANSITION PLAN?


A.	As discussed above, if any portion of TNMP’s business no longer met the rate regulation criteria of FAS No.71, all existing regulatory assets and liabilities would be required to be written off and creating  additional generation-related regulatory assets and liabilities would be prohibited. Under such circumstances, the accounting rules which apply to enterprises in general would now apply to TNMP electric assets.  In addition, the accounting rules specified by FAS No. 121, could require the remaining electric assets’ recorded value to be written down to fair market value.  The standards in FAS No. 121 would require the Company to analyze the projected cash flows to determine if those cash flows are sufficient to recover the remaining investment. If those cash flows are sufficient to recover plant, then no write-down would be required.  Accordingly, in establishing future equity rates of return applicable to ECOM, there must be a proportional balance between the reduction in the future risks of ECOM recovery provided in the TNMP Transition Plan and the reduction in the equity rate of return allowed on ECOM.


IX. 	POST TRANSITION PERIOD ACCOUNTING CONSIDERATIONS


THE TNMP TRANSITION PLAN FEATURES A COMPETITIVE TRANSITION CHARGE (CTC) TO BE ESTABLISHED TO RECOVER ANY REMAINING ECOM AT THE END OF THE TRANSITION PERIOD.  PLEASE DESCRIBE ACCOUNTING CONSIDERATIONS RELATING TO THIS FEATURE.


A.	It is critical to the economics of the TNMP Transition Plan that TNMP be allowed to recover ECOM balances and related return and income tax consequences. At the end of the Transition Period, any remaining ECOM becomes a regulatory asset and the regulatory asset criteria discussed earlier must be met in order for TNMP to continue to record this amount. Therefore, the CTC must be established in an amount sufficient to allow recovery of the cost of ECOM and earn a return on any remaining ECOM balance. Otherwise, a write-off of this amount may be required. 


AS DISCUSSED ABOVE, THE REDIRECTING T&D DEPRECIATION RECOVERY FEATURES OF THE TNMP TRANSITION PLAN WILL  CREATE A REGULATORY ASSET ASSOCIATED WITH DEPRECIATION ON THE T&D ASSETS.  WHAT ARE THE ACCOUNTING CONSIDERATIONS ASSOCIATED WITH THIS REGULATORY ASSET AFTER THE TRANSITION PERIOD?


A.	As discussed above, it is critical that the rates set for T&D operations at the end of the Transition Period enable TNMP to recover return a of and a return on this regulatory asset within a ten-year period.  Otherwise, a write-off of this amount may be required.


Q.	IS IT YOUR UNDERSTANDING THAT AT THE END OF THE TRANSITION PEROPD TNMP’S GENERATING ASSETS WOULD NO LONGER BE RATE REGULATED?


A.	Yes.


Q.	PLEASE DISCUSS THE ACCOUNTING RULES WHICH WOULD APPLY TO TNMP’S GENERATING ASSETS IF THEY WERE NO LONGER RATE-REGULATED.


A.	As described above, the accounting rules which apply to enterprises in general would apply to TNMP’s generating assets if these assets were not rate-regulated. If the generation portion of TNMP’s business no longer met the rate regulation criteria of FAS No.71, the creation of additional generation-related regulatory assets and liabilities would be prohibited. In addition, the application of the accounting rules specified by FAS No. 121, would determine if the remaining generating plant asset’s recorded costs would be required to be written down to fair market value. If approved by the Commission, the accelerated generation plant cost recovery features of the TNMP Transition Plan, in combination with the proposed CTC regulatory asset,would adjust the recorded cost for generating plant to fair market value at the end of the Transition Period.  Thus, if approved, no additional accounting entries would be required for the generating assets at the end of the Transition Period.


X.	INCOME TAX NORMALIZATION REQUIREMENTS


Q.	PLEASE DESCRIBE THE NORMALIZATION REQUIREMENTS OF THE INTERNAL REVENUE CODE (IRC OR CODE).


A.	The Federal government has chosen to use our income tax system to accomplish certain economic objectives such as the stimulation of capital investment.  They did so by front loading depreciation deductions (accelerated depreciation in Sec. 167 and 168), effectively providing an interest free loan from the federal government to the taxpayer.  This loan,  measured by the tax rate times the difference between accelerated depreciation over straight-line depreciation, builds up in the earlier years of a property’s life and is repaid in the later years. The only benefit of accelerated depreciation is the postponement of tax payments, not the complete forgiveness of tax payments.  Ultimately  the loan has to be repaid without interest. 


		Because Congress has made these interest-free funds available during the life of the property, less outside financing is required for new capital investments.  The use of accelerated depreciation reduces financing costs to the utility and its customers.  These reduced financing costs are realized over the life of the property.  To ensure that these tax incentives are used as intended, Congress in 1969 (and in all subsequent legislation related to accelerated tax depreciation since that time) established normalization standards. If these standards are violated, the regulated company loses the right to use accelerated depreciation for tax purposes. 


		Specifically, Code Section 168(i)(9)(B) states that a normalization method of accounting will be deemed to have been used only where the taxpayer’s tax expense, depreciation expense, reserve for deferred taxes and rate base are computed, for rate making purposes, in a consistent manner.  If a taxpayer incorporates any procedures or adjustments in the calculation of any one of these rate making components, that procedure or adjustment must be incorporated in a consistent manner in the calculation of each of the other three items.  To do otherwise would constitute a violation of the normalization rules.


DO THE RATEMAKING COMPONENTS IN THE TNMP TRANSITION PLAN MEET THE NORMALIZATION REQUIREMENTS OF THE IRC?


A.	Yes.  Key ratemaking components of the TNMP Transition Plan which are important in meeting the normalization requirements of the IRC include:


1.	Investment tax credits (ITC)  associated with electric utility plant are amortized over the physical lives of the associated plant used to set base depreciation rates.


2.	Excess deferred taxes associated with electric utility plant flow back to ratepayers over the physical lives of the associated plant used to set base depreciation rates.


Q.	PLEASE DESCRIBE YOUR SUPPORT ASSOCIATED WITH THE ITC TREATMENT IN THE TNMP TRANSITION PLAN.


IRC Section 50(d)(2) (formerly IRC Section 46(f)) in general, prevents public utility companies from flowing ITC relating to public utility property through immediately to ratepayers in the form of lower rates.  More specifically, IRC Section 506(d)(2),  accomplishes this goal by providing that no ITC is allowed for public utility property if the public utility reduces rate base by such credit or reduces cost of service by reason of the credit more rapidly  than ratably over the life of the related asset.  Therefore, the TNMP Transition Plan continues to amortize the deferred ITC related to the generation assets of TNMP over the remaining lives of the associated plant. The TNMP Transition Plan does not change the remaining physical lives of electric plant assets but only changes the recovery period of its costs.


Q.	THE TNMP TRANSITION PLAN FEATURES THE ACCELERATION OF THE DEPRECIATION ON THE ECOM PORTION OF GENERATING PLANT. DOES THIS FEATURE CONSTITUTE A CHANGE IN THE LIFE OF THE ASSOCIATED ELECTRIC PLANT FOR TAX NORMALIZATION PURPOSES?


This feature of the TNMP Transition Plan results in the acceleration of  the recovery of the ECOM portion of generating plant which enables TNMP to write down the ECOM portion of the plant more rapidly than its remaining estimated useful life.  The remaining useful physical life of the generation plant has not changed.  Thus, it is consistent with the normalization rules to continue to amortize the ITC associated with the generating plant over the remaining useful life of the assets. 


Q.	IS THERE A PRIVATE LETTER RULING (PLR) WHICH SUPPORTS THE POSITION THAT THE AMORTIZATION OF THE ITC SHOULD BE BASED ON THE REMAINING USEFUL LIFE OF THE PLANT?


Yes.  PLR 9109061 addresses the application of the normalization rules to a situation similar to that raised in the TNMP Transition Plan. The Commission regulating the rates of the taxpayer in the PCR determined that, as a result of several factors, including increased competition, the depreciation rates used in prior years for a rate-regulated telecommunications company were inadequate.  In that case, the regulatory authority recognized the existence of a depreciation reserve deficiency.  The Public Service Commission ordered the telecommunications company to amortize the depreciation reserve deficiency over a period shorter than the remaining life of the plant and recognized an increase in the depreciation expense associated with a portion of the plant.


		The normalization issue submitted to the IRS National Office in PLR 9109061 involved the impact of the accelerated amortization of the depreciation reserve deficiency on ITC amortization.  That is,  should the amortization of ITC be tied to the remaining useful life of the related asset or should the amortization be tied to the accelerated depreciation expense.


		The normalization issue addressed in PLR 9109061 required interpretation of the term “ratably” as used in the normalization requirement that ITC not be amortized through cost of service more rapidly than ratably.  The IRS held that ITC must be amortized evenly over the remaining life of the asset giving rise to the ITC.  The IRS further held that there is no requirement for  the matching of ITC with depreciation expense.  Accordingly, whether ITC amortization is ratable or not is measured with reference to the life of the related asset, not with reference to depreciation expense.  


THE TNMP TRANSITION PLAN INCLUDES THE DEFERRAL OF A PORTION OF  DEPRECIATION EXPENSE ASSOCIATED WITH T&D PLANT.  DOES THIS FEATURE CHANGE THE LIFE OF T&D PLANT FOR TAX NORMALIZATION PURPOSES?


A.	No. The depreciation of the T&D plant will continue but recovery of the depreciation expense during the transition period will be deferred until after the Transition Period (as described more fully in the testimony of TNMP Witness Bridges).  The physical life of the T&D plant has not been changed.  Thus, consistent with the treatment of the ITC amortization associated with the generation plant,  the ITC amortization associated with T&D plant will continue to be based on the remaining useful life of  T&D plant.


TNMP DOES NOT HAVE ANY EXCESS DEFERRED TAXES ASSOCIATED WITH ITS GENERATING PLANT.  HOWEVER IT DOES HAVE EXCESS DEFERRED TAXES ASSOCIATED WITH ITS T&D PLANT.  THE TRANSITION PLAN FEATURES THE FLOW BACK OF EXCESS DEFERRED TAXES ASSOCIATED WITH TNMP’S T&D PLANT OVER THE REMAINING USEFUL LIFE OF THESE ASSETS.  DOES THIS COMPLY WITH THE NORMALIZATION REQUIREMENTS OF THE IRC?


A.	Yes.  Section 203 (e) of  the Tax Reform Act of 1986 (the ”Act”) provides rules for reducing the excess tax reserve resulting from the reduction in the maximum corporate tax rate from 46 percent to 34 percent.  According to the Act Section 203 (e)(1),


“a normalization method of accounting shall not be treated as being used with respect to any public utility property for purposes of sections 167 or 168 of the Internal Revenue Code of 1986, if the taxpayer, in computing its cost of service for ratemaking purposes and reflecting operating results in its regulated books of account, reduces the excess tax reserve more rapidly or to a greater extent than this reserve would be reduced under the average rate assumption method (the “ARAM”).





		ARAM is the method under which the excess in the reserve for deferred taxes is reduced over the remaining lives of the property as used in the regulated books of account that gave rise to the reserve for deferred taxes.  Thus, it is appropriate to reverse the excess deferred taxes over the remaining useful life of the T&D plant.


Q.	DOES THIS CONCLUDE YOUR TESTIMONY?


A.	Yes it does.
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