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�
I.	QUALIFICATIONS


Q.	PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS ADDRESS.


A.	My name is Lee B. Watkins.  I am the Tax Manager for Texas-New Mexico Power Company (TNMP or Company).  My business address is 4100 International Plaza, Suite 900, Fort Worth, Texas 76109.


Q.	WHAT ARE YOUR RESPONSIBILITIES IN YOUR PRESENT POSITION?


A.	My current responsibilities include management of TNMP's tax department, including Federal and State tax filings.


Q.	WHAT IS YOUR EDUCATIONAL BACKGROUND AND PROFESSIONAL EXPERIENCE?


A.	I earned a Bachelor of Science in 1990 from the University of Alabama at Birmingham.  My major field of study was Accounting.  While studying and following graduation, I worked for the local firm of Mackle, Splawn, Tindall, & McDonald, Certified Public Accountants (CPAs) of Birmingham, Alabama for four years before relocating to Texas in 1991.  In 1991, I joined the staff of the tax department of Bass Enterprises Production Company in Fort Worth, Texas.  In November, 1995, I joined TNMP as Supervisor - Taxes.  I am licensed as a Certified Public Accountant in the state of Alabama and am a member of the American Institute of Certified Public Accountants, the Texas Society of Certified Public Accountants, the Alabama Society of Certified Public Accountants, and the Fort Worth Chapter of the Texas Society of Certified Public Accountants.  In addition, I have attended various conferences and seminars sponsored by utility industry organizations.


Q.	HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY AUTHORITY OR COMMISSION?


A.	No.


II.	PURPOSE OF TESTIMONY


Q.	PLEASE DESCRIBE THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING.


A.	I am sponsoring the following cost of service and rate base items or adjustments as shown on the referenced schedules:


Cost of Service :


Federal Income Tax Expense (Schedule A-3, Page 18);


Ad Valorem Tax Expense Adjustment (Schedule A-3, Page 19);


Texas Gross Receipts Tax Adjustment (Schedule A-3, Page 22);


PUC Assessment Adjustment (Schedule A-3, Page 24);


Street Rental Tax Adjustment (Schedule A-3, Page 23); and


Texas Franchise Tax Adjustment (Schedule A-3, Page 21). 


Rate Base :


Accumulated Deferred Federal Income Taxes (Schedule B-1, Page 1, Line 11); and


Pre-1971 Unamortized Investment Tax Credits (Schedule B-1, Page 1, Line 12).


Q.	WHAT SCHEDULES IN THE FILING DO YOU SPONSOR?


A.	The schedules which I sponsor are listed in the Table of Contents to TNMP's filing under the initials LBW.


III.	FEDERAL INCOME TAX EXPENSE


Q.	PLEASE EXPLAIN THE REQUESTED AMOUNT OF FEDERAL INCOME TAXES AS SHOWN ON SCHEDULE A, LINE 23. 


A.	TNMP's filing includes $17,081,722 for federal income taxes (FIT), as detailed on Schedule A�3, Page 18.


Q.	ARE THERE OTHER SCHEDULES THAT SUPPORT SCHEDULE A�3, PAGE 18?


A.	Yes.  Schedule G�7.5 provides an analysis of Investment Tax Credits, Schedule G-7.7 provides an analysis of additional depreciation requested, and Schedule G-7.9 provides an analysis of amortization of excess deferred FIT.  Schedule G�7.8 complies with the Commission's requirement of calculating FIT under Tax Method 1 and agrees with Schedule A-3, Page 18.  Schedule G�7.6 calculates FIT under Tax Method 2 and also produces an amount which agrees with Schedule A�3, Page 18. 


Q.	PLEASE EXPLAIN METHOD 1 USED IN COMPUTING FIT.


A.	Method 1 is detailed on Schedule G-7.8 of the filing. Method 1 is often referred to as the "return method" since return on Line 1 is the beginning point of the FIT calculation.  This method provides for total FIT and does not distinguish between current taxes and deferred taxes.  It also  provides for fully normalized taxes in compliance with Section 23.21(b)(1)(D) of the Commission Substantive Rules as is detailed further below.


Q.	HOW DOES METHOD 2 DIFFER FROM METHOD 1 IN COMPUTING FIT?


A.	Method 2 begins with total revenue requirements instead of the return component only.  Method 2 deducts allowed cost of service amounts from the total revenue requirement.  However, Method 2 also goes a step further by deducting timing differences and other allowable deductions to arrive at current FIT.  These same timing differences also are considered in calculating deferred taxes.  Timing differences that reduce current taxes will increase deferred taxes and vice-versa.  Also, Method 2 results always equal Method 1 results.  However, Method 2 identifies both current taxes and deferred taxes, while Method 1 provides only total FIT.


Q.	WHAT METHODOLOGY HAS TNMP USED IN CALCULATING FIT AMOUNTS?


A.	TNMP used the stand alone methodology to compute FIT.  Please refer to the testimony of TNMP witness David L. Foster for a discussion of the stand alone methodology and its appropriate use in the calculation of federal income tax expense.


Q.	WHAT CALCULATIONS HAVE YOU INCLUDED IN YOUR TESTIMONY?


A.	I calculated fit using the stand alone methodology as discussed below. 


	A.	STAND ALONE CALCULATION OF FIT UNDER METHOD 1��


Q.	PLEASE EXPLAIN THE STAND ALONE METHOD 1 FOR FIT AS REFLECTED IN SCHEDULE G-7.8.


A.	The return component of the cost of service represents the amount of revenue which is necessary for TNMP to recover its debt costs and preferred equity costs, and to provide for a reasonable after�tax return on equity. This regulatory method shown in Schedule G�7.8 starts with the return required (Line 1) and reduces it for:


1.	Interest expense on debt (Line 2);


2.	Amortization of investment tax credits (ITC) (Line 3); and


3.	Reversals of protected excess deferred taxes (Line 4).


Next, the method increases the above number for:


4.	Additional depreciation (Line 5); and


5.	A permanent difference related to the 50% disallowed portion of business meals (Line 6).


This method arrives at Taxable Component of Return (Line 7).


Because Method 1 of computing FIT begins with return after FIT, the tax factor of 0.538461538 on Line 8 (discussed below) is applied to Line 7 to arrive at FIT Before Adjustments (Line 9).  Line 9 then is reduced by the amortization of investment tax credits (ITC) and the reversals of protected (excess)/deficient deferred taxes as reflected on Line 11.  This calculation results in total requested FIT of $17,081,722.  I will discuss briefly each of these components below.


1.	INTEREST EXPENSE


Q.	HOW WAS THE INTEREST EXPENSE ON DEBT FOR THE ADJUSTED TEST YEAR IN SCHEDULE G-7.8, LINE 2 IN THE AMOUNT OF $54,971,280 CALCULATED?


A.	The interest expense on debt was computed by applying the weighted cost of debt of 7.01% (per Schedule K-1, Line 3) to the adjusted test year rate base of $784,183,736, as reflected in Schedule B-1, Line 13.  This procedure of "synchronizing" interest ensures that the interest amount included and deducted from return on Line 2 of Schedule G-7.8 is consistent with the amount of interest originally included in the return amount which begins the calculation on Line 1.  This calculation results in interest expense on debt of $54,971,280.


2.	AMORTIZATION OF INVESTMENT TAX CREDITS


Q.	PLEASE EXPLAIN THE DEFERRAL METHOD OF ACCOUNTING FOR INVESTMENT TAX CREDITS.


A.	TNMP normalizes its claimed investment tax credits (ITCs) in accordance with Section 46(f)(2) of the Internal Revenue Code, which provides for amortization of TNMP’s ITC in cost of service ratably over the life of the related asset as a reduction to federal income tax expense.  This reduction is reflected in Schedule G�7.8, Line 10.


Q.	PLEASE EXPLAIN THE REDUCTION TO RETURN FOR AMORTIZATION OF ITC IN THE AMOUNT OF $965,044 IN SCHEDULE G-7.8, LINES 3 AND 10.


A.	ITC represents a dollar for dollar reduction in tax liability.  However, utilities are required to amortize this reduction over the life of the asset generating the credit.  Thus, the book composite depreciation rate is applied to the ITC which has been both generated and used on the tax return, as shown on WP/G-7.5/1.


Q.	HAS TNMP ADJUSTED ITS ITC AMORTIZATION TO ACCOUNT FOR THE DISALLOWANCE OF CERTAIN TNP ONE, UNIT 1 COSTS?


A.	Yes.  The amortization for ITC in the amount of $965,044 excludes the portion of ITC amortization associated with the disallowed TNP One, Unit 1 costs. This adjustment is necessary in order to avoid a normalization violation per the consistency requirements of the Internal Revenue Code of 1986.  The adjustment also is consistent with Private Letter Ruling # 9547008 issued on August 23, 1995, included in this testimony as Exhibit LBW-1.


3.	REVERSAL OF EXCESS/DEFICIENT DEFERRED TAXES


Q.	PLEASE EXPLAIN THE ADJUSTMENT TO RETURN FOR THE REVERSAL OF (EXCESS)/DEFICIENT DEFERRED TAXES.


A.	This adjustment for the reversal of (excess)/deficient deferred taxes is necessary due to the fact that FIT is provided for at a 35% tax rate in the factor reflected on Schedule G-7.8, Line 8, while certain deferred tax items, which reversed during the test year, were provided for originally at a tax rate other than 35%.


Consistent with the Commission's orders in PUC Docket Nos. 10200 and 12900, protected excess deferred taxes were reversed using the average rate assumption method (ARAM), while unprotected excess deferred taxes were flowed-back over three years.  TNMP completed its three year flow-back of unprotected deferred taxes as ordered.  TNMP does not have any unprotected deficient deferred taxes with respect to the tax rate increasing from 34% to 35%, as these were amortized over a two year period beginning in 1994 and ending in 1995.  Therefore, only protected excess deferred taxes are reflected in TNMP’s calculation of federal income tax expense.


4.	ADDITIONAL DEPRECIATION


Q.	WHAT COMPONENTS MAKE UP TNMP'S ADDITIONAL DEPRECIATION ADJUSTMENTS TO FIT?


A.	The additional depreciation of $1,167,833 consists of two components:


1.	The depreciation associated with the prior flow-through of timing differences in the amount of $356,114 as approved in Docket No. 10200; and


2.	A permanent difference associated with ITC basis reductions in the amount of $811,719 calculated on WP/G-7.7.


Q.	IS IT APPROPRIATE TO CONTINUE THE DEPRECIATION ADD-BACK ADJUSTMENT FOR PRIOR FLOW-THROUGH TIMING DIFFERENCES OF $356,114?


A.	Yes.  In PUC Docket No. 10200, the Commission approved the amortization of depreciation associated with prior flow-through of timing differences of  $356,114 over a 27-year period using a composite rate of 3.76154452%.  This amount is detailed in Schedule G-7.7 and WP/G-7.7/1 and 2.


Q.	WHY IS THERE A NEED FOR A DEPRECIATION ADD-BACK ADJUSTMENT FOR AN ITC BASIS REDUCTION?


A.	A permanent difference arises with respect to the ITC basis reduction.  When ITC is generated, the tax basis is reduced by a percentage of the amount of ITC generated (see WP/G-7.7).  The book basis is not reduced.  Therefore, when book depreciation associated with the ITC basis is accrued on the books, a permanent difference arises because it is not deductible on the tax return and must be reflected in the calculation of FIT on Schedule G�7.8.


		The depreciation add-back adjustment is calculated by multiplying the ITC basis reduction by the composite book depreciation rate.  The permanent difference has been adjusted to exclude the ITC taken on the disallowed property associated with TNP One, Unit 1 from the calculation in order to be consistent with the Private Letter Ruling issued on August 23, 1995 included in this testimony as Exhibit LBW-1.


5.	DISALLOWED BUSINESS MEALS


Q.	PLEASE DESCRIBE THE ADJUSTMENT OF $92,101 FOR BUSINESS MEALS NOT DEDUCTIBLE WHICH IS REFLECTED IN SCHEDULE G-7.8, LINE 6.


A.	This adjustment relates to the 50% disallowed portion of business meals for tax purposes.  This item is a permanent difference rather than a timing difference since the book/tax income difference will not reverse.  Expenses for business meals are 100% deductible for book purposes; however, in accordance with the Omnibus Reconciliation Act of 1993, only 50% of business meals are deductible for FIT.  Therefore, 50% of the total expenses must be added back to the return amount for computing federal income tax.


Q.	HOW WAS THE GROSS�UP FACTOR OF 0.538461538 REFLECTED IN SCHEDULE G-7.8, LINE 8 DETERMINED?


A.	The gross�up factor is the product of the following two components:


1.	A gross�up factor of 0.538461538, [1/(1-.35)], which, when applied to Line 7, results in Taxable Income before FIT; and


2.	A tax factor of 35% which, when applied to Taxable Income before FIT, results in the amount of FIT (Line 9) before adjustments.


WHY WAS A 35% FEDERAL TAX RATE USED IN COMPUTING TAXES?


A.	TNMP's tax rate for the test year and previous year was 35%.


		B.	STAND ALONE CALCULATION OF FIT UNDER METHOD 2


PLEASE EXPLAIN THE STAND ALONE METHOD 2 FOR FIT AS REFLECTED ON SCHEDULE G-7.6.


A.	As previously discussed, Method 2 begins with the total revenue requirement on Line 1.  From this amount, cost of service expenses are deducted on Lines 2-8. 


		Additional adjustments (timing differences, etc.) are deducted from Line 1 at Lines 9-18 to arrive at taxable income/(loss) on Line 19.  This amount, when multiplied by the tax rate from Line 20, produces a current tax expense on Line 21.


Q.	PLEASE EXPLAIN THE TAX EFFECT OF NET OPERATING LOSS (NOL) UTILIZATION.


A.	The Internal Revenue Code (IRC) allows taxpayers to offset current tax expense with net operating losses (NOL)’s that were not fully utilized in the year generated.  The tax effect of an NOL can be carried back 3 years, or deferred and carried forward 15 years, to offset regular taxes when they become due in later years. 


An NOL is a timing difference that will reverse when current taxes are offset later by NOL carryforwards (i.e., current taxes will decrease by applying the NOL carryforward to taxable income and deferred taxes will increase by the same amount).  An NOL carryforward is simply a reclassification between current and deferred taxes.


Q.	DOES TNMP’S TAX CALCULATION REFLECT THE UTILIZATION OF NOL’S?


A.	Yes.  TNMP previously has offset all available prior year taxable income and now can now only carryforward only NOL tax benefits.  TNMP’s tax calculation reflects the carryforward of NOL tax benefits on Schedule G-7.6, Line 22.


Q.	WHAT ARE THE PRIMARY COMPONENTS OF THE NOL ON SCHEDULE G-7.6, LINE 22?


A.	TNMP's NOLs were created largely by the timing difference associated with  accelerated depreciation on TNP One, Units 1 and 2.


Q	PLEASE EXPLAIN WHY THE UTILIZATION OF THE NOL CARRYFORWARD ON SCHEDULE G-7.6, LINE 22 IS LESS THAN THE TEST YEAR PER BOOK NOL UTILIZATION?


The adjusted test year in the Company's filing reduces the current tax expense in the test year of $12,759,785 by $901,884, resulting in current tax expense of $11,857,901.  Thus, the amount of NOL benefit utilized in the adjusted test year is adjusted equally by the $901,884.


Q.	WHAT EFFECT WILL THE NOL CHANGES HAVE ON TOTAL FIT?


A.	The NOL changes will not affect total FIT because, as previously stated, any change in current tax associated with an NOL carryforward will have an equal offsetting change to deferred taxes.  Therefore, the NOL changes will not result in a net change to FIT or the revenue requirement.


Q.	PLEASE DISCUSS THE EFFECT OF ITC AND ALTERNATIVE MINIMUM TAX (AMT) ON THE TAX CALCULATION UNDER METHOD 2.


A.	ITC utilized and AMT are adjustments made to arrive at true current FIT paid.  See Schedule G-7.6, Lines 24-26.  Even though a corporation may have a small regular tax liability or even a zero regular tax liability, that corporation may be subject to additional taxes in the form of AMT.  Any AMT payment also becomes a deferred tax credit to be used in the future, after the application of any available NOL carryforwards and/or ITC carryforwards, when regular tax first exceeds AMT.  In the period the AMT is paid, deferred taxes must be decreased to reflect the future tax credit associated with the AMT payment.  Subsequently, when the AMT credit is utilized, thereby reducing current FIT, deferred taxes must be increased to reverse the credit.


Q.	WHAT EFFECT WILL CHANGING THE AMT HAVE ON TOTAL FIT?


A.	Similar to NOL carryforwards, there will be no effect on FIT or the revenue requirement as a result of a change in AMT.  This is because, as with NOL changes, any change in AMT reflected in current tax will also be accompanied by an equal and offsetting change to deferred tax.  The offset can be confirmed by referring to Schedule G-7.6a, Analysis of Deferred FIT, Lines 2 and 9.  This Schedule reflects that any AMT and NOL included in current taxes have offsetting and equal amounts in deferred taxes.  This same schedule also supports the test year's total amount of deferred taxes as reflected on Schedule G-7.6, Lines 27 and 28.


Q.	WHAT IS THE TOTAL FIT USING METHOD 2?


A.	Total FIT using Method 2 is $17,081,722 which equals the Method 1 amount discussed above.  ITC adjustments combined with current FIT and deferred FIT produce this result.  Please refer to Schedule G-7.6, Lines 26, 29-31.


IV.	TAX EFFECTS OF AFFILIATES IN FILING A CONSOLIDATED FEDERAL INCOME TAX RETURN


Q.	UPON WHAT BASIS DOES TNMP PREPARE ITS TAX RETURN?


A.	TNMP files its tax return on a consolidated basis with its parent company, TNP Enterprises, Inc. (TNP).  TNMP submits information necessary to prepare its own portion of the consolidated return, as does each of TNMP’s affiliates.  The tax liability of each affiliate is calculated and is paid on a separate return basis and is consolidated in accordance with the Internal Revenue Code.


		In TNMP's case during the test year, the affiliates had net losses rather than income; therefore, TNMP  paid less  tax on a consolidated basis than did TNMP on a stand alone basis.  However, as stated in the testimony of TNMP witness David Foster, TNMP has not included any tax benefits from losses from its affiliates in the calculation of TNMP’s FIT because the revenue and expense items from those affiliates were not included in TNMP’s cost of service.  Please refer to the testimony of TNMP witness David Foster for further discussion of the consolidated tax savings issue.


V.	ACCUMULATED DEFERRED FIT


Q.	WERE THERE ANY CHANGES DURING THE TEST YEAR IN ACCOUNTING FOR DEFERRED FIT?


A.	No. TNMP uses the treatment of deferred FIT prescribed in Statement of Financial Accounting Standards No. 109, “Accounting for Income Taxes” (SFAS No. 109).  TNMP’s use of SFAS No. 109 was reviewed by the Commission in Docket No. 12900.


Q.	WHAT IMPACT DID THE CHANGES REQUIRED BY SFAS NO. 109 HAVE ON TNMP'S RATE BASE OR REVENUE REQUIREMENT?


A.	None.  SFAS No. 109 is revenue neutral, meaning that it will have no impact on TNMP's revenue requirement.  SFAS No. 109 requires that deferred taxes be adjusted to reflect a change in tax rates.  For regulated companies, this simply means a reclassification from accumulated deferred federal income taxes (ADFIT) to Regulatory Assets or Regulatory Liabilities.  For example, if TNMP's ADFIT had deferred taxes recorded at 46% and the tax rate changed to 34%, the 12% excess would be reclassified from ADFIT.  However, the 12% still would be a reduction to rate base because it is a cost-free amount due to the customer.  This 12% simply is reclassified from ADFIT to a Regulatory Liability account.  Similarly, if the tax rate again changed from 34% to 35%, ADFIT would increase by the 1% change, but the 1% change also would be set up as a Regulatory Asset, which offsets ADFIT for rate base purposes.  While the amount of Regulatory Assets, Regulatory Liabilities and ADFIT may change individually, the aggregate sum of the three will equal an ADFIT amount that would have existed if SFAS No. 109 was never adopted.  SFAS No. 109 has no effect on rate base, has no effect on the revenue requirement and is revenue neutral.


Q.	PLEASE EXPLAIN ADFIT IN THE AMOUNT OF $62,571,494 AS SHOWN IN SCHEDULE B-1, PAGE 1, LINE 11.


A.	ADFIT per book is detailed in Schedule G-7.4.  Schedule G-7.4 presents ADFIT by type showing per book unadjusted amounts for test-year ended December 31,1996.  The $62,571,494 ADFIT amount is a cost-free loan provided by the federal government (mainly resulting from accelerated depreciation) and represents a source of noninvestor-supplied capital.


		The Generally Accepted Accounting Principles (GAAP) and traditional rate making practices endeavor to spread the tax benefits of an asset evenly by allocating a proportionate share of the benefits to each year of the asset's life.  In this manner, all generations of customers evenly share in the tax benefits of a particular asset.  However, in order to encourage investment in capital assets, the federal government allows a utility to depreciate its assets on an accelerated basis, thereby lowering the amount of tax dollars due in the early years of the capital asset's life.  Since tax dollars are collected from the customer earlier than what they are paid to the government, an ADFIT liability reserve begins to build.  In the later years of an asset's life, when tax depreciation has been fully utilized and taxes due to the government exceed the amounts collected from the customer, the ADFIT liability reserve begins to reverse and to diminish until it becomes zero.  Over the life of an asset, taxes collected will equal taxes paid.  In order to compensate the customer for the time value of money associated with the timing difference of collection from the customer versus payment to the IRS, rate base is reduced by the ADFIT liability reserve for ratemaking purposes.  Additionally, the utility is given the opportunity to use those funds for investment, thereby lowering the amount of funds required by outside investors. 


Q.	WHAT ADJUSTMENTS WERE MADE TO THE PER BOOK TEST YEAR-END ADFIT AMOUNTS ON SCHEDULE G-7.4?


A.	Adjustments were made to ADFIT for Community Choice rate case expenses, TNP One outage costs, Cities’ Rate Review, and the TNP One refractory outage.  Adjustments were made to account properly for each of these timing differences as they were not reflected properly in the test year ended December 31, 1996.  A 35% tax rate was applied to each deferral to reflect the proper ADFIT balance as supported on Schedule G-7.4b.  For tax purposes, each of the amounts are deductible in the year incurred.


VI.	AD VALOREM TAXES


Q.	WHAT DO YOU RECOMMEND FOR THE AMOUNT OF AD VALOREM TAX EXPENSE TO BE INCLUDED IN THE COST OF SERVICE?


A.	I recommend inclusion of ad valorem taxes of $12,949,183 as shown in Schedule G-9.1, Line 8.


Q.	HOW DID YOU DETERMINE THE AD VALOREM TAX AMOUNT?


A.	I first determined the total amount of ad valorem taxes paid in Texas for the most recent assessment year.  TNMP paid its 1996 assessments early in 1997.  The total tax payments were $12,785,012.  I then divided these total tax payments by the Texas gross plant balances at the beginning of the tax year (i.e., January 1, 1996). This balance was $1,074,253,000 which includes Construction Work In Progress (CWIP) and 100% of TNP’s General Office plant.  This resulted in an average ad valorem tax rate for Texas of 1.19013%.  Finally, I multiplied this average ad valorem tax rate by the year-end gross plant balance of $1,088,047,332.  This result is my proposed ad valorem tax expense of $12,949,183.


VII.	TEXAS GROSS RECEIPTS TAX


Q.	PLEASE EXPLAIN THE ADJUSTMENT TO THE TEXAS GROSS RECEIPTS TAX.


A.	The Texas Gross Receipts Tax adjustment of $313,833 is indicated on Schedule A-3, Page 22, Line 3. 


This adjustment was computed by first multiplying the adjusted test year revenue of $456,888,348 (shown on Schedule A, Line 32) by an effective rate of 1.292379319% to produce the Texas Gross Receipts Tax amount of $5,904,730.  The test year expense per books of $5,590,897 was then subtracted to obtain the adjustment of $313,833.  


The effective rate was determined by dividing per book expense for the test year ended December 31, 1996 by the Texas Revenue for the same period ($5,590,897/$456,888,348 = 1.292379319%).


VIII.	TEXAS STREET RENTAL TAX EXPENSE


Q.	PLEASE EXPLAIN THE ADJUSTMENT TO THE TEXAS STREET RENTAL TAX.


A.	The Street Rental Tax adjustment of $398,890 is indicated in Schedule A-3, Page 23, Line 3.


This adjustment was computed by first multiplying the adjusted test year revenue of $456,888,348 (shown on Schedule A, Line 32) by an effective rate of 1.642628980%, to produce the Street Rental Tax amount, as adjusted, of $7,504,980.  The test year expense per books of $7,106,090 then was subtracted to obtain the adjustment of $398,890.


The effective rate was determined by dividing per book expense for the test year ended December 31, 1996 by the Texas Revenues for the same period ($7,106,090/$456,888,348 = 1.642628980%).


IX.	TEXAS PUC ASSESSMENT


Q.	PLEASE EXPLAIN THE ADJUSTMENT TO THE TEXAS PUC ASSESSMENT.


A.	The Texas PUC assessment adjustment of $34,223 is shown on Schedule A-3, Page 24, Line 3.  This adjustment was computed by first multiplying the adjusted test year revenue of $456,888,348 (shown on Schedule A, Line 32) by the statutory rate of 0.1667% to produce the Texas PUC Assessment amount, as adjusted of $761,633.  The test year expense per books of $727,410 then was subtracted to obtain the adjustment of $34,223. 


X.	TEXAS FRANCHISE TAX


Q.	PLEASE EXPLAIN THE ADJUSTMENT TO THE TEXAS FRANCHISE TAX EXPENSE.


A.	The Texas Franchise Tax adjustment of ($46,631) is shown on Schedule A-3, Page 21, Line 3.  This adjustment was computed by calculating the Texas Franchise tax expense using the return on invested capital supported in this filing.  The calculation begins with the Texas Return on Invested Capital (Return) of $88,497,397 reduced by interest expense of $54,971,280.  See Schedule G-7.8, Page 2. To this result, taxable losses generated by wholly-owned subsidiaries, Texas Generating Company (TGC) and Texas Generating Company II (TGC II), were added to reflect TNMP’s reportable federal taxable income before adjustments.  This number then was increased by officers’ and directors’ compensation included in the test year ended December 31, 1996.  The resulting number represents TNMP’s taxable earned surplus (See W/P G-9.1). The Texas Franchise Tax grossed-up rate on taxable earned surplus of 4.712% was applied to the taxable earned surplus of $45,461,864 resulting in Texas Franchise Tax expense of $2,247,449.  (See W/P G-9.1).  The test year expense per books of $2,294,080 then was subtracted to obtain the adjustment of ($46,631).�



WHY IS AN ADJUSTMENT NECESSARY FOR TEXAS FRANCHISE TAX?


A.	The $2,294,080 of Texas Franchise Tax expense included in the test year ended December 31, 1996 represents tax paid on net taxable earned surplus as of December 31, 1995.  See Schedule A-3, Page 21, Line 2.  Taxable earned surplus for the year ended December 31, 1995 included the sale of Panhandle properties that occurred in 1995.  This resulted in an unusually high taxable income for 1995.  Thus, franchise tax expense substantially increased compared to prior years.  For the tax year ended December 31, 1996, current estimates reflect a taxable earned surplus that results in significantly lower Texas franchise tax, $1,170,198.  On May 15, 1997 this amount was remitted to the State of Texas along with Form 05-141, Extension Request for Texas Annual Corporation Franchise Tax Report.  However, based on TNMP’s forecast information, taxable earned surplus for the years ended December 31, 1997-2001 continues to increase.  This produces Texas franchise tax expenses substantially increased over the tax year ended December 31, 1996.  Based on these projections, TNMP proposes to adjust Texas franchise tax expense based on the return amount included in this filing as detailed above and supported by WP/G-9.1.


Q.	WHY WAS THE TEXAS FRANCHISE TAX RATE OF 4.5% USED IN DETERMINING THE GROSS-UP FACTOR OF 4.712% ?


A.	In 1991, the Texas legislature restructured the franchise tax to include two component parts.  The legislation retained the former base of taxable capital, but added a new concept to the imposition of the tax.  The concept of net taxable earned surplus added a quasi-income element to the tax.  As a result of the 1991 changes, a corporation is required to pay a tax based on the greater of the tax computed under either the taxable capital component or the earned surplus component.  For tax years after 1991, the tax rate on taxable capital is .25%, and the franchise tax liability of the corporation is that amount, plus a surtax on net taxable earned surplus of 4.5%.  Because the net taxable earned surplus component cannot reduce the net taxable capital component, a corporation's franchise tax liability is essentially the greater of its tax on net taxable capital or the tax on net taxable earned surplus.  For both of the tax years ended December 31, 1995 and 1996, TNMP’s net taxable earned surplus has exceeded its net taxable capital component.  Thus, the tax rate of 4.5% was used in the calculation of the gross-up factor.


Q.	HOW WAS THE GROSS-UP FACTOR OF 4.712% DETERMINED?


A.	The gross-up factor is the product of the following two components:


1.	A gross-up factor of 1.04712 [1/(1-.045)] which, when applied to taxable earned surplus, results in taxable earned surplus before franchise tax; and


2. 	A tax factor of 4.5% which, when applied to taxable earned surplus before franchise tax, results in the amount of Texas franchise tax expense requested.


Q.	WHY WAS OFFICERS’ COMPENSATION ADDED TO THE RETURN COMPONENT IN THE CALCULATION OF THE ADJUSTED FRANCHISE TAX EXPENSE?


A.	In accordance with Section 171.10 of the Texas Tax Code, net taxable earned surplus is computed by determining the corporation’s reportable federal taxable income and adding to that any compensation of officers or directors of TNMP to the extent included in determining the federal taxable income.  Therefore, TNMP must add officers’ and directors’ compensation of $2,234,000 to the taxable income component of the franchise tax adjustment.  The $2,234,000 represents compensation paid to officers and directors during the test year ended December 31, 1996.


Q.	PLEASE EXPLAIN THE ADJUSTMENT TO THE TAXABLE EARNED SURPLUS COMPONENT FOR LOSSES OF WHOLLY-OWNED SUBSIDIARIES, TGC AND TGC II.


A.	The return component includes amounts for the wholly owned subsidiaries, TGC and TGC II, which hold plant-related assets and liabilities.  The testimony of TNMP witness Scott Forbes explains the relationship of these affiliates. Because Texas Franchise Tax is calculated on a separate company basis, the taxable losses associated with TGC and TGC II must be added back to the taxable earned surplus component in order to arrive at TNMP’s net taxable earned surplus.  


Q.	HOW WERE THE TAXABLE LOSSES FOR TGC AND TGC II DETERMINED?


A.	The amount of taxable loss associated with TGC and TGC II was determined using December 31, 1996 information. Taxable income/(loss) for TGC and TGC II is determined solely from depreciation expense related to the plant assets and a nominal amount of interest income.


Q.	DOES THIS CONCLUDE YOUR TESTIMONY?


A.	Yes, it does.
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