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For Release-Upon Delivery
Expected at 9:30 a.m., E.S.T.
June 12, 1984

STATEMENT OF
JOHN G. WILKINS
DIRECTOR, OFFICE OF TAX ANALYSIS
DEPARTMENT OF THE TREASURY
BEFORE THE '
SUBCOMMITTEE ON ENERGY CONSERVATION AND POWER
OF THE HOUSE COMMITTEE ON ENERGY AND COMMERCE

Mr. Chairman and Members of the Subcommittee:

We are pleased 'to present the views of the Treasury
Department on B.R. 4923 -- the "Phantom Tax Reform - and Least Cost
Electric Energy Planning Act of 1984." This Bill would repeal
the "normalization” requirements for certain regulated electric
utilities for two general subsidies to capital formation provided
through the Internal Revenue Code: accelerated tax depreciation’
and the investment tax credit. 1/

The Treasury Department strongly opposes H.R. 4923,

" Normalization of the above two capital subsidies by regulated
utilities is necessary to ensure that these subsidies will reduce
utilities' costs of capital services, placing them, and their.
charges for electric service, on an equal basis with unregulated
companies. If these subsidies are available to both regulated
and unregulated companies and are not properly normalized by the
regulated companies to reduce their cost of capital, but rather
used to directly reduce their current rates, the subsidies will
not be achieving their intended purpose and therefore should not
be available to regulated companies at all. Further, we do not
believe that requlated electric utilities should be singled out
for selective tteatment. To-do so wlll distort _energy pricing

1/ In partxcular, H.R. 4923 would effectively repeal
section 167(e) pertaining to the normalization of deferred !
taxes arising from the use of accelerated tax depreciation
methods allowable before January 1, 1981: section 168(e)(4)
pertaining to tax deferral derived from use of ACRS
allovances, effective January 1, 1981 and thereafter: and
section 46(f), dealing with the investment tax credit.

R-2720
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and disrupt competitive balance in the U.S. economy. We should
also point out that publicly-owned utilities are tax exempt and
are heavily subaidized through the use of federally tax-exempt
financing. REA-sponsored electric power generation and
distribution cooperatives are also tax exempt and are heavily
subsidized through various REA credit subasidiesa. It would be
totally inappropriate, in our view, to single out investor-owner
utilities for reductions in tax-related subsidies while public
utilities and cooperatives continue to enjoy the apecial tax
benefits that they currently possess.

This statement will discuss in further detail our reasons for
opposing H.R. 4923, first describing H.R. 4923, then discussing
the above two capital subsidies ~—~ whether they should be
provided to public utilities at all, and if so, how they should
properly be accounted for. Finally, the statement will point out
a defect in the statutory normalization rules for the investment
tax credit and recommend a solution to such defect.

I. Description-of-H:R:-4923

H.R. 4923 would amend the Internal Revenue Code by including
"cross referencea™ in sections 46(f), 167(1) and 168(e)(3) to
make inapplicable the current normalization requirements for the
investment tax credit, accelerated depreciation and ACRS to
certain electric utilities that adopt "least system cost plans.”
The cross references are to the changes made in Titles I and II
of the Bill, dealing with State regulated electric utilities and
Federally requlated electric utilities respectively.

Title I of the Bill amends the Public Utility Regulatory
Policies Act of 1978 to provide for adoption of a "least system
cost plan" for State reqgulated electric utilities. The term
"leagt system cost plan®" is defined as a plan which provides for
meeting demand for electric energy services under which each
measure to be implemented is forecast (l) to be reliable and
available within the time needed, and (2) to meet or reduce
electric power demand of retail customers at an estimated
incremental system cost no greater than that of the least-cost
similarly reliable alternative measure or resource, or any
combination thereof. The ability to meet or reduce electric
power demand is to be determined by the applicable State
regulatory authority. If a State regulatory authority adopts a
least system cost plan for an electric utility, the State
requlatory authority may approve a rate schedule for such utility
which provides for the ratemaking treatment of the investment
credit, depreciation and ACRS deductions in such manner as the
State regulatory authority determines will further the purposes
of the plan. Such treatment will apply in lieu of the
normalization amounts required by the Internal Revenue Code.

_57_
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Title II of the Bill amends the Federal Power Act to provide
for adoption of a "least system cost plan,” which is defined
generally the same as in Title I of the Bill. If the Federal
Energy Regulatory Commission (PERC) adopts a least system cost
plan for a utility, the FERC may provide for such ratemaking
treatment of the invesatment credit, depreciation and ACRS
deductions as FERC determines will further the purposes of the
plan and will provide a current return to the ratepayers of the
tax benefits attributable to such credit or deductions which is
larger than the current return which would be provided to the
ratepayers under economic normalization.

II. Diacussion

When tax depreciation rules permit deductions at a faster
rate than the actual physical deterioration of capital assets,
the economic effect is the deferral of tax liability. The result
is the same as if the Treasury were to extend a series of
interest-free loans to the taxpayer during the early years of the
asset's life, which are repayable in the later years. The other
subsidy -- the investment credit -- is roughly equivalent to a
direct cash grant paid by the Treasury te purchasers of certain
capital assets. The grant is paid by allowing taxpayers to
reduce their tax liabilities otherwise payable. Thus, we are
talking about two forms of Federal subsidies -- interest-free
loans and cash grants -- which are “"cleared®” -~ that is, paid and
distributed -~ through the Federal income tax system.

If those subsidies had been enacted as direct grant and loan
programs administered by the Commerce or Energy Departments, then
most of the issues concerning the appropriate regulatory
accounting far them in ratemaking would never have arisen. This
is because under a direct loan or grant program, the real
character of the payments to assist private capital formation
would be obvious to all concerned. The accounting treatment for
a .government capital grant and loan assistance is simply not
. controversial in the private sector. A capital grant universally
would be recognized and. accounted for as a plant and equipment
price-reducing subsidy that proportionately reduces charges for
depreciation and rate of return included In coat of service. A
‘below~-market interest-rate loan would be recognized as a Federal
financing subsidy that reduces the charge for rate of return.
Consequently, there would be no need to prescribe accounting
rules by Federal law.

A. Why ‘Provide These Subsidies to Regulated Utilities?

The investment credit, as originally proposed by the Treasury
Department in 1962, would have completely excluded public
utilities from the credit. The Treasury argqued that.,

- "Investments by these regulated monopoly industries are largely
governed by determined public requirements and are subject to
regulated consumer service charges designed to provide a

~-58-



-4~

prescribed after~-tax rate of return on investment.™ The House
Ways and Means Committee compromised by giving the public
utilities one-half the credit allowed other industries. The

. Committee juatified the deciaion as follows:

The smaller credit [for public utilties] is provided ...
because much of its benefit in these regulated industries is
likely to be passed on in lower rates to consumers, thereby
negating much of the stimulative effect on investments.
Moreover, the size of the investment in regulated public
utilities ... will in large part be determined by the growth
of other industries, rather than their own.

The reasoning reflected in the Treasury and Ways and Means
statements prevailed until 1975 when Congress generally placed
regulated companies con the same footing as all other companies
for investment c¢redit purposes by allowing the full investment
tax credit to utilities. It is clear today that the earlier
reasoning is essentially wrong. 1In both the regulated and the
unregulated sectors of the economy, technology and consumer
preferences operate to determine which particular forms of
capital will be employed and which kinds of ocutput will be
increased. If the full beneficial effect of an investment tax
credit for machinery and equipment is to be achieved, it should
be made generally available, on the same terms, to all sectors of
the private economy -~ to the regulated as well as to the
unregulated. Only in this way can the structure of product
prices and the output mix of the private sector fully reflect
technological possibilities and consumer preferences. The
capital cost of goods produced by the regulated sector should not
be made arbitrarily higher or lower than the capital cost of
goods produced by the unregulated sector. Similarly, the capital
costs of electric utilities should not be biased vis—-a-vis other
energy producers.

an argument often made for denying the full investment credit
to regulated electric utilities is that the regulatory process
inherently biases such utilities to excessive use of capital. As
a purely abstract principle, a case can be made that as long as
the average “fair rate of return™ allowed by the regulators
exceeds the marginal cost of funds, the management of regulated
utilities will have an incentive to utilize more capital
intensive production methods. However, there are several factors
in the real world which tend to reduce this effect.

Pirst, the familiar regulatory lag in adjusting the prices of
utility services to rising costs will operate to prevent the
realization of higher returns from marginal investments. Related
to this, is the fact that the requlatory authorities themselves
may adjust downward the fair rate of return thus offsetting the
tendency tovard excessive capital intensity.

Similar checks are provided by competition among utilities
(e.g., gas or electric power) and between utilities and large
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companies able to produce their own utility services. Finally,
to the extent that utilities are interested in maximizing sales
rather than profits there would be no pressure for excessive
capital intensity.

Attempts at empirically estimating the degree of excessive
use of capital in the utility sector have not adequately come to
grips with the difficulties in measuring the marginal cost of
funds relative to the average "fair™ rate of return or with the
ability of regulators to adjust their rate of return as
conditions warrant. Indeed, throughout the history of
regulation, we have seen large variations in the profits of
utilities and in their ability to attract funds in capital
markets, all while a “"fair” return was presumably being earned.

Thus, we conclude that it would be unwise policy to offset a

theoretically possible excessive use of capital by electric
utilities by denying to them an investment tax credit designed

generally to stimulate capital formatlon by reducing the private
cost of acquiring equipment.

B. How-'Should Tax-Subsidies to Capital be Accounted For?

In setting the rates that utilities may charge their
customers, utility regqulators have two basic goals: (1) to
establish prices that cover the cost of providing utility
service, and (2) to minimize the costs of providing those
-services.

The amount utilities charge for services must be sufficient
to cover current expenses such as labor, fuel, and taxes, and the
costs of acquiring and using capital assets to provide those
services. The total costs attributable to the use of capital
include a charge for depreciation, as estimated by regulatocry
authorities, intereat payable to creditors, and a sufficient
after-tax return to shareholders to maintain and attract equity
capital. The amount charged for utility services must,
therefore, be set so that after current expenses, including
corporation income taxes, as well as interest and depreciation,
shareholders receive an adequate after-tax rate of return.

Consequently, the size of the rate base —-— that is, the total
value of plant and equipment financed by lenders and shareholders
~- determines all components of the cost of using capital. The
rate of return to lenders and shareholders is some “"failr return”
as a percentage of the share of rate base they have financed.
Depreciation represents the fraction of the rate base used up in
each year's productlion and which must be replaced if the service
output is to be maintained.

If part of the rate base is paid for by a source other than

shareholders and lenders, such as a government subsidy, the
charge for utility services should reflect this fact. If the
Federal Government provides a 10 percent purchase subsidy with

T vt DWW .DA
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same relief was requested by complamt

.counsel when this case was before the
Commission'in 1977, and it was denied.
We do not believe that it is in the
public interest to enter an order against
American General. We are not"
convinced that there is a reasonable
likelihood that American General wiil
reenter the relevant market, nor do we -
have reason to believe that xf they do’
‘the reentry would be anticompetitive.
With regard to the divestiture of the
earnings, we do not believe that any
relevant circumstances have changed
since our first denial of the request for
the earnings divestiture. Complaint’
counsel Kave not shown that F&D's

competitive viability has been impaired ’

because it lacks sufficient hqu.ld assets.
Because we do not beliéve it is in the
public interest to impose an order at this
late date on a respondent no looger’
daing business in the relevant markets,
respondeat’s | motxon to dismiss is "..
granted.
Dated: Apcil 21, 1981.
{FR Doc. 81-14376 Filed 5-13-81: 8:45 am]
BILLING CQOE 6750-01-M-

DEPARTMENT OF ENERGY

Federal Energy Regulatory
" Commission

18 CFR Part 2 oo
[Docket Nos. Rl_\180-42, R-424 gnd R-44E} -

-Regulations Implementing Tax
Normalization for Certain Items
Reflecting Timing Differences in the
Recognition of Expenses or Revenues'

"for Ratemaking and Income Tax

- Purposes ’

Issued: May 6, 1941, .
AGENCY: Federal Energy Regulatory
Commission.’

AcTion; Firial Rule Requmng Tax

Normalization and Order Removmg
Refund Contingencies.

‘ sumamany: The Comniission amends Part
-2 of its regulations 1o require a public
utility making a rale filing under the.
Federal Power Act or an interstate
_pipeline making a rate filing.under the
Natural Gas-Act to-use tax
normalization for miscellaneous timing:
differences to compute the income tax
component of its cost of service. The
rule requires a rate apphcanl to use tax
normalization for all timing difference
transactions éxcept those addressed in
prior Commission orders. The rule also
codifies the existing Coramission
practice of adjusting rate base for
accumuliated. deferred income taxes.
Finally, the rule requires a rate applicant

. ——— -

tor make provision in the income tax
component of its cost of service for any '
excess or deficiency in the deferred tax

.accounts due (o tax rate changes &nd.to

timing difference transactions withinthe
scope of the rulemaking that had -
previously been given flow-through

© treatment.

In addition to this final rule. the
Commission orders that refund ~ -
conhngencles imposed in certain cases
prior to the issuance of the final rule and
relating lo tax normalization be-
removed. The removal is to be effective
on the date the ﬁnal rule’ becomes
effective. -

EFFECTIVE DATE: 'rhe Tuleis to be
effective July 6, 1981. The removal of
refund contingencies imposed [n all
cases decided subjéct to the Order
Establishing Interim Procedures, issued
June 8, 1979 under Docket Nos, R-424

. and R—448 is lo be effecitve July 6, 1981

FOR FUHT){ER INFORMATION CONTACT:

Ronald L. Rattey, Office of Regulatory.

_ Analysis, Federal Energy: Regulatory
Commission, Room 3000F, 825 Nocth
Cap:tol Street, N.E., Washxngton D.C.

20428 [202) 357—8’188 '

Robert F. Shapu‘o. Off ice of the General

Counsel, Federal Energy Regulatory -
Commission, Rootn 8000, 825 North .
Capitol Street, N.E.; Washington, D.C.
20426 (202) 357-8455; '

Fredrick L. Jaffe, Office of the General
Counsel, Federal Energy Regulatory
Commission, Room 8100{, 825 North
Capitol Street, N.E., Washington, D.C.
20426 (202) 357-8363;

Russell E. Faudree, Jr., Office of the
Chief Accountant, Federal Energy
Regulatory Commission, Room 3410,
North Building, 825 North Capitol
Street, N.E, Washington, D.C. 20426
(202) 357-9188.

SUPPLEMENTARY INFORMATION:

1n the matter of tax.normalization for

-certain items refllecting timing

differences in the recognition of
expenses or revenues f{or ratemaking
and income tax purposes {Docket No. .

" RM80~42), accounting for premiwn,

discount and expense of {ssue, gains and
losses on refunding and reacquisition of
long-term.debt, and interperiod
allocation of income taxes (Docket No.
R-424), amendments of the uniform
systems of accounts for classes A, B and

. C public utilities and licensees and

natural gas companies: deferred income
taxes (Docket No. R—446}; Order No. 144.
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Commission noted that while the courts
had upheld prior. Conimission decisions
approving flow-through, the courts had -
never indicated that such a policy was
required.®?.

The Commission recogmzed that
different considerations were present in

. Texas Gas than in the prior flow-
through cases. In Texas Gas, the.
Commission primarily based its tax
normalization decision on the ground -

. that “there is little chance with respect
to this plant that there will be any
permanent tax savings. "€ The
Commission also considered several
other reasons for approving tax
normalization including:

. (1) Before-tax coverage of interest
expense would be improved;

{2) The-quality of the utility's
gecurities would be enhanced;

(3) Curreat cash shortages would be-
alleviated; and

(4) More stable tax costs woulq tesult.

and thus more stable rates.®

The United States Court of Appeals
for the District of Calumbia Circuit
reversed the Commission’s opinion in
Texas Gas.™ The Supreme Court
reversed in toto and remanded the
decision of the D.C. Circuit.” The -
Supreme Court recognized the
Comumission's w1de dxscreuon in setting
rates.

Upon remand, after analyzmg the
Commission’s reasons for concluding
that a normalizatign pelicy should
apply, ™ the D.C. Circuit affirmed the
Commisslon's approval of tax
normalization of the tax effects of
- accelerated depreciation for ratemaking
purposes as based on substaritial
evidence.™ In reaching its decision, the
. court specxflcally noted the Supreme .
Court's finding in Memphis. that tax -
normalization was permissible even
though it might increase rates.™

.The courts have explicitly mdxca!ed
that those decisions adopting tax -
normalization or flow-through are policy

"+ decisions and are within the special -

competence-of the Commission. Prior
*. Commissions based their decisions in
those cases primarily on whether tax

normalization would or would not llkely'

create a tax deferral or a “tax savings”
although they also considered other
factors. [n these cases, the courts have

- Y43 FP.C. at 829. Ve
.8 d

/4. al 829-30.

’°Memph1s Light, Cas and Water Division v.
FP.C, 462 F2d 853 (D.C. Cir. 1972).

Y EPC. v. Memphis Light, Gas and Water
D:vmvn. 411 U.S. 458 (1973). .

2 Memphis Light, Gas and Water Divisioa v.
F.P.C, 500 F.2d at 794, 601806 (1979).

™ [d..802, 807.

1 {d. a1 807.

*“continual tax deferrals’

difference between tax normalization

always dealt with the normalization/
flow-through issue in terms of the
Commission's own analysis of tax .-.
savings versus tax deferral. The courts
have never held that the Commission

was required to disallow normalization
. if there were a possxbxhty of a canstant

or growing balance in the accumulated
deferred tax account.

.3..Conclusion: Tax Savings versus Tax ~

Deferrals. .

The Commission finds that the tax
normalization policy, as set out in the
final rule, will not cause utilities or their
investors to realize a permanent tax
savings. Firms that are continuously
growing may have continual tax

. deferrals measured by the total amount

in the deferral accounts. Continual tax
deferrals are not permanent tax savings
since they do not confer a permanent

* tax benefit on utilities or their-investors,

When viewed in the aggregate, tax

" deferrals arising from timing differences

can continue into the indefinite future.
But the aggregate of all iming difference
transactions is simply the sum of the

individual timing difference transactions -

and the individual transactions reverse
as do their associated tax effects,

Permanent tax savings can arise from °
_ permanent differences as contrasted to
- timing differences. Permanent

differences (in ratemaking) are
differences between the amounts of
expenses or revenues recognized in one
period far income tax purposes and for’
ratemakmg which do not reverse or turn
around in one or more other periods.
The final rule-is not applicable to
permanent difference transactions. It
requires tax narmalization only for
timing difference transactions.

To the extent that prior Commissions

- fourid that permanent tax savings arose

from permanen! difference transactions
and denied tax normalization on that

" basis, we agree with and confirm that

finding. However, prior Commissions
appear to have used the lerm D
“permanent tax savings” to apply to
", Leaving aside
this semantic distinction, the
Commission does not believe a finding
of evanescent versus continual tax
deferrals should be the determinative
factor in a decision to adopt a policy of
tax normalization or flow-throigh.

F. Deferred Taxes as Customer-
Coritributed Capital; the “Loan” |
Analagy '

Tao illustrate certain aspects of the

and flow-through in revenue
requirements over time, the Notice and
the attached Staff Study used an
analogy of a customer loan. ltis
apparent from the comments, however,

that thla analogy mcreased rather
than reduced confusion. Indeed, the ]
source of many of the criticisms of tax -

normalization can be traced to the
erroneous premise that a loan is being -
made by ratepayers to the utilities.™ To
the extent that the Notice conveyed or
supported this notion as fact rather than
as an i.llustrative analogy, the ..
10T ecrar.

The example given in the’ Notice was
misleading, at the least, when it
hypothesized that customers make a
loan to their utility equal lo the tax .
normalization/flow-through-revenue
requiremént difference. As pointed out
by one reply commenter, ulilities do not
receive this amount. They only receive
an amount equal to the deferred lax’
component of the cost of service. The
rest goes to the U.S. Treasury in the
form of current taxes.”

. Second,; the example assumed a ’I‘ype

I timing differénce. If a Type Tof 0 -
timing difference had been used, the
loan would have appeared to be from
the utility to customers.

The analysis also assumed How- :
through as the base and-evaluated the !
incremental effects of tax normalization
on required revenues as the “loan", If
tax normalization had been assumed as

the base for the analysis of the Type

liming difference, the loan would have
again appeared to be from the utility ta
customers. Thus, the frame of reference
and type of liming difference used in the
analysis determined the source and
beneficiary of the “loan".

The *loan" analogy-is ¢learly wrong
to-the extent that it implies that
ratepayers have an ownershxp' claim or
eqliitable entitlement to-the “loaned
monies”. Tax normalization does not

’ impose any burden upon ralepayers to-

pay in excess of the casta associated
with the sérvices they receive. Under"
tax normalization, ratepayers are \
charged the same rates as they would -
have been charged had there been no
timing differences, f;e., if the [RS :
allocated expense and revenue
transactions to the same lime penods as
the regulatory agency.

At the most, the “loan" analogy can
be viewed as illustrative. It shows that’
the “return" obtained by ratepayers on
the “loan" is equal to the utility's after-
tax cost of capital. The important paint
here, however, is that customers receive '
in lower rates the full amount of the
savings achieved by companies by
virtue of their having use of the deferred

" This is not to.say that customers do not pay- ’
rales thatrecover deferred taxex: They do. But
paying delerred taxes in rates does not cnnvey an
ownership or a creditor's right,
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tax funds The deferred taxes represent
a.cost-free form of financial capitat to..
the utilities, The deduction of LR
accumulated deferred taxes from rate, -
base is not intended to provide :
_customers, with a return on funds. loaned "
to utilities. Rather, as.a number of .-
parties have correctly pointed out;itis. .
3imply a way of reflecting the fact that 4
certain portion of rate base is nat. .
ﬁnanced by investor funds so that there
is-no mtereSt" cost to the utility ona
- portion of jts rate base. There is no .

" “interes{” cost ‘that requues collechon in
rales .

. The stalf study pmceeded from here -

to discuss the unplxcahons of the notion -
- {hjat the “return* ratepayers receive {s in
the form of lower rates and is thus tax- -
:[rée. This.analysis seems to elevate the -
‘importance-cf the fictitious “return“:to
an unwarranted level. It raises queshons
:about the adéquacy of the “retiirn”. - .
when, from a‘policy perspective, 1 thls is -
irrelevant: Utilities employing tax’

. normalizatiod do not{ncrease. theu-
_eaned rates of return.above those they -+
are allowed because of normalizing .
. faxes..All the.benefits achieved from .

* having the-use of deferred taxes are-
passedlo ¢onsumers, In'order to give'
-,ratepayers any. higher "return”'on the .z
“deferred tax loan”, the Commissmu
. would have to: rarse unhty rates, not:
. lower them. -

- 'The. evaluahan of the ﬂow-thrcmgh

) and tax normalization dptions from the
. - point of view ‘of whether ratepayer.

.. discount rates are below, equal to; or :
" above the utifity’s: -after-tax cost of.

capual presupposes that the twa pohcles

" .are equally attractive {rom a just and
‘reasonable ratemaking perspective.
They are not equal. There are clear-cut -
differences between: the rateg set under
- atax normalizauon policy and those set
.under a flow-through policy. The -
Commission's -evaluation of these
- differences is that tax normalization -

" achieves rates that are more cost-related

. and equitable to ratepayers ovex' time, -

-analysis of tax normahzatlon from the .
perspective of a customer loan to have
little merit, it also finds little merit; in the -
criticiamis of the tax normahzauon U
" policy.that are based .on the *
:presumption a customer, loan "‘

“Hulemaking Versus. Case-by—Case
Treatment of Tax Normalization

1 Authonty for Rulemaking. Several
 commenters argued that to the extent.

i Examples, oI' thla type uf criticism include the
" arguments suggesting that tax normalization
djscourages sell-generation projecta or is
Inequitable to customers wha switch dealars .
because daparting customers lose part of the “loan”
they. have made. See Section [I-B; above. '

ereY v

‘authority.to granf tax iiormalization,
- (Se¢.Sections I-D and O-E.) '

the Commission canadapt tax.

normalization it must do so through
individual cate proceedings. In such

. proceedings, according o one: . - -

commenter, the Commission can' .
.approve tax normalization only if the-

“utility-démonstrated that.a tax deferral -

rather.than a permanent tax savings.is

. involved. Another commenter stated -
that a generic tax normalizatiod rule is a

perse violation of the just ¢ and
reasonable rate standard. because it
permits recognition of tax expenses
beyond thase “actually paid” without
the scrutiny of-individual case

- consideration. As discussed-above, the

Commmsxon finds that neuher the. .
permanent tax savings™ test nor the °
. “actus) taxes paid” principle is .

determinative gf the Commiasion's -

&5 for the'arguinént that the

- Commission must resalve-the tax -
- normalizationffow-through policy {ssue -
by ad[udicauon rather than rulemaking,” -

«thelaw.is dlrectly to the contrary.

» Courts-havé frequently upheld the :
Commission’s discretion.to-set rates
. through Tulemaking. ™ This hag been -
. specifically:recognized.in Alabama-

Tennessee.® Thescourt held-thatin
. deciding whether to adept flow-through "

- . ortax normalization the. Commission -

may-proceed by:rulemaking or . -

- “adjudicdtion:The Commission severed ..
. the tax.normelization‘issue. ‘from a rate’

case involving: Alabama-'l‘ennessee

-Natural Gas Company and severed 1he_
- same issue from numerous’ ‘other rate.

‘cases mvolvmg natural gag. compames.’-?

. Permma Easm Anea Rate Cases, 390

-us. 347'(\968) [approving the Comumission's

suthority to sat-area-wide producer ratés through
rulemaking): The Permian court established that the

-~ Commission's determinationa in the area of natursl

gas ratemaking will withstand.Judictal scrutiny if {1)

" the Commisaion bas acied within the scape alits ~ -

authority; (2) its rate deder'is based upon
subatantial evideace and {3} Lhe “end result” is just
and reagonable. 380 U.S. at 791. Therw is presently a

_ conflict betwean the United States Clrcult Courts of

Appeal over the specific question of whether the
“substanlial evideace” test'or the arblu-ary and

| capricious” standard applies to judicial review of

rulemakings under the Natural Cas Act Howaver,
several courts have indicated thet the * “arbitrary

and capricloul test and the "substantial avidencs",
teat may-nat, in practical effect, lmpose a different

‘| stacdard-of-raview for informa! njlemakings. See’

ECEE v. FERC, a11 F. 2d 554 (5th Clr, 1980),.a¢ 3019~
20, n, 22; Americon Public Gas Association v, FPC,

" s87 F. 2d 1018, 1028-29 (D.C. Cir. 1977} Assdciated

Industries’of N.Y: State, fne, v. US. Department of
Labor, 487 F. 2d 342, 349-50 (2d Clr. 1973) National
Small Shipment Traffic Coaferences Inc. v. CAB,

- 614 F. 2d 819 (D.C-Clr. 1980). In any eveat, the
. Commission belicves that this rule sallsﬂe: either
. test,

™ Alabama- Tennessee Narum/ Cas Ca v, FPC

350 F. 2d 218 (5th Cir. 1958).
» Alabdma-Tennessee Notural Gas Company )

FPC 208 (February 3. 1964), ref. den. 31 FPC 928 -
(April 15, 1984).

its opinion to determlne the just and
reasonable rate for Alabama-Tennessee
and to apply the general pnnmple as to -

.. all other parties.®

- On review, the.court recogmzed the
Commission’s wide diseretionin™ -~
choosing the appropiiate procedure,, .-
including rulemaking, to decxde the tax "
normalization issue:

The Commission was not obligated to
decide the rapid depreciation issieina

> rulemaking rather than a ratemaking

*proceeding. The cholce between procéeding
" by general rule or by individual, ad ho¢
litigation ia oné that lies in the informed-
dxscrehon of the admmlsxrauve agency w.

Tbe court further stated that:

“ebpg long, however.,as the Cnmmissxon
stays within consututional ‘and gtatutory. . .
. limils; it is.competent 1o déterming whether PR
to deal witha policy.probleminan . .

" adjudicalory. proceeding/a nﬂema‘kmg
procgeding;. or a special- proceedx ig of
. type employed In this cases® =, 7" ST

" The couit conduded thar

* ¢ Sthe Comrmssmu was:within its j power
in adopting ﬂow-t}\roug}x for Alabamd=:" -
Tennessea {n a proceeding:indeérSection4of - . .
"the Naturdl Gas.Act, évén though the Fndings:” © '
“and-order withrespectic the petitioner: ., e -
- estéblish a pglicy that may- a{sb’nﬂ'ect olher_.r-':‘
mterstate p(pelme companles . :

proceed by rulema.kmg ontax "
normalization-as follows:. " .

~if-anything, the ‘Siurts Raye aﬂproved the
Comimnission's’past pi'eference to resolve the
* tax normalization issue ln individual rate "
proceedings with some: mxsgmngs and have
_clearly inclined toward the view that
adoption of such an industry-wide policy -
could bést be considered in a rulemaking
proceeding where all potentially affected-
.parties could parhcnpate u ’

Moreaver; the Supreme Court has made'» .
it clear that an adrmmstratwe agency :

Yd at92g. . . S

% 359 F. 2d at 343 (citation and- lootnnle ommed).

. B, (citation omjtted). g e Lot

“idatM4.- ., ' .

o Reply Comments, ofEl Puo Nalural Cas -
Company af 7-8. The footnute to lhe above quo(ed
language provided:

“See City of Chlcaga v. FPC 385 Fi2d 629, 843
- +(D.C. Cir. 1987) (FPC free to utilize adjudicationof . -
_pipellne rales ‘notwithatanding the efforts of courts .
and scholars to encoyrage greater.use of régulations
for broad poiicy declaration’); A/abama-Tennesses
Natural Gaa Co.v: FPC, supra, note 11, at 341
(Csingulacly eccentric that a matter as Important (o
the natural gas industry ss the.Commission's abayt-
face on liberalized depreciation’ ia re:olved ine -
single pipeline rate proceeding but approves choice.
of procedure). See alvo.San Antonio v. United
States, — F. 2d —, No. 78-2051 {D.C. Cir. funa 8, .
1980) (Slip Op. at 33) (applicatian of rule specifying
tax normalization lo mdxwduel rale proceedms
_upheld).”
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Request No: TIEC5-68

CENTERPOINT ENERGY, INCORPORATED
PUC DOCKET NO. 29526
SOAH DOCKET NO. 473-04-4555

TEXAS INDUSTRIAL ENERGY CONSUMERS

Q. Please state whether and how the amounts shown in Schedule IX will be recognized during the
determination or recovery of stranded costs.

A.  The amounts shown on Schedule IX would not affect the determination of stranded costs. The
accumulated deferred income tax amounts could affect the recavery of stranded costs if the PUCT
uses a time value of money concept similar to the concept used in the first securitization. In the
first securitization, the Company used the time value concept only for accumulated deferred
income taxes and not for any of the other amounts on Schedule IX. This is consistent with the
PUCT Staff's conclusion in Project No. 26892 with respect to accumulated deferred income taxes
included on Schedule IX. The PUCT Staff stated:

"Consideration of tax effects has a bearing on the present-value calculations of revenue
requirements. Therefore, even if it is the case that consideration of a company's tax information

does not have a direct effect on the quantification of stranded costs, such information will need to
be considered when the method of recovery of stranded costs is determined.”

Sponsor: Robert W. Hriszko

Attachments: None
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d::

Dear ***

This letter responds to your request, dated October 5, 1993, that was submitted
on behalf of the Taxpayer. You have requested whether the ratable reduction in
regulated tax expense, for the applicable portions of the Plant, violates the
normalization requirements of sections 46(f) (2), 46(f) (10}, and 168(i) (9) (B) of
the Internal Revenue Code.

The Taxpayer has represented the facts to be as follows:

The Taxpayer is a wholly-owned subsidiary of the Parent. The Taxpayer is an
investor-owned regulated public utility engaged in the generation, purchase,
transmission, distribution and sale of electric energy in State X and State Y. The
Taxpayer requests this ruling with respect to its State X service areas.

The Taxpayer has two wholly owned subsidiaries, Corporation A and Corporation B.
Both of these State X corporations were organized as financing vehicles for the
Plant. The Commission determined and reaffirmed that these financing vehicles are
transparencies as far as rate filings are concerned. All of the operating expenses
of Corporations A and B are paid by the Taxpayer. The Corporations and the

Taxpayer are consolidated for ratemaking purposes and financial reporting purposes.

The Taxpayer and Parent are calendar year taxpayers and employ the accrual
method of accounting. The Taxpayer and the Corporations are included in the
consolidated income tax return filed by Parent. The District Director's office in
District has examination jurisdiction over the Parent's tax returns.

The Plant generates approximately 30 percent of the Taxpayer's capacity
requirements in State X. All of the Plant is used to generate electricity for the
Taxpayer's customers and all of the electric ocutput is sold at rates determined by
the Commission. All of the operating and maintenance costs for both units of the
Plant are included in the rates set by the Commission. All of the Taxpayer's fuel
costs for both units of the Plant are included in rates subject to the
Commission's authority over a fixed fuel factor.

In Docket A, relating to Unit L of the Plant, the Commission made a number of
findings. Unit 1 was placed in service for both tax and book purposes during c.
Unit 1 qualifies as transitional property under sections 203 and 21l of the Tax
Reform Act of 1986 (the "Act”) and is, therefore, eligible for the Investment Tax
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Credit (ITC) and accelerated tax depreciation using the accelerated cost recovery
system (ACRS).

In Docket A, the Commission determined as imprudent a dollars of the b dollars
requested costs for Unit 1 and would not allow these costs to be included in rate
base. No depreciation expense was provided in cost of service for the costs not
included in rate base. No accumulated deferred Federal income taxes (ADFIT) were
included for the costs not included in rate base.

In determining cost of service, the Federal income tax calculation did not
utilize depreciation on the Unit 1 costs not included in rate base. Furthermore,
in determining cost of service the Federal income tax calculation did not utilize
ITC on the Unit 1 costs not included in rate base.

In Docket B, relating to Unit 2 of the Plant, the Commission made a number of
findings. Unit 2 was placed in service for both tax and book purposes during d.
Unit 2 does not qualify as transitional property under sections 203 and 211 of the
Tax Reform Act of 1986 and is, therefore, not eligible either for the Investment
Tax Credit (ITC) or accelerated tax depreciation using the accelerated cost
recovery system (ACRS). Unit 2 will be depreciated under the modified accelerated

cost recovery system (MACRS).

In Docket B the Commission allowed in rate base e dollars of the requested f
dollars of Unit 2 costs. The Commission further determined that g dollars would be
the ultimately allowed costs for Unit 2 but that the excess of g dollars over e
dollars would have to be addressed in another rate proceeding. In addition, the
Commission determined as imprudent i dollars of h dellars requested as additional
costs for Unit 1 and would not allow these costs to be included in rate base.

Furthermore, the Commission made a number of additional findings in the two
dockets that relate to the normalization requirements. In determining Federal
income tax expense, the Commission did not include a provision for deferred taxes
associated with the disallowed property related to the two units of the Plant.
Nor, in fact, did the Commission allow a depreciation expense for the costs not
included in rate base.

In determining Federal income tax expense, the Intervenor proposed to deduct in
the current tax calculation the accelerated depreciation associated with the
disallowed portions of Units One and Two. Similarly, the Intervenor proposed to
include in the determination of Federal income tax expense the amortized amount of
the Investment Tax Credit relating to the disallowed portion of Unit 1.

Thus, the crucial issue in this request is whether or not the tax benefits
(investment tax credits and accelerated depreciatiocn deductions) associated with
Unit 1 property disallowed and excluded from rate base can be utilized in the
Federal income tax calculation for cost of service without violating the
normalization requirements of the Code. Taxpayer and Intervenor took opposite
positions on this issue. The Commission, while adopting the Taxpayer's position,
directed the Taxpayer to request a ruling from the Internal Revenue Service for
the purpose of determining whether adoption of the Intervenor's proposals complied
with the normalization requirements.

Prior to the enactment of the Act, section 38 of the Code provided for an
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investment tax credit. Sections 46(f) (1) and 46(f) (2) imposed limitations on the
use of ITC by regulated public utility companies. Section 46(f) (1) applied
generally except as to taxpayers that elect the application of section 46(f) (2).

The Taxpayer has represented that it made a timely election under section 46(f) (2).

Section 46(f){2) of the Code provided that no ITC shall be allowed with respect
to public utility property if (1) the taxpayer's cost of service for ratemaking
purposes or in its regulated books of account is reduced by more than a ratable
portion of the otherwise allowable ITC, or (2) the base to which the taxpayer's
rate of return for ratemaking purposes is applied is reduced by reason of any
portion of the otherwise allowable ITC.

In determining whethex, or to what extent, the investment credit has been used
to reduce cost of service, section 1.46-6(b) (2) (ii) of the requlations provides
that reference shall be made to any accounting treatment that affects cost of
service. An example of such treatment is a reduction in the amount of Federal
income tax expense taken into account for ratemaking purposes by all or a portion

of the credit.

Section 1.46-6(b) ({3) (ii) (A) of the regulations provides that in determining
whether, or to what extent, the investment credit has been used to reduce rate
base, reference shall be made to any accounting treatment that affects rate base.
In addition, reference shall be made to any accounting treatment that reduces the
permitted return on investment by treating the credit less favorably than the
capital that would have been provided if the credit were unavailable.

Section 1.46-6(b) (4) (i) of the regulations provides that cost of service or rate
base is also considered to have been reduced by reason of all or a portion of a
credit if such reduction is made in an indirect manner. Under section
1.46-6(b) (4) (ii), one type of such indirect reduction is any ratemaking decision
in which the credit is treated as operating income subject to ratemaking
regulation or is treated less favorably than the capital that would have been
provided if the credit were unavailable. For example, if the credit is accounted
for as nonoperating income on a company's regulated books of account but a
ratemaking decision has the effect of treating the credit as operating income in
determining rate of return to common shareholders, then cost of service has been
indirectly reduced by reason of the credit.

According to section 1.46-6(b) (4) (iil) of the regulations, a second type cf
indirect reduction is any ratemaking decision intended to achieve an effect
similar to a direct reduction to cost of service or rate base. In determining
whether a ratemaking decision is intended to achieve this effect, consideration is
given to all the relevant facts and circumstances of each case, including, but not
limited to, the record of the proceeding, the regulatory body's orders or opinions
{including any dissenting views), and the anticipated effect of the ratemaking
decision on the company's revenues in comparison to a direct reduction to cost of
service or rate base by reason of the investment tax credits available to the

regulated company.

For purposes of determining whether or not the taxpayer's cost of service for
ratemaking purposes is reduced by more than a ratable portion of the investment
credit, section 46(f) (6) of the Code provides that the period of time used in
computing depreciation expense for purposes of reflecting operating results in the
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taxpayer's regulated books of account shall be used. Under section 1.46- 6(g) {2)
of the reqgulations, what is "ratable" is determined by considering the period of
time actually used in computing the taxpayer's regulated depreciation expense for
the property for which a credit is allowed. The term "regulated depreciation
expense” means the depreciation expense for the property used by a regulatory body
for purposes of establishing the taxpayer's cost of service for ratemaking

purposes.

According to section 46(f) (10) (A) of the Code, one way in which the requirements
of section 46(f)(2) are not met is if the taxpayer, for ratemaking purposes, uses
a procedure or adjustment that is inconsistent with these requirements. Under
section 46(f) (10) (B), such inconsistent procedures and adjustments include the use
of an estimate or projection of the taxpayer's qualified investment for purposes
of the investment credit allowable under section 38 unless such estimate or
projection is also used, for ratemaking purposes, with respect to the taxpayer's
depreciation expense and rate base.

Taxpayer's ruling requests depend, in part, upon whether or not the disallowed
portion of the Plant is public utility property. If the disallowed portion of the
Plant is not public utility property, then the ratemaking and accounting
treatments of the investment credit generated by the disallowed portion of the
plant are outside the scope of section 46(f) of the Code.

Section 46(£) (5) (A) of the Code defines the term "public utility property" as
property that is public utility property within the meaning of section 46(c) (3) (B)

Under section 46(c) (3) (B), public utility property includes property used
predominantly in the trade or business of the furnishing or sale of electrical
energy Lf the rates for such furnishing or sale have been established or approved
by a public service or public utility commission or other similar body of any
State or political subdivision thereof.

Section 1.46-3(g) (2) (i) of the regulations provides that public utility property
is property used by a taxpayer predominantly in a trade or business that is a
"public utility activity." According to section 1.46-3(g) (2)(ii), a public utility
activity includes electrical energy furnished or sold at regulated rates. Section
1.46-3(g) {2) (ii) further provides that if property is used by a taxpayer both in a
public utility activity and in another activity, the characterization of the
property is based on the predominant use of the property during the taxable year
in which it is placed in service.

Section 1.46-3(g) (2) (iii) of the regulations provides that a taxpayer's rates
are "regulated" if they are established or approved on a rate-of-return basis.
Rates regulated on a rate-of-return basis are an authorization to collect revenues
that cover the taxpayer's cost of providing goods or services, including a fair
return on the taxpayer's investment in providing such goods or services, where a
taxpayer's costs and investment are determined by use of a uniform system of
accounts prescribed by the regulatory body. A taxpayer's rates are not "requlated"
if they are established or approved on the basis of maintaining competition within
an industry, insuring adequate service to customers of an industry, or charging
"reasonable" rates within an industry since the taxpayer is not authorized to
collect revenues based on the taxpayer's cost of providing goods or services.

In setting the rates in Dockets A and B, the Commission excluded a certain
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percentage of Taxpayer's investment in the Plant from both rate base and regulated
depreciation expense. However, the rates to be charged for all of the electricity
generated by the Plant, including the disallowed portion, are determined by the
Commission. Further, the Commission allowed the recovery from ratepayers of all of
the operating and maintenance expenses incurred for the Plant. As a result, the
Plant is used predominantly to furnish or sell electricity at regulated rates and
thus, the entire Plant, including the disallowed portion, is public utility
property within the meaning of section 46(c) (3) (B} of the Code. Consequently, the
investment credit generated by the Plant, including the portion related to the
disallowed portion, is subject to the normalization rules of section 46(f).

Taxpayer's first ruling request relates to whether the Intervenor's proposal for
a ratable reduction in regulated tax expense for that portion of the ITC claimed
on Unit 1 of the Plant not included in cost of service or rate base violates the
normalization requirements of sections 46(f) {2) or 46(f) (10) of the Code. The
effect of this accounting treatment would be to allow ratepayers a benefit from
the Taxpayer's ITC even where the stockholders neither earn a return on the
related property nor recover their investment in the property through rates.

The Service does not determine such purely regulatory questions as whether the
proposals of a public utility commission will produce just and equitable rates.
Consequently, the Service, in Taxpayer's first ruling request, will determine only
whether the normalization provisions of section 46(f) (2} of the Code would be
violated when the investment credit attributable to the disallowed costs of the
Plant is used to reduce the tax expense component of cost of service.

Any public utility that claims the investment credit for public utility property
must use "normalization" accounting in calculating the rates to be charged its
customers and in maintaining its regulated books of account. Under normalization
accounting, the immediate flow through of the investment credit for public utility
property to the utility's customers is prohibited. Instead, under section 46(f) (2)
of the Code, for ratemaking purposes the utility defers the investment credit on
public utility property that it claimed for Federal income tax purposes and then
amortizes the deferred balance ratably over the regulatory life of the property
generating the credit. |

The normalization rules of section 46(f) (2) of the Code do not require public
utility commissions to take investment credit on public utility property into
account in determining cost of service, but do permit them to do so provided the
reduction to cost of service is by no more than a ratable portion of the credit.

Specifically, the issue is whether the normalization provisions of the Code
would be violated if tax savings claimed for the disallowed portion of the Plant
are used to reduce the tax expense component of cost of service even though the
disallowed costs are excluded from both rate base and regulated depreciation

expense.

As determined above, the entire Plant is public utility property. As a result,
the investment credit generated by the Plant, including the amount related to the
disallowed portion, is subject to the normalization requirements of section
46 (£} (2) of the Code. One way in which the requirements of section 46(f) (2) are
not met is if the consistency rules of section 46(f) (10) are violated.
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Under the consistency rules of section 46(f) (10) of the Code, any ratemaking
procedure or adjustment that uses an estimate or projection of the utility's
qualified investment for the investment credit allowable by section 38 must be
consistent with the estimates and projections of property that are used for
requlated depreciation expense and for rate base. In general, a taxpayer's
qualified investment is computed under section 46(c) (1) by applying the applicable
percentage (as determined under the table in section 46(c) (2)) to the basis of the

property.

Under the Intervenor's proposal, the tax expense component of the cost of
service would be reduced for the investment credit attributable to the disallowed
portion of the Plant. As a result, for ratemaking purposes 100 percent of
Taxpayer's basis in the Plant would be used in determining Taxpayer's qualified
investment for the investment credit allowable while less than 100 percent of
Taxpayer's basis in the Plant would be used for determining regulated depreciation
expense and for determining rate base. Thus, the treatment of the tax expense
component of the cost of service would violate the consistency requirements of
section 46(f) (10) of the Code.

Thus, any reduction to the tax expense component of the cost of service for
investment credit on public utility property not included in rate base or not
recovered through requlated depreciation expense will constitute a violation of
the normalization requirements of section 46(f}){2) of the Code.

Based on Taxpayer's representations and the analysis as set forth above, we
conclude, with respect to the Taxpayer's request whether the Intervenor's proposal
for a ratable reduction in regulated tax expenses for that portion of Unit 1 of
the Plant not included in cost of service or rate base would violate the
normalization requirements of sections 46(f) (2} and 46(f) (10) of the Code, we find
as follows:

1. All of Unit 1 of the Plant, including the disallowed costs, is public utility
property within the meaning of section 46(c)(3)(B) of the Code and, thus, is
subject to the normalization provisions of section 46(f).

2. In order to satisfy the regquirements of section 46(f) (10) of the Code there
must be a consistency in the treatment of costs for rate base purposes, regulated
depreciation expense purposes, and ITC purposes. Thus, the Intervenor's proposal
for a reduction in the tax expense component of cost of service for any portion of
the investment credit claimed on the costs of the Plant not allowed in rate base
or in cost of service would violate the normalization requirements of section

46 (£} (2).

Taxpayer's second request relates to whether the Intervenor's proposal to reduce
the regulated tax expense through means of the immediate flow-through for that
portion of accelerated depreciation claimed on the portion of both Units 1 and 2
of the Plant not included in cost of service or rate base, violates the
normalization requirements of section 166(i)(2)(B) of the Code. The discussion
below is in terms of MACRS under sections 168 (1) (9) (A) and 168(i) (9) (B} of the
Code. Former sections 168(e) (3) (B) and l68(e) (3) (C) relating to ACRS are
essentially the same. Thus, although the discussion specifically relates to MACRS
property, the analysis is equally applicable to ACRS property.
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Section 168 (i) (10) of the Code defines, in part, public utility property as
property used predominantly in the trade or business of the furnishing or sale of
electrical energy if the rates for such furnishing or sale, as the case may be,
have been established or approved by a State or political subdivision thereof, by
any agency or instrumentality of the United States, or by a public service or
public utility commission or other similar body of any State or political
subdivision thereof.

Prior to the Revenue Reconciliation Act of 1990, the definition of public
utility property was contained in section 167(1) (3) (A) of the Code and section
168 (i) (10) which defined public utility property by means of a cross reference to
section 167 (1) (3) (A). The definition of public utility property is unchanged.
Section 1.167(1l)~1(b) of the regulations provides that under section 167(Ll) (3) (A},
property is public utility property during any period in which it is used
predominantly in a section 167(l) public utility activity. The term "section
167(1) public utility activity” means, in part, the trade or business of the
furnishing or sale of electrical energy if the rates for such furnishing or sale,
as the case may be, are regulated, i.e., have been established or approved by a
regulatory body described in section 167 (1) (3} (A). The term "regulatory body
described in section 167(1)(3) (A)" means a State (including the District of
Columbia) or political subdivision thereof, any agency or instrumentality of the
United States, or a public service or public utility commission or other body of
any State or political subdivision thereof similar to such a commission. The term
"established or approved” includes the filing of a schedule of rates with a
regulatory body which has the power to approve such rates, though such body has
taken no action on the filed schedule or generally leaves undisturbed rates filed

by the taxpayer.

The definitions of public utility property contained in section 168(1i) (10) and
former section 46(f) {S) of the Code are essentially identical. Section
1.167(1)~1{b) of the regulations restates the statutory definition providing that
property will be considered public utility property if it is used predominantly in
a public utility activity and the rates are regulated. Section 1.167(1)-1(b) (1) of
the regulations provides that rates are regulated for such purposes if they are
established or approved by a regulatory body. The terms established or approved
are further defined to include the filing of a schedule of rates with the
regulatory body which has the power to approve such rates even though the body has
taken no action on the filed schedule or generally leaves undisturbed rates filed.

The reqgulations under section 46 of the Code, specifically section 1.46-
3(g) (2), contain merely an expanded definition of reqgulated rates. This expanded
definition embodies the notion of rates established or approved on a rate of
return basis. This notion is not specifically provided for in the regulations
under former section 167 or section 168 of the Code. Nevertheless, there is an
expressed reference to rate of return in section 1.167(l)- 1(h) (6)({i). The
operative rules for normalizing timing differences relating to use of different
methods and periods of depreciation are only logical in the context of rate of
return regulation. The normalization method, which must be used for public utility
property to be eligible Eor ACRS and MACRS, is defined in terms of the method the
taxpayer uses in computing its tax expense for purposes of establishing its cost
of service for ratemaking purposes and reflecting operating results in its
regulated books of account. These are explicit elements of the definition of rate
of return regulation contained in section 1.46-3(g)(2) of the regulations. Thus,
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it is clear that the definition of public utility property is the same for
purposes of the ITC and depreciation. It follows, that if property is public
utility property for purposes of the ITC it is also public utility property for
purposes of depreciation.

Sections 168(f) (2}, (i)(9) and (i) (10} of the Code provide that before an owner
of public utility property can depreciate that property using an accelerated
method of depreciaticn, the normalization requirements must be met. Section
168(i}) (9) (A) states that in order to use a normalization method of accounting with
respect to any public utility property for purpose of subsection (f)(2) the
taxpayer must, in computing its tax expense for purpcses of establishing its cost
of service for ratemaking purposes and reflecting operating results in its
regulated books of account, use a method of depreciation with respect to such
property that is the same as, and a depreciation period for such property this is
no shorter than, the method and period used to compute its depreciation expense
for such purposes; and if the amount allowable as a deduction with respect to such
property differs from the amount that would be allowable as a deduction under
section 167 using the method (including the period, first and last year
convention, and salvage value) used to compute regulated tax expense, the taxpayer
must make adjustments to a reserve to reflect the deferral of taxes resulting from

such difference.

Section 168(1) (9) (B) (i) of the Code provides that a normalization method of
accounting does not exist if for ratemaking purposes a procedure or adjustment is
used which is inconsistent with the requirements of section 168(i} (9)(A). Section
168(1i) (9) (B) (ii) provides that the procedures and adjustments which are to be
treated as inconsistent for purposes of section 168(1) (9) (B) (i) shall include any
procedure or adjustment for ratemaking purposes which uses an estimate or
projection of the taxpayer's tax expense, depreciation expense, or reserve for
deferred taxes unless such estimate or projection is also used, for ratemaking
purposes, with respect to the other two such items and with respect to rate base.

Under the Intervenor's proposal, the tax expense component of the cost of
‘service would be reduced for the depreciation allowance attributable to the
disallowed portion of the Plant. As a result, for ratemaking purposes 100 percent
of Taxpayer's basis in the Plant would be used in determining Taxpayer's qualified
investment for the depreciation allowance while less than 100 percent of
Taxpayer's basis in the Plant would be used for determining regulated depreciation
expense and for determining rate base. Thus, the treatment of the tax expense
component of the cost of service would violate the consistency requirements.

Thus, based on Taxpayer's representations and the analysis as set forth above,
we conclude, with respect to the Taxpayer's request whether the reduction in
requlated tax expense through means of the immediate flow-through for that portion
of accelerated depreciation claimed on the portion of the Plant not included in
cost of service or rate base violates the normalization requirements of section
168(i) {9) (B) of the Code, we find as follows:

1. all of the Plant (Units 1 and 2), including the disallowed costs, is public
utility property within the meaning of section 168(i){(10) of the Code and, thus,
is subject to the normalization provisions of section 168(1i).

2. In order to satisfy the requirements of section 168(1i) (9) (B} of the Code
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there must be a consistency in the treatment of costs for rate base purposes,
regulated depreciation expense purposes, tax expense purposes, and deferred tax
revenue purposes. Under the Intervenor's proposal, the reduction in requlated tax
expense through means of the immediate flow-through for that portion of
accelerated depreciation claimed on the portion of the Plant not included in cost
of service or rate base would violate the normalization requirements of section

168 (1) (9) (B).

3. Section 168(i) {(9) (A) of the Code requires that the depreciation period used
for purposes of determining tax expense for cost of service purposes can be no
shorter than the period used for purposes to compute regulated depreciation
expense and that the method used for computing depreciation for the tax expense
component of cost of service must be the same as the method used for computing
regulated depreciation expense. Under the Intervenor's proposal, the fact that
depreciation of the disallowed portions of the Plant would be permitted for
purposes of computing tax expense but not for purposes of computing regulated
depreciation expense is indicative that the methods are not the same. Thus, the
requirements of section 168(i} (9) (A) would be violated.

Except as specifically set forth above, no opinion is expressed concerning the
federal income tax consequences of the above-described facts under any other
provision of the Code or regulations. This letter ruling is directed only to the
taxpayer who requested it. Section 6110(3) (3) of the Code provides that this
ruling may not be used or cited as precedent.

In accordance with the power of attorney on file, a copy of this letter is being
sent to your authorized legal representatives.

Sincerely yours,

CHARLES B. RAMSEY

Chief, Branch 6
P
Office of the Assistant Chief Counsel

(passthroughs and Special Industries)

This document may not be used or cited as precedent. Section 6110(j) (3) of the
Internal Revenue Code.

PLR 9547008, 1995 WL 693615 (IRS PLR)

END OF DOCUMENT
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Internal Revenue Service (I.R.S.)
Private Letter Ruling

Issue: March 26, 1993
December 21, 1992
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% dollars: * * ¢

Dear ® * *

This letter responds to your letter of January 9, 1992, requesting rulings under
the normalization requirements of sections 46(f) (2} and (10} of the Internal
Revenue Code with respect to investment credit claimed for the portion of the
Plant that is excluded from both rate base and regulated depreciation expense.

Taxpayer represents that the facts are as follows:

Taxpayer is an investor-owned public utility engaged in the generation,
purchase, transmission, distribution, and sale of electricity in State X, and is
regulated by the Commission. Taxpayer is a wholly owned subsidiary of Parent,
which files a consolidated federal income tax return on a calendar year basis
using the accrual method of accounting.

For purposes of the investment credit normalization rules under section 46(f) of
the Code, Taxpayer has elected to be treated under section 46(f) (2).

In its request for rate increases in Docket Y, Taxpayer based its revenue
requirements on a historical test year ended and made a post test year adjustment
by reclassifying its investment in the Plant from Construction Work in Progress to
Plant in Service. This investment includes Taxpayer's purchase of minority
ownership interests in the Plant ("Purchased Assets").

In its final order in Docket Y, however, the Commission disallowed W dollars of
Taxpayer's investment in the Plant, including a portion of the costs related to
the Purchased Assets, as imprudent expenses for ratemaking purposes. The w dollars
are excluded from both rate base and requlated depreciation expense. The
investment credit claimed by Taxpayer for the disallowed costs totalled N dollars.

Although the Commission disallowed a portion of Taxpayer's investment in the
Plant, the Commission decided not to deregulate that disallowed portion and
consequently, retained jurisdiction over the entire Plant. The rates to be charged
for all of the electricity generated by the Plant are determined by the
Commission. Further, the Commission has allowed, and Taxpayer believes it will
continue to allow, the recovery from ratepayers of all of the operating and
maintenance expenses incurred for the Plant.

For financial reporting purposes, Taxpayer recognized the net amount of the
prudence disallowance less the associated tax benefits in the account Provision
for Regulatory Disallowance. This account was reported as a nonoperating or a
below-the-line expense. The journal entry made by Taxpayer for the investment
credit related to the disallowed portion of the Plant is as follows:

(1) Debit Accumulated Resarve for ITC (a balance sheet account) for N dellars;

and
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(2) Credit Provision for Regulatory Disallowance (a nonoperating expense
account) for x dollars.
The effect of this accounting treatment for the investment credit is to flow
through the credit of X dollars immediately to the shareholders of Taxpayer.

Taxpayer represents that the Plant, including the Purchased Assets, was placed
in service for Federal income tax purposes in * * *. As of * ®* * the disallowed
costs of w dollars represents v percent of the Plant's book basis and z, percent

of the Plant's tax basis.

Certain intervenors in Docket Y filed appeals to a district court of State X,
challenging the Commission’'s order in Docket Y. Among the issues raised on appeal,
the intervenors are contesting the Commission's determination of the tax expense
component of cost of service. In Docket Y, Taxpayer's regulated federal income tax
expense is computed on the basis of a separate tax return by including only the
revenues and expenses that are included in cost of service or rate base. As a
result, no federal income tax benefits associated with the disallowed portion of
the Plant (including the investment credit of x dollars) are reflected in the tax
expense component of cost of service. The intervenors argue that for ratemaking
purposes, Taxpayer must calculate its federal income tax expense by taking into
account the tax benefits associated with the disallowed costs of the Plant
(including the investment credit of N dollars) even though such costs and related
tax benefits are reported below-the-line.

The appeals are currently pending before the district court. The intervenors and
Taxpayer have the statutory right to appeal the decision of the district court to
a Court of Appeals of State X. Review of a court of appeals' decision is

discretionary with the Supreme Court of State X upon application for writ of error.

Taxpayer is concerned that the treatment of the investment credit of X dollars
as recorded for financial reporting purposes and that the calculation of federal
income tax expense for ratemaking purposes as proposed by the intervenors may
violate the normalization rules under sections 46(f) (2) and (10) of the Code.
Accordingly., Taxpayer seeks the following rulings:

1. Whether the immediate flow-through to Taxpayer's shareholders of the
investment credit claimed on the costs of the Plant not allowed in rate base or in
cost of service would violate the normalization requirements of section 46(f) (2)
of the Cecde?

2. Whether the reduction in regulated tax expense for any portion of the
investment credit claimed on the costs of the Plant not allowed in rate base or in
cost of service would violate the normalization requirements of section 46(f) (2)
of the Code?

Taxpayer has elected to account for its investment credit on public utility
property in accordance with section 46(f) (2) of the Code. This section provides
that no investment credit shall be allowed with respect to any public utility
property of the taxpayer (a) if the taxpayer's cost of service for ratemaking
purposes or in its regulated books of account is reduced by more than a ratable
portion of the investment credit,, or (b) if the base to which the taxpayer's rate
of return for ratemaking purposes is applied is reduced by reason of any portion
of the investment credit.

The term "cost of service" is defined under section 1.46-6(b) (2) (1) (A) of the
Income Tax Requlations as being the amount required by a taxpayer to provide
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regulated goods or services. Cost of service includes operating expenses,
maintenance expenses, depreciation expenses, tax expenses, and interest expenses.
Any effect on a taxpayer's permitted return on investment that results from a
reduction in the taxpayer's rate base does not constitute a reduction in cost of
service, even though, as a technical ratemaking term, cost of service ordinarily
includes a permitted return on investment.

In determining whether, or to what extent, the investment credit has been used
to reduce cost of service, section 1.46-6(b) (2)(ii) of the regulations provides
that reference shall be made to any accounting treatment that affects cost of
service. An example of such treatment is the reduction of the amount of Federal
income tax expense taken into account for ratemaking purposes by all or a portion

of the credit.

Section 1.46-6(b) (3) (ii) (A) of the regulations provides that in determining
whether, or to what extent, the investment credit has been used to reduce rate
base, reference shall be made to any accounting treatment that affects rate base.
In addition, in those cases in which the rate of return is based on the taxpaver's
cost of capital, reference shall be made to any accounting treatment that reduces
the permitted return on investment by treating the credit less favorably than the
capital that would have been provided if the credit were unavailable.

Section 1.46-6(b) (4) (i) of the regulations provides that cost of service or rate
base is also considered to have been reduced by reason of all or a portion of a
credit if such reduction is made in an indirect manner. Under section
1.46-6(b) (4) (ii), one type of such indirect reduction is any ratemaking decision
in which the credit is treated as operating income subject to ratemaking
regqulation or is treated less favorably than the capital that would have been
provided if the credit were unavailable. For example, if the credit is accounted
for as nonoperating income on a company's regulated books of account but a
ratemaking decision has the effect of treating the credit as operating income in
determining rate of return to common shareholders, then cost of service has been
indirectly reduced by reason of the credit.

According to section 1.46-6(b) (4) (iii) of the regulations, a second type of
indirect reduction is any ratemaking decision intended to achieve an effect
similar to a direct reduction to cost of service or rate base. In determining
whether a ratemaking decision is intended to achieve this effect, consideration is
given to all the relevant facts and circumstances of each case, including, but not
limited to, the record of the proceeding, the regulatory body's orders or opinions
(including any dissenting views), and the anticipated effect of the ratemaking
decision on the company's revenues in comparison to a direct reduction to cost of
service or rate base by reason of the investment tax credits available to the

regulated company.

For purposes of determining whether or not the taxpayer's cost of service for
ratemaking purposes is reduced by more than a ratable portion of the investment
credit, section 46(f)(6) of the Code provides that the period of time used in
computing depreciation expense for purposes of reflecting operating results in the
taxpayer's regulated books of account shall be used. Under section 1.46-6(g)(2) of
the regulations, what is “"ratable” is determined by considering the period of time
actually used in computing the taxpayer's regulated depreciation expense for the
property for which a credit is allowed. The term "regulated depreciation expense"
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means the depreciation expense for the property used by a regulatory body for
purposes of establishing the taxpayer's cost of service for ratemaking purposes.

According to section 46(f) (10) (A) of the Code, one way in which the requirements
of section 46(f) (2) are not met is if the taxpayer, for ratemaking purposes, uses
a procedure or adjustment that is inconsistent with these requirements. Under
section 46(f) (10) (B), such inconsistent procedures and adjustments include the use
of an estimate or projection of the taxpayer's qualified investment for purposes
of the investment credit allowable under section 38 unless such estimate or
projecticn is also used, for ratemaking purposes, with respect to the taxpayer's
depreciation expense and rate base.

Both of Taxpayer's ruling requests depend upon whether or not the disallowed
portion of the Plant is public utility property. If the disallowed portion of the
Plant is not public utility property, then the ratemaking and accounting
treatments of the investment credit generated by the disallowed portion of the
Plant are outside the scope of section 46(f) of the Code.

Section 46(f) (5) (A) of the Code defines the term "public utility property” as
property that is public utility property within the meaning of section 46(c) (3) (B}

Under section 46(c) (3) (B}, public utility property includes property used
predominantly in the trade or business of the furnishing or sale of electrical
energy if the rates for such furnishing or sale have been established or approved
by a public service or public utility commission or other similar body of any
State or political subdivision thereof.

Section 1.46-3(g}{2) (i) of the regulations provides that public utility property
is property used by a taxpayer predominantly in & trade or business that is a
"public utility activity." According to section 1.46-3(g)(2) (ii), a public utility
activity includes electrical energy furnished or sold at regulated rates. Section
1.46-3(qg) (2)(ii) further provides that if property is used by a taxpayer both in a
public utility activity and in another activity, the characterization of the
property is based on the predominant use of the property during the taxable year
in which it is placed in service.

Section 1.46-3(g) (2)(iii} of the regulations provides that a taxpayer's rates
are "requlated" if they are established or approved on a rate-of-return basis.
Rates regulated on a rate-of-return basis are an authorization to collect revenues
that cover the taxpayers cost of providing goods or services, including a fair
return on the taxpayer's investment in providing such goods or services, where a
taxpayer's costs and investment are determined by use of & uniform system of
accounts prescribed by the regulatory body. A taxpayer's rates are not "regulated”
if they are established or approved on the basis of maintaining competition within
an industry, insuring adequate service to customers of an industry, or charging
“reasonable" rates within an industry since the taxpayer is not authorized to
collect revenues based on the taxpayer's cost of providing goods or services.

In setting the rates in Docket Y, the Commission excluded y percent of
Taxpayer's investment in the Plant from both rate base and regulated depreciation
expense. However, the rates to be charged for all of the electricity generated by
the Plant, including the disallowed portion, are determined by the Commission.
Further, the Commission allowed the recovery from ratepayers of all of the
operating and maintenance expenses incurred for the Plant. As a result, the Plant
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is used predominantly to furnish or sell electricity at regulated rates and thus,
the entire Plant, including the disallowed portion, is public utility property
within the meaning of section 46(c) ({3) (B) of the Code. Consequently, the
investment credit generated by the Plant, including the X dollars related to the
disallowed portion, is subject to the normalization rules of section 46(f).

Taxpayer's first ruling request relates to its transfer of the investment credit
of X dollars associated with the disallowed portion of the Plant to a nonoperating
income account. The effect of this accounting treatment in to flow through the
credit immediately to Taxpayer's shareholders.

The Service does not determine such purely regulatory questions as whether the
proposals of a public utility commission will produce just and equitable rates,
Consequently, the Service in Taxpayer's first ruling request will determine only
whether the normalization provisions of section 46(f) (2) of the Code are violated
when the investment credit generated by the disallowed portion of the Plant is
transferred to a nonoperating income account.

Any public utility that claims the investment credit for public utility property
must use normalization™ accounting in calculating the rates to k>e charged its
customers and in maintaining its regulated books of account. Under normalization
accounting, the immediate flow through of the investment credit for public utility
property to the utility's customers is prohibited. Instead, under section 46(f) (2)
of the Code, for ratemaking purposes the utility defers the investment credit on
public utility property that it claimed for Federal income tax purposes and then
amortizes the deferred balance ratably over the regulatory life of the property
generating the credit.

The normalization rules of section 46(f) (2) of the Code do not require public
utility commissions to take investment credit on public utility property into
account in determining cost of service, but does permit then to do so provided the
reduction to cost of service is by no more than a ratable portion of the credit.

In the present situation, the Commission excluded the disallowed costs of the
Plant from rate base. The Commission also prohibited the disallow*d costs from
being recovered through regulated depreciation expense and determined Taxpayer's
requlated tax expense without a reduction for the tax benefits associated with the
disallowed costs, including the investment credit of x dollars. Further,
Taxpayer's transfer of the investment credit of x dollars to a nonoperating income
account is consistent with the Commission’s decisions in Docket Y to treat the
credit as nonoperating income.

Consequently, neither Taxpayer's cost of service for ratemaking purposes or in
its regulated books of account nor Taxpayer's rate base was reduced by the
investment credit of x dollars. Thus, the requirements of section 46(f) (2) of the
Code are satisfied. The fact that the accounting for the investment credit of x
dollars under the rate order will be for the benefit of Taxpayer's shareholders is
cutside the scope of section 46(f).

Taxpayer's second ruling request concerns the issue raised by certain
intervenors in the appeal of the Commission's order in Docket Y. Specifically, the
issue is whether the normalization provisions of the Code would be violated if tax
savings claimed for the disallowed portion of the Plant are used to reduce the tax
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expense component of cost of service even though the disallowed costs are excluded
from both rate base and regulated depreciation expense. Although the issue raised
by the intervenors in the appeal involves both investment credit and depreciation
expense, Taxpayer has requested a ruling only on the issue of whether the
intervenors' adjustment to regulated tax expense violates the investment credit
normalization provisions of section 46(f) (2} of the Ccde.

The Service does not discuss the relative merits of "stand-alone", "actual taxes
paid”, or other methods of requlatory accounting. Accordingly, the Service in
Taxpayer's second ruling request will determine only whether the normalizaticn
provisions of section 46(f) (2) of the Code are violated when the investment credit
attributable to the disallowed costs of the Plant is used to reduce the tax
expense component of cost of service.

As determined under this ruling, the entire Plant is public utility property. As
a result, the investment credit generated by the Plant, including the x dollars
related to the disallowed portion, is subject to the normalization requirements of
section 46(f) (2) of the Code. One way in which the requirements of section 46(f) (2)
are not met is if the consistency rules of section 46(f) (10} are violated.

Under the consistency rules of sectiom 46(f) (10) of the Code, any ratemaking
procedure or adjustment that uses an estimate or projection of the utility's
qualified investment for the investment credit allowable by section 38 must be
consistent with the estimates and projections of property that are used for
regulated depreciation expense and for rate base. In general, a taxpayer's
qualified investment is computed under section 46{(c)(l) by applying the applicable
percentage (as determined under the table in section 46(c) (2)) to the basis of the

property.

Under the intervenors' proposal, the tax expense component of the cost of
service will be reduced for the investment credit attributable to the disallowed
portion of the Plant. As a result, for ratemaking purposes 100 percent of
Taxpayer's basis in the Plant will be used for determining Taxpayer's qualified
investment for the investment credit allowable while less than 100 percent (that
is, 100 percent minus y percent) of Taxpayer's basis in the Plant will be used for
determining regulated depreciation expense and for determining rate bass. Thus,
the intervenors' proposed adjustment to the tax expense component of the cost of
service would violate the consistency requirements of section 46(f) (10} of the

Code.

The rate order in Docket Y is not a final determination. A determination is
final, as defined by section 1.46-6(f) (8) (iii) of the regulations, if all rights
to appeal or to request a review, a rehearing, or a redetermination have been
exhausted or have lapsed. Because the rate order entered by Commission in Docket Y
has been appealed to a district court of State X and Taxpayer has a statutory
right to appeal the decision of the district court to the Court of Appeals in
State X, Taxpayer's rights to appeal or to request a review, a rehearing, or a
redetermination have neither been exhausted nor lapsed.

When the rate order in Docket Y becomes final, any reduction to the tax expense
component of the cost of service for investment credit on public utility property
not included in rate base or not recovered through regulated depreciation expense
will constitute a violation of the normalization requirements of section 46(f) (2)
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of the Code.
Based on Taxpayer's representations and the analysis as set forth above, we

conclude as follows:
1. The entire Plant, including the disallowed costs of w dollars, is public

utility property within the meaning of section 46(c)(3) (B) of the Code and thus,
the investment credit generated by the entire Plant is subject to the
normalization provisions of section 46 (f)

2. The normalization requirements of section 46(f) (2} of the Code would not be
violated by Taxpayer's accounting treatment of the investment credit associated
with the costs of the Plant not allowed in rate base or in cost of service.

3. The reduction in the tax expense component of cost of service for any portion

of the investment credit claimed on the costs of the Plant not allowed in rate
base or in cost of service would violate the normalization requirements of section

46(£) (;e) of the Code.

. This ruling is directed only to the taxpayer who requested it. Section
6110(j) (3) of the Code provides that it may not be used or cited as precedent,
In accordance with the power of attorney, a copy of this letter is being sent to

your authorized representatives.

Sincerely yours,

CHARLES B. RAMSEY

Chief, Branch 6

Office of Assistant Chief Counsel

(Passthroughs and Special Industries)

Enclosures {2): ~
copy of this letter

copy for section 6110 purposes

This document may not be used or cited as precedent. Section 6110(j) (3) of the
Internal Revenue Code.

PLR 9312007, 1992 WL 464358 (IRS PLR)

END OF DOCUMENT
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State X =

"

Docket A

Docket B

Plant =

Dear ***

This is in response to your letter ruling request, dated July 27, 1995,
regarding the above-captioned Taxpayer. At the request of the Commissicon, the
Taxpayer has asked us to rule whether the provisions of § 168(i) (9) (A) of the
Internal Revenue Code are violated if a tax deduction for depreciation
(straight~line over book life) is included in the calculation of regulated federal
income tax expense when the depreciation relates to costs not included in rate
base or cost of service.

The Taxpayer has represented the following facts:

The Taxpayer owns a share in the Plant. In Docket A, the Commission had
disallowed a certain portion of the Plant's capital costs, and that disallowance
was upheld in subsequent litigation. Those costs were not included either in rate
base or in cost of service (depreciation expense).

In Docket B, the Intervenor instituted an investigation of the reasonableness of
the Taxpayer's rates. The Intervenor proposed that in calculating the federal
income tax component of cost of service, a tax deduction for disallowed plant
costs be recognized. The proposed annual deduction would equal the tax basis of
the disallowed Plant costs divided by its book life. The Commission did not adopt
the proposed tax adjustment, but directed the taxpayer to request a letter ruling
regarding whether the proposed adjustment would violate the Internal Revenue Code.

The Intervenor contends that the imprudent and disallowed costs are losses under
§ 165 of the Code that are appropriately deducted through ratable amortization of
the tax basis of the disallowed Plant costs over the service life of the Plant.
The Intervenor argues that as a consequence, the provisions of Section 168(i) (9},
regarding the normalization of federal depreciation tax differences, have no

application.

On the other hand, the Taxpayer points out that because the electricity
generated by the Plant is sold to its customers at rates established by the
Commission, the depreciation claimed by the Taxpayer for federal income tax
purposes under § 168 of the Code is subject to the public utility requirements of §
168. Because the disallowed costs were not included in rate base, or in cost of
service as depreciation expense, any reduction in the federal income tax by a
portion of depreciation for the disallowed costs vicolates the normalization

requirements of § 168(1) (9).

For the reasons set out below, we conclude that reflection of depreciation,
relating to the disallowed costs, in the federal tax expense would violate the
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normalization rules of § 168(i) (9).

Section 168(a) of the Code provides, in general, that the depreciation is
deduction provided by § 167(a) for any tangible property placed in service after
1986 is determined by use of the applicable method, recovery period, and
convention. The depreciation allowance provided by § 168 is the amount which is
set aside for the taxable year sc that the cost or other basis in the property is
recovered by the end of the recovery period. See § 1.167(a)~1(a) of the Income Tax

Regulations.

Section 168 (f£) (2) of the Code provides that a public utility must use a
normalization method of accounting in order to be eligible for the § 168 (a)
depreciation allowance. Thus, the threshold question is whether the costs or the
entire Plant were made for public utility property.

Section 168(i) (10) of the Code defines, in part, public utility property as
property used predominantly in the trade or business of the furnishing or sale of
electrical energy if the rates for such furnishing or sale, as the case may be,
have been established or approved by a State or political subdivision thereof.

Prior to the Revenue Reconciliation Act of 1890, the definition of public
utility property was contained in § 167(1) (3) (A) of the Code and § 168(i) (10),
which defined public utility property by means of a cross reference to §

167 (1) (3) (A). The definition of public utility property is unchanged. Section
1.167(1)~1(b) of the regulations provides that under § 167(1) (3) (A), property is
public utility property during any period in which it is used predominantly in a §
167(1) public utility activity. The term "$§ 167(1l) public utility activity" means,
in part, the trade or business of the furnishing or sale of electrical energy if
the rates for such furnishing or sale, as the case may be, are regulated, i.e.,
have been established or approved by a regulatory body described in §
167(1) (3) (A}. The term "regulatory body described in § 167(1l) (3) (A)" means a State
{including the Distrié¢t of Columbia) or political subdivision thereof, any agency
or instrumentality of the United States, or & public service or public utility
commission or other body of any State or political subdivision thereof similar to
such a commission. The term "established or approved” includes the filing of a
schedule of rates with a regulatory body which has the power to approve such
rates, even though such body has taken no action on the filed schedule or
generally leaves undisturbed rates filed by the taxpayer.

The definitions of public utility property contained in § 168(i) (10) and former §

46(£) (5) of the Code are essentially identical. Section 1.167(1l)-1(b) of the
regulations restates the statutory definition providing that property will be
considered public utility propecty if it is used predominantly in a public utility
activity and the rates are regulated. Section 1.167(l)-1(b)(l) of the regulations
provides that rates are regulated for such purposes if they are established or
approved by a regulatory body. This includes the f£iling of a schedule of rates
with the regulatory body which has the power to approve such rates even though the
body has taken no action on the filed schedule or generally leaves undisturbed

rates filed.
The regulations under former section 46 of the Code, specifically §
1.46-3(g) (2), contain an expanded definition of regulated rates. This expanded

definition embodies the notion of rates established or approved on a rate of
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return basis. This notion is not specifically provided for in the regulations
under former § 167 of the Code. Nevertheless, there is an expressed reference to
rate of return in § 1.167(1)-1(h) (6} (i). The operative rules for normalizing
timing differences relating to use of different methods and periods of
depreciation are only logical in the context of rate of return requlation. The
normalization method, which must be used for public utility property to be
eligible for the depreciation allowance available under § 168, is defined in terms
of the method the taxpayer uses in computing its tax expense for purposes of
establishing its cost of service for ratemaking purposes and reflecting operating
results in its regulated books of account. These are explicit elements of the
definition of rate of return regulation contained in § 1.46- 3(g){2) of the
requlations. Thus, it is clear that the definition of public utility property is
the same for purposes of the investment tax credit and depreciation. It follows,
that if property is public utility property for purposes of the credit it is also
public utility property for purposes of depreciation.

Section 168(f) (2), (i) (9) and (i) (10) of the Code provide that before an owner
of public utility property can depreciate that property using an accelerated
method of depreciation, the normalization requirements must be met. Section
168(i) (9) (A) states that in order to use a normalization method of accounting with
respect to any public utility property for purposes of subsection (f) (2) the
taxpayer must, in computing its tax expense for purposes of establishing its cost
of service for ratemaking purposes and reflecting operating results in its
regulated books of account, use a method of depreciation with respect to such
property that is the same as, and a depreciation period for such property that is
no shorter than, the method and period used to compute its depreciation expense
for such purposes; and if the amount allowable as a deduction with respect to such
property differs from the amount that would be allowable as a deduction under §
167 using the method (including the period, first and last year convention, and
salvage value) used to compute regulated tax expense, the taxpayer must make
adjustments to a reserve to reflect the deferral of taxes resulting from such

difference.

Section 168(1i){9)(B) (i) of the Code provides that a normalization method of
accounting does not exist if for ratemaking purposes a procedure or adjustment is
used which is inconsistent with the requirements of § 168(1i) (9) (A). Section
168(1i)(9) (B) (ii) provides that the procedures and adjustments which are to be
treated as inconsistent for purposes of § 168(i) (9) (B) (i) shall include any
procedure or adjustment for ratemaking purposes which uses an estimate or
projection of the taxpayer's tax expense, depreciation expense, or reserve for
deferred taxes unless such estimate or projection is also used, for ratemaking
purposes, with respect to the other two such items and with respect to rate base.

Section 165 provides that there shall be allowed as a deduction any loss
sustained during the taxable year and not compensated for by insurance or

otherwise.

Section 1.165-1(b} provides that to be allowable as a deduction under § 165(a),
a loss must be evidence by closed and completed transactions, fixed by
identifiable events, and actually sustained during the taxable year.

Section 1.165-2(c) specifies that for the allowance under § 165(a) of losses
arising from the permanent withdrawal of depreciable property from use in the
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trade or business or in the production of income, see § 1.167(a)-8. Under that
section, where an asset is retired by actual physical abandonment as, for example,
in the case of a building condemned as unfit for further occupancy or other use),
loss will be recognized measured by the amount of the adjusted basis of the asset
abandoned at the time of such abandonment. In order to qualify for the recognition
of loss from physical abandonment, the intent of the taxpayer must be irrevocably
to discard the asset so that it will neither be used again by him nor retrieved by
him for sale, exchange, or other disposition.

The argument is made by the Intervenor that "imprudent and disallowed” plant
costs not includible in taxpayer's rate base are deductible under § 165 of the
Code. The costs referred to are capital costs incurred in the construction of the
plant. Such costs may be recovered through depreciation, to the extent allowable,
or through abandonment. However, since the plant is operating and generating
electricity, it is clear that the plant has not been abandoned. See Gulf 0il Corp.
v. Commissioner, 87 T.C. 135 (1986) and CRC Corp v. Commissioner, 693 F.2d 281 (3d
Cir.1982), cert denied, 462 U.S. 1106 (1983). Therefore, no loss is allowable

under § 165.

Based on Taxpayer's representations and the tax law as set forth above, we
conclude, as follows:

1. The disallowance of the portion of the Plant's costs as imprudently
incurred is not a loss within the meaning of § 165 of the Code. Further, the
amortization of the cost basis of that disallowed portion is consistent with the
depreciation allowance described in § 1.167(a)-1 of the regulations.

2. The Plant, including the disallowed costs set out above, is public utility
property within the meaning of § 168(i) (10) of the Code and, thus, is subject to
the normalization provisions of § 168(i).

3. In order to satisfy the requirements of § 168(i) (9) (B) of the Code there
must be consistency in the treatment of costs for rate base, regulated
depreciation expense, tax expense, and deferred tax revenue purposes.
Consequently, those consistency rules would be violated if, as the Intervenor
proposes, the federal income tax component of cost of service reflects
depreciation of the Plant's disallowed costs but those costs are not included in
rate base or the depreciation component of cost of service.

Except as specifically set forth above, no opinion is expressed concerning the
federal income tax consequences of the above-described facts under any other
provision of the Code or regulations. This letter ruling is directed only to the
taxpayer who requested it. Section 6110(j) (3) of the Code provides that this
ruling may not be used or cited as precedent.

In accordance with the power of attorney on file, a copy of this letter is being
sent to your authorized legal representatives.

Sincerely yours,

HAROLD E. BURGHART

Assistant to the Chief, Br. 6
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Office of the Assistant Chief Counsel

{(Passthroughs and Special Industries)

This document may not be used or cited as precedent. Section 6110(j) (3) of the
Internal Revenue Code.
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PUBLIC UTILITY COMMISSION OF
TEXAS, State Purchasing and General
Services Commission, Office of Public
Utility Counsel and Cities of Abernathy
et al., Petitioners,

v.

GTE-SOUTHWEST, INCORPORATED,
et al, Respondents.

No. D-2830.
Supreme Court of Texas.

Argued Sept. 13, 1993,
Decided April 13, 1995.
Rehearing Overruled Aug. 1, 1995.

Suit was brought for judicial review of
Public Utility Commission (PUC) order re-
ducing telephone local exchange carrier’s
(LEC) rates. The District Court Number
201, Travis County, Joseph H. Hart, J., re-
versed portion of order mandating retroac-
tive rate reduction and affirmed in part. On
appeal, the Austin Court of Appeals, Powers,
J., 838 S.W2d 153, affirmed in part, and
reversed and remanded in part with instruc-
tions. On application for writ of error, the
Supreme Court, Hightower, J., held that: (1)
PUC lacked authority to make LEC's new
rates retroactively effective on date prior to
issuance of final rate order; (2) PUC was not
compelled to include losses of unregulated
affiliated companies when determining
LEC's “fair share” of reduction in its federal
income tax liability resulting from fling of

consolidated income tax return; (3) PUC was

not required to include income tax deductions
actually taken by LEC for expenses disal-
lowed, by statute prohibiting consideration of
certain expenses for rate-making purposes,
when determining LEC's federal income tax
liability for rate-making purposes; (4) PUC's
finding of fact and section of hearing examin-
er's report adopted and incorporated by ref-
erence in PUC's order were sufficient to
support PUC's determination that LEC's
payments to affiliated corporation for plan-
ning, support, centralized service, and home-
office functions were reasonable and neces-
sary operating expenses; and (5) PUC’s find-

ing of fact and section of examiner’s report
adopted and incorporated by refarence in
order were not sufficient to suppcrt PUC’s
determination that LEC’s payments to affili-
ated corporation for printing and publication
of telephone directories were reasonable and
necessary operating expenses.

Reversed in part, affirmed in part, and
remanded with instructions.

Gonzalez, J., concurred in par; and dis-
sented in part and filed opinion in which
Gammage, J., joined.

Spector, J., dissented and filed opinion.

1. Telecommunications =336

Public Utility Commission (PUC) lacked
authority in rate case to make telephone Jocal
exchange carrier’s (LEC) new rate; retroac-
tively effective on date prior to issuance of
final rate order, where carrier dii not at-
tempt to institute its new rate by filing bond,
carrier agreed to extend 150-day new rate
suspension period until date of Conunission’s
final order, and Commission had redesignat-
ed carrier's current rates as temporary rates.
Vernon's Ann.Texas Civ.St. art. 1443c, §§ 42,
43, 43(d-f, i).

2. Public Utilities &119.1, 189

Procedures in Public Utility Regulatory
Act (PURA) for Publie Utility Cormmmission’s
(PUC) review of utility’s rates and or utility
to change its existing rates are designed, in
part, to compensate utility for regulitory lag.
Vernon's Ann.Texas Civ.St. art. 144i5¢, §§ 42,
43.

3. Public Utilities <128
For utility rate-making purposes, “regu-
latory lag” is period of time between utility’s
filing of statement of intent to chaage rates
and PUC's issuance of final rate orcer. Ver-
non's Ann.Texas Civ.St. art. 1446¢, § 43.
See publication Words and Plirases
for other judicial constructions and def-
initions.
4. Public Utilities e147
Public Utility Commission (PUC) is
creature of legislature and has no inherent
authority.
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5. Public Utilities €=128

Federal income tax is one of “reasonable
and necessary operating expenses” within
meaning of Public Utility Regulatory Act
(PURA) provision requiring Public Utility
Commission (PUC) in fixing public utility
rates to fix utility’s overall revenues at level
which will permit utility reasonable opportu-
nity to earn reasonable return on its invested
capital over and above its reasonable and
necessary operating expenses. Vernon's
AnnTexas Civ.St. art. 1446¢c, § 3%(a).
See publication Words and Phrases
for other judicial constructions and def-
initions.
6. Telecommunications €313

Public Utility Commission (PUC) was
not compelled in telephone local exchange
carrier (LEC) rate case by Public Utility
Regulatory Act (PURA) provision or actual
taxes paid doctrine to include losses of un-
regulated affiliated companies when deter-
mining carrier’s “fair share” of reduction in
its federal income tax liability resulting from
filing of consolidated income tax return, and
Commission had discretion in determining
carrier’s fair share of savings, where carrier’s
parent company filed consolidated income tax
return on behalf of itself and its subsidiary
companies. Vernon's Ann.Texas Civ.St. art.
1446¢, § 41(eX2).
See publication Words and Phrases
for other judicial constructions and def-
initions.
7. Public Utilities €=119.1

Public Utility Commission’s (PUC) dis-
cretion in regulating public utilities extends
throughout rate-making process. Vernen'’s
Ann.Texas Civ.St. art. 1446¢, §§ 2, 16, 18, 37,
38, 89.

8. Public Utilities ¢128

“Actual taxes incurred” language of Su-
preme Court decision in Public Uti. Comm'n
v. Houston Lighting & Power Co. regarding
actual taxes paid doctrine cannot be applied
literally when determining income tax liabili-
ty in utility rate-making case.
9. Telecommunications €313

Public Utdlity Commission (PUC) was
not required in telephone local exchange car-
rier (LEC) rate case to include income tax

901 SOUTH WESTERN REPORTER, 2d SERIES

deductions actually taken by carrier for ex-
penses disallowed, by Public Utility Regula-
tory Act (PURA) provision prohibiting con-
sideration of certain expenses for rate-mak-
ing purposes, when determining carrier’s fed-
eral income tax liability for rate-making pur-
poses. Vermon's AnnTexas Civ.St. art.
1446¢, § 41(cX3).

10. Public Utilities =128

Public Utility Commission (PUC) has
neither power nor discretion to consider for
utility rate-making purposes expenses disal-
lowed under Public Utility Regulatory Act
(PURA) provision prohibiting consideration
of certain expenses for rate-making pur-
poses. Vernon's AnnTexas Civ.St. art
1446¢, § 41()(3).

11. Public Utilities ¢168

Appellate courts do not have authority
to impose precise form of findings of fact to
be made by Public Utllity Commission
(PUC).

12. Telecommunications ¢=336

Public Utility Commission’s (PUC) find-
ing of fact and section of hearing examiner’s
report adopted and incorporated by refer-
ence in Commission’s final order, although
not in exact form stated in statute governing
rate-making treatment of transactions with
affiliated interests, were sufficient to support
Commission’s determination in rate case that
telephone local exchange carriers (LEC)
payments to affiliated corporation for plan-
ning, support, centralized service, and home-
office functions were reasonable and neces-
sary operating expenses, where finding and
section found that items allowed were rea-
sonable and necessary and that price paid by
carrier was no higher than prices charged by
affiliate to others. Vernon's Ann.Texas Civ.
St art. 1446¢, § 41(c)(1).

13. Telecommunications €336

Public Utility Commission’s (PUC) find-
ing of fact and section of hearing examiner’s
report adopted and incorporated by refer-
ence in Commission’s final order were not
sufficient to support Commission’s deterrui-
nation in rate case that telephone local ex-
change carrier's (LEC) payments to affiliated
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corporation for printing and publication of
telephone directories were reasonable and
necessary operating expenses, absent finding
that each item or class of items allowed was
reasonable and  necessary. Vernon's
Aon.Texas Civ.St. art. 1446¢, § 41(cX1).

Don R. Butler, Geoffrey M. Gay, W. Scott
McCollough, Richard A. Muscat, John L.
Laakso, Anstin, Luis A. Wilmot, San Antonio,
Walter Washington, Norma K. Scogin, Ste-
ven Baron, Austin, for petitioners.

Joe N. Pratt, P.M. Schenkkan, Kim E.
Brightwell, Susan C. Conway, Patrick F.
Thompson, Eva C. Ramos, Austin, Harry M.
Reasoner, Houston, William G. Mundy, Irv-
ing, for respondents.

HIGHTOWER, Justice, delivered the
opinion of the Court, in which PHILLIPS,
Chief Justice, and HECHT, CORNYN,
ENOCH and OWEN, Justices, join.

This is an administrative appeal from a
final order of the Texas Public Utility Com-
mission (PUC) concerning ratemaking pro-
ceedings over which the PUC has exclusive
original jurisdiction under sections 42 and 43
of the Public Utility Regulatory Act (PURA).
On February 23, 1989, the PUC issued a final
order which established new rates and re-
sulted in a $59 million aanual rate reduction
for GTE Southwest Incorporated (GTE).!
The PUC set January 1, 1987 as the effective
date of the rate reduction and ordered GTE
to refund $140 million to its customers. The
trial court reversed that portion of the PUC'’s
order setting January 1, 1987 as the effective
date of the rate reduction and affirmed the
remainder of the PUC's order. The court of
appeals affirmed that portion of the trial
court’s judgment concerning the effective
date of the rate reduction, reversed that
portion of the trial court’s judgment which
affirmed the PUC's order and remanded the
cause to the trial court with instructions that
the cause be remanded to the PUC for pro-
ceedings not inconsistent with the opinion.

{. The PUC made limited modifications to the
February 23, 1989 order in its Order on Rehear-
ing issued on April 7, 1989.

2. Tex.Rev.Civ.Stat. art. 1446¢, § 3(c), (v).

833 S.W2d 153. For the reasons explained
herein, the judgment of the court of appeals
is reversed in part and affirmed in part and
the cause is remanded to the trial court with
instructions that it be remanded to the PUC
for further proceedings consistent with our
opinion.

The issues before this court are (1) wheth-
er under the circumstances present in this
case, the PUC has the authority to make
GTE's new rates effective on a dat2 prior to
the issuance of the final rate crder, (2)
whether the PUC was compelled Ly section
41(c)2) and/or Public Util Comm'n v. Hous-
ton Lighting & Power Co., 748 S.W2d 439
(Tex.1987), to include losses of unregulated
affiliated companies when determiniog GTE’s
“fair share” of a reduction in its federal
income tax liability, (3) whether the PUC was
required to include the income tax deductions
actually taken by GTE for expenses disal-
lowed by section 41(c)(3) when defermining
GTE's federal income tax liability, and (4)
whether the PUC’s findings of fact were
sufficient to support its determinstion that
payments by GTE to certain affilizted com-
panies—GTE Service Corporation and GTE
Directories—were reasonable and necessary

operating expenses.

L

GTE, a wholly owned subsidiary of GTE
Corporation, is a public utility and a local
exchange company as defined in section 3 of
PURA.? As such, GTE's rates are governed
by PURA. In February 1984, GTE filed a
statement of intent to increase the rates it is
permitted to charge its customers for intra-
state telecommunication services under sec-
tion 43 of PURA. Several weeks later, the
General Counsel of the PUC filed an answer
asserting that GTE's current rates may not
be just and reasonable and requesting that
the PUC review GTE's rates without regard
to whether GTE proposed a change to any
particular rate.® Pursuant to section 43(d) of
PURA, the PUC suspended GTE's proposed
rates for 150 days and, by agreeraent, the

3. Apparently this proceeding was filed under sec-
tion 42.
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rates continued to be suspended for an ex-
tended period. Several parties opposed the
application and/or intervened in the proceed-
ing. Subsequently, this proceeding was post-
poned pending the outcome of another PUC
proceeding which did not become final until
Januoary 1987. In March 1987, GTE filed a
statement withdrawing its application for a
rate increase. In September 1987, the PUC,
after determining that some of the parties
raised counterclaims or requests for affirma-
tive relief and that GTE should not be able to
defeat or prejudice these claims merely by
withdrawing its application for a rate in-
crease, permitted GTE to withdraw its appli-
cation for a rate increase. However, the
PUC ordered GTE to file a new application
for a rate increase to facilitate a determina-
tion of the justness and reascnableness of its
rates. On June 1, 1988, GTE filed a new
application for a rate increase. The PUC
suspended GTE’s proposed rates for 150
days and, by agreement, the rates continued
to be suspended until February 23, 1989.
Although GTE's proposed rates were sus-
pended, the PUC only briefly established
temporary rates,' and GTE did not imple-
ment a system of unofficial bonded rates.

On February 23, 1989, the PUC ordered
GTE to reduce its rates to decrease its annu-
al revenue by approximately $59 million ef-
fective January 1, 19873 The PUC also or-
dered GTE to refund $140 million to its
customers by credits on future bills. When
the PUC determined GTE's reasonable and
necessary operating expenses, it considered,
among other things, GTE's federal income
tax liability. In calculating GTE's income
tax liability based upon the filing of a consoli-
dated income tax return, the PUC did not
include in GTE's tax expense any losses
which were suffered by unregulated affiliated
companies. In addition, the PUC did not

4. Apparently on January 4, 1989, the PUC redes-
ignated GTE's current rales as temporary rates.

S. Io amended finding of fact 11 of its order on
rehearing dated April 7, 1989, the PUC clarified
the reasons why it made GTE's new rates effec-
tive January I, 1987:

The record in this case establishes that GTE
Southwest’s new rates should be made effec-
tive January 1, 1987, in part because the gross
receipts taxes and federal income raxes embed-
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reduce GTE's federal income tax liability by
including tax deductions taken for GTE's ex-
penses which the PUC could not consider for
ratemaking purposes under section 41(c)(3)
of PURA. The PUC also included certain
payments by GTE to affiiated companies in
GTE’s reasonable and necessary operating
expenses.® On appeal, the trial court ren-
dered judgment reversing that portion of the
PUC's order which retroactively reduced the
rates for GTE prior to February 23, 1989.
The trial court determined that neither sec-
tions 42 nor 43(f) of PURA authorized the
retroactive reduction of final approved rates.
The trial court affirmed the remainder of the
PUC’s order. The court of appeals affirmed
in part and reversed in part, holding that
PURA does not authorize the PUC to make
its new rates effective at a date earlier than
the date of the order fixing those rates, that
the PUC erroneously calculated GTE's feder-
al income tax liability in estimating its oper-
ating expenses, and that the PUC'’s findings
of fact were not sufficient to support its
determination that payments by GTE to cer-
tain affiliated companies were reasonable and
necessary operating expenses. 833 S.W.2d
153.

IL

RETROACTIVE EFFECTIVE
DATE OF RATES

[1] The PUC argues that it has the au-
thority to make GTE's new rates effective on
a date prior to the issuance of the final rate
order. Under the circumstances present in
this case, we disagree.

This case involves ratemaking proceedings
over which the PUC has exclusive original
jurisdiction under sections 42 and 43 of
PURA. Section 42 sets forth the procedure
for the PUC—"on its own motion or on com-

ded in the company’s rates were at higher
levels than the company actually paid since
that date and because of the facts stated in FF
10 and also in ocder to do equity in light of the
dilatory tactics of GTE Southwest in this case.

6. The calculation of GTE's reasonable and neces-
sary operating cxpenses is significant because a
reduction in its operating expenses is passed on
to consumers in the form of a lower rate.
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plaint by any affected person™—to review a
utility’s existing rates. After notice and
hearing, if the PUC finds the utility’s rates to
be unreasenable or in violation of any provi-
sion of law, the PUC will determine the just
and reasonabie rates to be charged by the
utility by an order which is served upon the
utdlity. These rates are “to be thereafter
observed and in force ... and such rates
shall constitute the legal rates of the public
utility until changed as provided in this Act.”
Tex.Rev.Civ.Stat. art. 1446¢, § 42.

Section 43 sets forth the required proce-
dure for a utility to change its existing rates.
The utility must file a statement of intent to
change its rates with the PUC at least 35
days before the effective date of the pro-
posed change. Tex Rev.Civ.Stat. art. 1446c,
§ 43(a). If the proposed rate change consti-
tutes a “major change,” if any affected per-
son complains or if the PUC so desires, the
PUC may conduct hearings to determine the
propriety of the change. Tex.Rev.Civ.Stat.
art. 1446¢, § 43(b) & (¢c). “Pending the hear-
ing and decision,” the PUC may suspend the
effective date of the utility’s proposed rate
change up to 150 days after the date on
which the proposed rate change would other-
wise go into effect. The suspension period
will be extended two days for each day of
actual hearing on the merits of the proposed
rate change that exceeds 15 days. If the
PUC suspends the proposed rate change, the
utility’s existing rates continue in effect un-
less the PUC fixes temporary rates in lieu of
the existing rates. Tex.Rev.Civ.Stat. art.
1446¢, § 43(d). If the PUC fails to make its
final determination of rates “prior to expira-

7. Concemning the rates of a local exchange com-
pany such as GTE, if the PUC fails to make its
“final determination ... of rates prior to the
expiration of the 150-day suspension period, the
schedule of rates finally approved by the com-
mission shall become effective and the focal ex-
change company shall be entitled to collect such
rates from the date the 150-day suspension ex-
pired.” However, “[alny surcharges or other
charges necessary o effectuate this subsection
shall not be recovered over a period of [ess than
90 days from the date of the commission’s final
order.” Tex.Rev.Civ.Stat. art. 1446¢, § 43(i).

In State v. Public Util. Comm'n, 883 S.W.2d
190, 197 (Tex.1994), this court determined that
the PUC has the authority under PURA to permit

tion of the period or periods of suspension,”
the proposed rate change shall be eonsidered
approved by the PUC. However, “[tthis ap-
proval is subject to the authority of the ...
[PUC] to continue a hearing in [rogress.”
Tex.Rev.Civ.Stat. art. 1446¢, § 43(d’.7 If the
150 day suspension period is extended and
the PUC fails to make its final determination
of rates within 150 days from the Jate that
the proposed effective date of the rate
change otherwise would have gone into ef-
fect, the utility may implement a changed
rate up to, but not exceeding, the proposed
rate, provided the utility files and the PUC
approves a bond to secure the utility’s obli-
gation to refund (or credit against future
bills) all sums collected during the period of
suspension over and above the raie finally
determined by the PUC. Tex Rev.Civ.Stat.
art. 1446¢c, § 43(e). After the heariag, if the
PUC finds the proposed rates to be unrea-
sonable or in violation of any prevision of
law, the PUC will determine and fix the rates
to be charged by the utility by an order
which is served upon the utility. “[Tlhese
rates are thereafter to be observed until
changed, as provided by this Act.” Tex.Rev.
Civ.Stat. art. 1446¢, § 43(f).

{2,3] These procedures are designed, in
part, to compensate a utility for “regulatory
lag.” See Railroad Comm™ v. Lome Star
Gas Co, 656 S.W.2d 421, 426 (Tex.1983).
“Regulatory lag” is that period of time be-
tween the utility’s filing of a statement of
intent to change rates and the PUC's issu-
ance of a final rate order! Section 42 in-
cludes no provisions which authcrize the
PUC to set a retroactive effective date for a

a public utility to defer post-in-service: costs in-
curred during the regulatory lag perioil in order
to protect the utility’s financial integrity. “[1)f
the effects of regulatory lag infringe on the Com-
caission’s ability to regulate in a manner neces-
sary to carry out the provisions of PURA, then
the Commission may respond within its powers,
both express and implied, under PURA. to allevi-
ate the impact of regulatory lag in order to fulfill
its statutorily imposed duties.”” /d. at. 196. In
addition, this court determined that the deferral
of post-in-service costs did not violate uny gener-
al prohibition against retroactive ratemaking.
Id. at 199. Sez Office of Public Uiil. Counsel v.
Public Util. Comm’'n, 888 S.W.2d 804, 807-08
(Tex.1994); City of El Paso v. Public Util
Comm'n, 883 S.W.2d 179, 187 (Tex.1794).
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