
PLP 9852028 
1998 WL 894989 (IRS F L R )  

Page 6 of 8 

Fsae S 

Section 1.46-6(b) ( 3 )  (ii) [ A I  - :  t t l e  regulations provides that in determining 
whether, or  to what extent, t t 8 v  investment credit has been used to reduce rate 
base, reference shall be made cs any accounting treatment that affects rate base. 
In addition, reference shall te made to any accounting treatment that reduces the 
permitted return on investmen: 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 o r  rate 
base is also considered to have been reduced by reason of all or a portion of a 
creii.ip. if such reduction is made in an indirect manner. Under section 
1.46-C ! t s i  (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 
indireztly 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 
s i m j  ; i c  ! o  a direct reduction to cost of service or  rate base. In determining 
wtls.i;;.r a ratemaking decision is intended to achieve this effect, consideration is 
gjv.+:. to all the relevant facts and circumstances of-each case, including, but not: 
lLmit:;+d tJ, the record of the proceeding, the regulatory body's orders or opinions 
(int:j:.iding any dissenting views), and the anticipated effect of the ratemaking 
dec1.i: .n on the company's revenues in comparison to a direct reduction t o  cost O C  
serv;::: o r  rate base by reason of the investment tax credits available to the 
regul . I  t.?d company. 

For purposes of determining whether or not the taxpayer's cost of service f o r  
ratcni:l?.j.n9 purposes is reduced by more than a ratable portion of the investment 
credir., x~ction 46(f) (6) of the Code provides that the period of time used in 
corrl~l~: ~ r i y  depreciation expense f o r  purposes of reflecting operating results i n  t h e  
taxpzyer's regulated books of account shall be used. Section 1.46-6(g) of the 
regii?:itions provides that the investment tax credit amortization period must be no 
shor!rur than the one used to calculate ratemaking depreciation expense. 

FuCthf?KmOCe, 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 
taxpay5r's regulated depreciation expense for the property for which a credit is 
al;o..d*ri. The term "regulated depreciation expense" means the depreciation er.pense 
for Lhe property used by a regulatory body for purposes of establishing the 
taxp.>y?L"s cost of service for ratemaking purposes. In addition, if  t.here is it 

r c . ~ ' . ' ! z ~ ~ ~ ; ~  f o r  purposes of computing regulated depreciation expense beginninq w1 t h  d 

p a r '  L - I , ~ . . ~ C  accounting period, the computation of ratable portion of investinorir Lay. 

cr.edi~ must also be revised beginning with such period. 

Sectiori 46!f) (2) of the Code states that a taxpayer sat.isiies the r iurmaLizat . ioi i  
requirements i E  the C Q S ~  of service is reduced by no more than the ratable portion 
of the investment. tax screclit. R a t a b l e  is determinsd under seTticn 1 . 4 6 - B i q !  i ? !  r ~ f  
th-? r..-]~!l?cion-. b y  ceference t o  t h e  period of time act.uall:t u s t i d  in com&ru!.iri-l ,I  

I .a:<~;wy:t- 'z requlated c l c p r e c i a L i o n  ex.p;.nse f o r  t h e  p r u p e r t  y t r , r  W~III:~I 1:hG : : r + , . J i  I I L  

c 
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allowed. Accordingly, as long as the investment t a x  credit is amortized no more 
rapidly than over the period actually used for requlated depreciation purposes, 
the ratemaking treatment of the credit will comply with the normalization 
requirements. In the facts set forth above, the Taxpayer's investment tax credit 
amount will always be ratable by reference to the related asset's regulated 
depreciation period. This will be true whether the depreciable basis is recovered 
over the anticipated 8-year ot 5-year periods (Plant A and Plant 8, respectively), 
OK whether the depreciable basis recovery is deferred or  accelerated due to the 
rate cap. So long as the amortization of the investment tax credit is deferred or 
accelerated ratably on the same basis as the recovery of the depreciable basis, 
there. will be no violation of the normalization rules. 

Taxpayer has requested a one-time catch-up adjustment that includes the 
incremental difference in amortization from the effective dates o f  the Decisions 
to the date of this ruling. Under the method described above, the period of time 
over which the investment tax credit is amortized is linked to the rate recovery 
period actually used in computing the Taxpayer's regulated depreciation expense. 
As in che previous analysis, there will be no violation of the normalization rules 
SCI long as at no time does the cumulative amount of the investment tax credit 
reduce cost of  service more rapidly than ratably. 

If there is unamortized investment tax credit at the end of the rate freeze 
period, the Taxpayer proposes to retain the remainin'g investment tax credit for 
the henefit of its shareholders. This action will not constitute a reduction in 
the Taxpayer's cost of service for ratemaking purposes or on its regulated books 
of account within the meaning of section 46(f) ( 2 )  (A) of the Code, nor a reduction 
of the base to which the rate of return for ratemaking purposes is applied under 
sectio:i 1 6 ( € J  ( 2 )  ( B ) .  Thus, there is n o  normalization violation for the Taxpayer's 
retention of the remaining investment tax credit under the facts presented. 

CONCLUSIONS 

1. The ratable amortization of the Taxpayer's remaining investment tax credits 
for  Plants A and B over a new 5-year regulatory period instead of over the 
previous periods of 16 and 28 years, respectively, complies with the normalization 
provisions of section 461f) of the Code. 

2. A one-time catch-up adjustment that includes the incremental difference in 
amortizdtion from the effective dates of the Decisions to the date of this ruling 
complies with section 46(f). 

3 .  I €  at the end of the revised regulatory lives of the Plants, all o €  the 
sunk cos t  and the associated investment tax credit has not been reflected in r - a ~ e s  
due to the rate cap, the remaining credit may accrue to the benefit. of its 
shareh?lders without violating the normalization rules. 

the iri:?stment tax credit may be flowed through to rates based or1 the new 
anticipated depreciable period without violating the normalization rules. I t  
depreciation is defecred due to the rate cap, then the investment t a x  crntlil mu:;! 
a l s o  be deferred. 

4 .  l i  the rate cap allows a depreciation recovery more rapid than ariticipat.ed, 

Except as specifically set forth above, no opinion i s  e x p r e s s e d  ~ : r ~ r i c t ? r n i n i ~  t hc  

f ede ra l .  income tax consequences of the dbove-described €acts under r311y 0 1   tie^ 
pruvisi!)ri of the Csda or regulations. This l e t t e r  rulinq i s  d i re ; te r l  ,.JIII;, ri, r h ~ -  

C 'OPC.  :? West ZOO4 No Claim tn O r i q .  U . S .  Co:,t.  W u c k , . :  
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taxpayer who requested it. Section 611O(jl ( 3 )  of the Code provides that this 
ruling may not be used OK cited as precedent. 

In accordance with the power of attorney on file in this office, a copy of this 
letter i s  being sent to your authorized legal representatives. In addition, a copy 
of this letter is being sent to the District Director of the District. 

Sincerely yours, 

CHARLES 8. RAMSEY 

Chief, Branch 6 

Office of the Assistant Ch’ief Counsel 

(Passthroughs and Special Industries) 

This document may not be used o r  cited as precedent. Section 611O(j) (3) of the 
Internal Revenue Code. 

PLR 9852028, 1998 WL 894989 (IRS P L R )  

END OF DOCUMENT 

Copr .  S West 2004 No C l a i m  t o  C l r i q .  U . 5 .  Gq9; t . .  W0rk.s 

http://pnnt. westlaw.coddeli very. htrnl?dest=atpstdataid=AOOj j8OOOOOO7604OOO35875 54B .. . 6/8/2004 

Fiaure RWH-Rl6 R 
-1 52- 

http://pnnt


F i a i i r e  RWH-R17 

FIGURE RWH-R17 
PLR 200004038 

-1 53- 
1 



Page 2 of8 

PLR 200004038 
2000 WL 92406 ( I P S  PLR) 

C 

Internal Revenue Service (I.R.S.) 

Private Letter Ruling 

Issue: January 28, 2000 
October 26, 1999 

Section 168 -- (Repealed-1976 Act) Amortization o f  Emergency Facilities 

168.00-00 (Repealed-1976 Act) Amortization of Emergency Facilities 

168.24-00 Public Utility Property 

168.24-01 Normalization Rules 

Section 46 -- Amount of Credit 

46.00-00 Amount of Credit 

46.01-00 Amount of Investment Credit 

CC:DOM:P&SI:6 PLR-105884-99 

Re: Private Letter Ruling Request on Normalization of Investment T a x  Credit and 
Average Rate Assumption Method Benefits 

Taxpayer = 

Parent = 

District = 

B i l l  = 

State = 

Eato 1 = 

L l G t 5  2 = 
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Dear * + *  : 

T h i s  l e t t e r  r e sponds  t o  the r e q u e s t  o f  Taxpaye r ,  d a t e d  March 1 2 ,  1 9 9 9 ,  and  
s u p p l e m e n t a l  i n f o r m a t i o n  s u b m i t t e d  on b e h a l f  o f  Taxpaye r ,  f o r  a d e t e r m i n a t i o n  as  
to  t h e  n o r m a l i z a t i o n  r e q u i r e m e n t s  unde r  § 4 6 ( f )  (2) o f  t h e  I n t e r n a l  Revenue Code 
and  5 2 0 3 ( e )  o f  t h e  Tax Reform A c t  o f  1 9 8 6  f o r  t h e  accumula t ed  d e f e r r e d  i n v e s t m e n t  
t a x  c r e d i t  ("ADITC") and a v e r a g e  r a t e  a s s u m p t i o n  method ("ARAM") b e n e f i t s  
assoc ia ted  w i t h  c e r t a i n  g e n e r a t i o n  p l a n t s  t h a t  were s o l d  by Taxpaye r .  
S p e c j f i c a l l y ,  Taxpayer  h a s  a s k e d  t h e  I n t e r n a l  Revenue S e r v i c e  t o  r u l e  on  t h r e e  
i s s u e s  : 

1. For p l a n t s  t h a t  a r e  s o l d  a t  a n e t  a f t e r - t a x  book g a i n ,  whe the r  t h e r e  would b e  
a n o r m a l i z a t i o n  v i o l a t i o n  i f  t h e  r ema in ing  unamor t i zed  AOITC and ARAM b e n e f i t s  
b a l a n c e s  e x i s t i n g  a t  t h e  d a t e  of s a l e  a r e  i n c o r p o r a t e d  i n  t h e  g a i n  on s a l e  
cornputat . ion and  r e t u r n e d  t o  r a t e p a y e r s  t h r o u g h  a T r a n s i t i o n  Cos t  B a l a n c i n g  Account 
( "TCBA" ) - 

2 .  For  p l a n t s  t h a t  a r e  s o l d  a t  a n e t  a f t e r - t a x  book loss,  whe the r  t h e r e  would b e  
a n o r m 3 l i z a t i o n  v i o l a t i o n  i f  t h e  r ema in ing  unamor t i zed  ADITC and ARAM b e n e f i t s  
baLanzcs e x i s t i n g  a t  t h e  d a t e  o f  s a l e  a r e  i n c o r p o r a t e d  i n  t h e  loss on s a l e  
c o m p u t a t i o n  and r e t u r n e d  t o  r a t e p a y e r s  by a m o r t i z i n g  t h o s e  amounts t o  a TCBA. 

3 .  A l t e r n a t i v e l y ,  i f  r u l i n g  number t w o  above  i s  deemed t o  be a n o r m a l i z a t i o n  
violaLLnn,  whe the r  a p r o p o r t i o n a t e  p a r t  of t h e  ADITC and ARAM b e n e f i t s  may be 
retrtrriw? t o  r a t e p a y e r s  w i t h o u t  c a u s i n g  a n o r m a l i z a t i o n  v i o l a t i o n .  For p u r p o s e s  of  
t t i i ;  r i i l i n g ,  t h e  p r o p o r t i o n a t e  p a r t  of t h e  ADITC and ARAM b e n e f i t s  t o  be  r e t u r n e d  
t o  r a t e p a y e r s  is based  on t h e  p e r c e n t a g e  o f  t h e  p l a n t  cost  r ema in ing  a t  t h e  d a t e  
o f  s a l e  which is p a i d  f o r  by r a t e p a y e r s  t h r o u g h  t h e  loss  r e c o v e r y  mechanism. 

Taxpaye r  r e p r e s e n t s  t h a t  t h e  f a c t s  and i n f o r m a t i o n  r e l a t i n g  to i t s  r e q u e s t  a r e  
a s  €allows: 

Taxpayel: i s  100 p e r c e n t  owned by P a r e n t  and f i l e s  a c o n s o l i d a t e d  F e d e r a l  i n c o m e  
t a x  re t .u rn  w i t h  P a r e n t .  Taxpayer  is unde r  t h e  a u d i t  j u r i s d i c t i o n  o €  t h e  D i s t r i c t  
D i r e c t o r  o f  D i s t r i c t .  

O n  Date  1, B i l l  became e f f e c t i v e  i n  S t a t e .  €3111 i n i t i a t e d  chdnges  t o  t h e  
cegul 1I-ed e l e c t r i c  u t i l i t y  market  s t r u c t u r e  a n d  i t  p e r m i t t e d  custorner c h o i c e  of 
e l e c t r i . :  g e n e r a t i o n  p r o v i d e r s .  Any s t r a n d e d  cos t s  c d u s s d  3:; d r e s u l t  of t h e  
d e r e q u l a t i o n  a r e  t o  be c o l l e c t e d  from r a t e p a y e r s  c,ri .i n o n b y p i s s a b l e  b a s i s .  T h e  
recc.very o f  c o s t s  from r a t e p a y e r s ,  however,  s h a l l  rict e x t e n d  beyond Date  2 
( " t . r a n s i t i o n  r e c o v e r y  p e r i o d " ) .  Whatever s t r a n d e d  c o s t s  d t e  not r e c o v e r e d  d u r i n g  
t h e  t r a n s i t i o n  r e c o v e r y  p e r i o d  w i l l  n o t  be e l i c l i t ~ l ?  I:nr r r t n v e r y  from r a t e p a y e r s  
and w i l l  be  a b s o r b e d  by T a x p a y e r ' s  s h a r e h , l l d o r s .  

l~trp:i/print.westlaw.com/delivery.l~tmI~?dest=atp~~dataicl=A005580000007~9 I00045875548 ... 6/8/2004 
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As i result of Bill, Taxpayer sold all a of i t : .  0 1 1  and gas fired generation 
statisns to unrelated third parties. Of the pldn:; that were sold, b were sold for 
a net book gain and c were sold for a net book loss. The cumulative result was a 
net book gain. Prior to the sale of the plants, stranded costs were being 
amortized over the transition recovery period. 

Section 168(f) ( 2 )  of the Internal Revenue Code provides that the depreciation 
deduction determined under S 168 shall not apply t o  any public utility property 
(wj.tt!in the meaning of S 168(i) (10)) if the taxpayer does not use a normalization 
methog of accounting. 

In order to use a normalization method of accounting, S 168(i) ( 9 )  (A) (i) of the 
Code requires the taxpayer, in computing its tax expense for establishing its cost 
of service f o r  ratemaking purposes and reflecting operating results in its 
regiilated books of account, to use a method of depreciation with respect to public 
utility property that is the same as, and a depreciation period for such property 
thar: 1s not shorter than, the method and period used to compute its depreciation 
exper,ae for such purposes. Under S 168(i) (9) (A) (ii), if the amount allowable as a 
ded.:.:t.ion under 5 168 differs from the amount that would be allowable as a 
dedi:.:.tion under 5 167 using the method, period, first and last year convention, 
and .qalvage value used to compute regulated tax expense under § 168 (i) (9) (A) (i), 
the caicpayer must make adjustments to a reserve to reflect the deferral of taxes 
resuiting from such difference. 

Ser:!lion 5 168(i) (9) (8) (i) of the Code provides that one way the requirements of 5 
168;i.j (9) (A) will not be satisfied is if the taxpayer, for ratemaking purposes, 

use:? _1 procedure or adjustment which is inconsistent with such requirements. Under 
5 1+.': I.) (91 (6) (ii), such inconsistent procedures and adjustments include the use 
of  6:; estimate or projection of the taxpayer's tax expense, depreciation expense, 
o r  r.?serve for deferred taxes under 5 168(i) ( 9 )  (A) (ii), unless such estimate o r  
proic:.; .ion is also used, for ratemaking purposes, with respect to a l l  three of 
theso items and with respect to the rate base. 

F o ~ i i i ? ~ :  § 1 6 7 ( 1 )  of the Code generally provided that public utilities were 
enti! J.ed to use accelerated methods for depreciation if they used a "normalization 
mettif:.j %;€ accounting." A normalization method of accounting was defined in former 5 
I;, i s )  (G) in a manner consistent with that found in 5 168(i) (9) (A). Section 

1 . 1 ,  ' ' 1  1-1 of the Income Tax Regulations provides that the normalization 
req:. ..;::merits for public utility property pertain only to the deferral of federal 
income tax liability resulting from the use of an accelerated method of 
dep:eciation €or computing the allowance for depreciation under § 167 and the use 
r r i  br-light-line depreciation for computing tax expense and depreciation expense 
f u t  ;:urposes of establishing cost of services and €or reflecting operating results 
in . ij~ilated books of account. These regulations do not pertain to other book-tax 
ti!,,;: .: ,JiCferences with respect to state income taxes, F. I.C.A. taxes, 
c,gf4:;:-ctiztion costs, or any other taxes and items. 

Se:tion l.l67(l)-l(h) (1) (i) of the regulations provides that the reserve 
esrhblished for public utility property should reflect the total amount of ttie 
deferral of federal income tax liability cc?sultinq from the taxpayer's use o €  
different. depreciation methods f o r  tax and rdtem3king purposes. 

littp:i~print.westlaw.com/delivery.html?des1=atp~dataid=A005~8000000769 I 0004587554B ... 6/8/2004 
-1 56- 
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f e d e r a l  :?come t a x  l i a b i l i t y  d e f e r r e d  a s  a r e s u l t  o f  t h e  u s e  o f  d i f f e r e n t  
d c p r e s i d ~ i o n  methods f o r  t a x  and r a t emak ing  p u r p o s e s  is t h e  e x c e s s  (computed 
withe.-* r e g a r d  t o  c r e d i t s )  of t h e  amount t h e  t a x  l i a b i l i t y  would have been had t h e  
d e p : r z , d t l o n  method f o r  r a t emak ing  p u r p o s e s  been used  o v e r  t h e  amount o f  t h e  
a c t u a i  t a x  l i a b i l i t y .  T h i s  amount s h a l l  b e  t a k e n  i n t o  a c c o u n t  f o r  t h e  t a x  y e a r  i n  
which t h e  d i f f e r e n t  methods o f  d e p r e c i a t i o n  a r e  used .  

S e c t i o n  1 .167  (1) -1 ( h )  ( 2 )  (1) o f  t h e  r e g u l a t i o n s  p r o v i d e s  t h a t  t h e  t a x p a y e r  must 
c r e d i t  t h i s  amount of d e f e r r e d  t a x e s  t o  a r e s e r v e  f o r  d e f e r r e d  t a x e s ,  a 
d e p r e c : l t i o n  r e s e r v e ,  or o t h e r  r e s e r v e  a c c o u n t .  T h i s  r e g u l a t i o n  f u r t h e r  p r o v i d e s  
t h a t  :he a g g r e g a t e  amount a l l o c a b l e  t o  d e f e r r e d  t a x e s  s h a l l  n o t  b e  r educed  except.  
to  r e f l e c t  t h e  amount f o r  any  t a x  y e a r  by which f e d e r a l  income t a x e s  a r e  g r e a t e r  
by r e a s o n  o f  t h e  p r i o r  u s e  o f  d i f f e r e n t  methods of d e p r e c i a t i o n  unde r  S 1 . 1 6 7 ( 1 ) -  
l ( h ) ! l ,  ( i )  or  t o  r e f l e c t  d e p r e c i a t i o n  used  i n  d e t e r m i n i n g  t h e  a l l o w a n c e  f o r  
d e p r e c i a t i o n  unde r  § 167 ( a ) .  

The f i r s t  d e t e r m i n a t i o n  i n v o l v e s  t h e  p r o p e r  n o r m a l i z a t i o n  t r e a t m e n t  by Taxpaye r ,  
a 5 46! f )  ( 2 )  e lec tor ,  of i ts  ADITC r e l a t i n g  to  i t s  o i l  and g a s  f i r e d  g e n e r a t i o n  
s t a t i o n s  t h a t  were s o l d  t o  u n r e l a t e d  t h i r d  p a r t i e s .  

S e c t i o n  4 6 ( f )  o f  t h e  Code p r o v i d e s  a n  e lec t ion  f o r  r a t a b l e  f l o w  t h r o u g h  unde r  
which i n  e l e c t o r  may flow th rough  t h e  inves tmen t  t a x  c r e d i t  t o  cos t  o f  s e r v i c e .  
Howi:i::?r, § 461f3 ( 2 )  ( A )  p r o v i d e s  t h a t  no i n v e s t m e n t  t a x  c r e d i t  is a v a i l a b l e  i f  t h e  
t a x p 3 y e r ' s  cost o f  s e r v i c e  f o r  r a t emak ing  p u r p o s e s  o r  i n  i t s  r e g u l a t e d  books of 
accvi in t  i s  r educed  by more t h a n  a r a t a b l e  p o r t i o n  o f  t h e  c r e d i t  d e t e r m i n e d  unde r  § 

4 6 ( a j  and a l l o w a b l e  by § 38. Also, unde r  § 4 6 ( € )  ( 2 )  (B) no i n v e s t m e n t  t a x  c r e d i t  i s  
avaiI . : i i>le i f  t h e  b a s e  t o  which t h e  t a x p a y e r ' s  r a t e  o f  r e t u r n  f o r  r a t e m a k i n g  
purp:r.as is a p p l i e d  is reduced  by r e a s o n  of any  p o r t i o n  of t h e  c r e d i t  d e t e r m i n e d  
unde r  S 4 6 ( a )  and  a l l o w a b l e  by § 38. 

S e c t i 3 n  4 6 ( f )  ( 6 )  of t h e  Code p r o v i d e s  t h a t  f o r  p u r p o s e s  of d e t e r m i n i n g  r a t a b l e  
p o r t  i , , ; i s :  unde r  § 4 6 ( f )  ( 2 )  ( A ) ,  t h e  p e r i o d  of t i m e  u sed  i n  computing d e p r e c i a t i o n  
exp2ris9 f o r  p u r p o s e s  o f  r e f l e c t i n g  o p e r a t i n g  r e su l t s  i n  t h e  t a x p a y e r ' s  r e g u l a t e d  
book3 sf a c c o u n t  s h a l l  be  used .  

Und;?r 5 1 . 4 6 - 6 ( g )  ( 2 )  of t h e  Income Tax R e g u l a t i o n s ,  " r a t a b l e "  f o r  p u r p o s e s  o f  § 

4 G ( i !  ( 2 ;  o f  t h e  Code i s  de te rmined  by c o n s i d e r i n g  t h e  p e r i o d  o f  t ime  a c t u a l l y  u s e d  
i n  coinputing t h e  t a x p a y e r ' s  r e g u l a t e d  d e p r e c i a t i o n  expense  f o r  t h e  p r o p e r t y  f o r  
which 3 c r e d i t  is a l l o w e d .  Regu la t ed  d e p r e c i a t i o n  expense  i s  t h e  d e p r e c i a t i o n  
e x p e n s e  f o r  t h e  p r o p e r t y  used  by a r e g u l a t o r y  body f o r  p u r p o s e s  of e s t a b l i s h i n g  
t h e  F a x p a y e r ' s  c o s t  of s e r v i c e  f o r  r a t emak ing  p u r p o s e s .  Such p e r i o d  o f  t i m e  s h a l l  
be 1:xpre3sed i n  u n i t s  of  y e a r s  (or s h o r t e r  p e r i o d s ) ,  u n i t s  of p r o d u c t i o n ,  or 
mackine h o u r s  and  s h a l l  be de t e rmined  i n  a c c o r d a n c e  w i t t i  t h e  i n d i v i d u a l  u s e f u l  
111'4 or' c o m p o s i t e  ( o r  o t h e r  g roup  a s s e t )  accoun t  sys t em a c t u a l l y  u s e d  i n  computing 
t h c  1. ~ x p ~ y e r ' s  r e g u l a t e d  expense .  A method of r e d u c i n g  i s  r a t a b l e  i f  t h e  amount t o  
re!-A:i:e c :~ :Js~  of s e r v i c e  i s  a l l o c a t e d  r a t a b l e  i n  p r o p o r t i o n  t o  t h e  number of s u c h  
u n i ? : , .  Thus,  f o r  example,  assume t h a t  t h e  r e g u l a t e d  d e p r e c i a t i o n  e x p e n s e  i s  
compiiLed under  t h e  s t r a i g h t  l i n e  method by a p p l y i n q  a c o m p o s i t e  a n n u a l  p e r c e n t a g e  
r a t e  tcJ a r i g i n a l  c o s t  ( a s  d e f i n e d  f o r  pu rposes  of computinq d e p r e c i a t i o n  e x p e n s e ) .  
I f  cos t  of s e r v i c e  is reduced  a n n u a l l y  by an  amount computed by a p p l y i n g  a 
cornposit-? a n n u a l  p e r c e n t a g e  r a t e  t o  t h e  amount of t h e  c r o r J i t ,  cos t  of s e r v i c e  i s  
r e d u c ? r l  b:; a r a t a b l e  p o r t i o n .  I f  s u c h  compos i t e  df l f lua l  pPr':Critaqe r a t e  were  
re-:ise:I t c l r  p u r p o s e s  of computiny d e p r e c i a t i o n  expense  beqinr l inq  w i t h  i i  p a c t  t c u l . i r  
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account period, the computation of ratable portion must also be revised beginning 
with such period. A composite annual percentage rate is determined solely by 
reference to the period of time actually used by the taxpayer in computing its 
regulated depreciation expenses without reduction fo r  salvage or other items such 
as over and under accruals. 

The method prescribed by § 1.46-6(g) ( 2 )  of the regulations for  determining 
whether the taxpayer's cost of service for ratemaking is reduced by more than a 
ratahlc portion of the investment tax credit depends upon correlating the credit 
with :-he regulatory depreciable useful life actually used for the property that 
gene::ated the credit That the correlation must remain constant and current is 
illustrated by the requirement that the ratable portion must be adjusted to 
reflect correspondingly any revision to the composite annual percentage rate 
applied fo r  purposes of computing regulated depreciation expense. 

Should the property €OK which the ADITC is allowed become no longer available 
fo r  computing the regulated depreciation expense, there could no longer be any 
correlit.ion between the property and the credit. In that event, the requirements 
of 5 46(€)(2) of the Code are violated if any portion of the credit is used to 
reduce the taxpayer's cost of service. 

In this case Taxpayer has sold the assets that generated the ADITC and, as a 
result.. the asset for which regulated depreciation expense is computed is no 
longer available. Consequently, no portion of the related unamortized ADITC 
remain.in9 at the date of sale may be returned to ratepayers by amortizing those 
amounts to a TCBA. 

The second determination involves the proper normalization treatment by Taxpayer 
of av:;rage rate assumption method ('*AP.AM") benefits relating to its oil and gas 
fired qeneration stations that were sold to unrelated third parties. 

Sectioil 203(e) (1) of the Tax Reform Act of 1986, 1986-3 ( V o l .  1) C.B. 63 
( " A c t . " ! ,  provides that a normalization method of accounting shall not be treated 
as Lei.ng used with respect to any public utility property for purposes of § 167 or 
§ 168 of the Code if the taxpayer, in computing its Cost O E  service for ratemaking 
purpsse:; and reflecting operating results in its regulated books of account, 
reduces the excess tax reserve more rapidly or to a greater extent that this 
reserve would be reduced under the average rate assumption method. 

The term "excess tax reserve" is defined in § 203(e) ( 2 )  (A) of the Act as the 
ex c e s s 3 f : 

(ii the reserve for deferred taxes as described in former § 1 6 7 ( 1 )  ( 3 )  ( G )  ( i i )  
o r  5 168(e) (3) (8) (ii) of the Code as in effect on the day before the date of the 
enactmrnt of the Act, over; 

( i i  I the amount that would be the balance in this ceserve i f  the amount of the 
reserv+ were determined by assuming that the corporate rate reduct ions provided in 
the Act were in effect for a l l  prior periods. 

Section 203(e) ( 2 )  ( 6 ;  of the Act defines the ARAM arid explains the calculations 
under this method. A R M  is the method under which the excess in the reserve for 
deferred taxes is reduced over the remaining lives o t  the property as used in its 
regi~ldtod books of account that gave rise to the r e s e r v e  for- deferred taxes. Under 
the AP.F\M, i f  timing differences f o r  the property r e v e r s e ,  1.h~ dmount of t h e  

Copr. 2 West 2004 t.10 Claim t 5  C r i c ] .  U . 3 .  Si.i';t. wocks 
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a d j u s t m e n t  t o  t h e  r e s e r v e  f o r  t h e  d e f e r r e d  : a x e s  i s  c a l c u l a t e d  by m u l t i p l y i n g :  
( i )  t h e  r a t i o  of t h e  a g g r e g a t e  d e f e r r e d  t ~ x r s  f o r  t h e  p r o p e r t y  t o  t h e  

a g g r e g a t e  t i m i n g  d i f f e r e n c e s  for  t h e  p r o p e r t y  d s  of t h e  b e g i n n i n g  o f  t h e  period i n  
q u e s t i o n ,  by; 

( i i )  t h e  amount o f  t h e  t i m i n g  d i f f e r e n c e s  t h a t  r e v e r s e  d u r i n g  t h i s  p e r i o d .  

Rev. PKOC. 88-12, 1988-1 C . B .  637, p r o v i d e s  f u r t h e r  g u i d a n c e  as  t o  t h e  
a p p l i c a t i o n  of t h e  ARAM t o  t h e  e x c e s s  t a x  r e s e r v e .  S e c t i o n  2.04 o f  Rev. P K O C .  88-12 

v i n t a g e  or  v i n t a g e  accoun t  a r e  n o t  f lowed  t h r o u g h  t o  r a t e p a y e r s  u n t i l  s u c h  t i m e  a s  
t h e  t i m i n g  d i f f e r e n c e s  i n  t h e  p a r t i c u l a r  v i n t a g e  a c c o u n t  r e v e r s e .  Moreover,  i t  i s  
a v i o l a t i o n  of § 2 0 3 ( e )  of the A c t  f o r  t a x p a y e r s  t o  a d o p t  a n y  a c c o u n t i n g  t r e a t m e n t  
t h a t ,  d i r e c t l y  or i n d i r e c t l y ,  c i r c u m v e n t s  t h e  r u l e  s e t  f o r t h  i n  t h e  p r e v i o u s  
s e n t e n c e .  S e c t i o n  2.04 a l s o  p r o v i d e s  t h a t  § 2 0 3 ( e )  o f  t h e  A c t  does n o t  mod i fy  t h e  
n o r m a l i z a t i o n  r e q u i r e m e n t s  of former § 1 6 7 ( 1 )  or 5 168(i) of t h e  Code. 

p r o v i d e s  t h a t  unde r  t h e  ARAM, e x c e s s  t a x  r e s e r v e s  p e r t a i n i n g  t o  a p a r t i c u l a r  

S e c t i o n s  3 and  4 . 0 1  of Rev. Proc. 88-12 p r o v i d e  t h a t  a t a x p a y e r  who l a c k s  
s u f f i c i e n t  v i n t a g e  accoun t  d a t a  n e c e s s a r y  to a p p l y  t h e  A M ,  c a n  u s e  t h e  "Rever se  
S o u t h  G e o r g i a  Method." I n  g e n e r a l ,  a t a x p a y e r  u s e s  t h a t  method i f  i t  ( a )  computes  
t h e  e x c e s s  t a x  r e s e r v e  on a l l  p u b l i c  u t i l i t y  p r o p e r t y  i n c l u d e d  i n  t h e  p l a n t  
a c c o u n t  on t h e  b a s i s  o f  t h e  w e i g h t e d  a v e r a g e  l i f e  o r  c o m p o s i t e  r a t e  u sed  t o  
computa d e p r e c i a t i o n  f o r  r e g u l a t o r y  p u r p o s e s ,  and  ( b )  r e d u c e s  t h e  e x c e s s  t a x  
r e s e r v e  r a t a b l y  o v e r  t h e  r ema in ing  r e g u l a t o r y  L i P e  of t h e  p r o p e r t y .  

For a p u b l i c  u t i l i t y  t o  use  a c c e l e r a t e d  d e p r e c i a t i o n  i n  d e t e r m i n i n g  i t s  F e d e r a l  
income t a x  l i a b i l i t y ,  § 2 0 3 ( e )  o f  t h e  A c t  r e q u i r e s  t h a t  n o r m a l i z a t i o n  a c c o u n t i n g  
be used  t o  r educe  t h e  e x c e s s  t a x  r e s e r v e  i n  c a l c u l a t i n g  t h e  r a t e s  t o  b e  c h a r g e d  
t h e  u t i l i r y ' s  cus tomers  and i n  m a i n t a i n i n g  t h e  r e g u l a t e d  books of a c c o u n t .  Under 5 
2 0 3 ( e r  of t h e  A c t ,  t h e  immediate f low t h r o u g h  o f  t h e  e x c e s s  t a x  r e s e r v e  t o  t h e  
u t i l i t y ' s  customers i s  p r o h i b i t e d .  I n s t e a d ,  t h e  e x c e s s  t a x  r e s e r v e  is t o  b e  
r educed  and  flowed th rough  t o  c o s t  of  s e r v i c e  no more r a p i d l y  t h a t  t h i s  r e s e r v e  
would be r educed  under  t h e  ARAM, o r ,  where a p p r o p r i a t e ,  t h e  Reve r se  Sou th  G e o r g i a  
Method. 

S e c t i o n  2 0 3 ( e )  of t h e  A c t  l imi t s  t h e  r a t e  a t  which t h e  e x c e s s  t a x  r e s e r v e  m a y  be  
r educed  and  f lowed  th rough  t o  t h e  u t i l i t y ' s  customers i n  s e t t i n g  r a t e s .  I t  d o e s  
no t  r e q u i r 5  t h e  u t i l i t y  t o  f low th rough  t h e  e x c e s s  t a x  r e s e r v e  t o  i t s  c u s t o m e r s ,  
b u t  p e r n i i t . ~  t h e  u t i l i t y  t o  d o  so  p r o v i d e d  t h e  r e d u c t i o n  t o  c o s t  of s e r v i c e  i s  n o t  
more r a p i d l y  t h a n  would be unde r  t h e  ARAM. Thus,  5 2 0 3 ( e )  of t h e  A c t  imposes a 
l i m i t a t i o n  on when t h e  e x c e s s  t a x  r e s e r v e  may b e  r e t u r n e d  t o  t h e  u t i l i t y ' s  
c u s t o m e r s  i n  the  form of  reduced r a t e s .  

In  t h e  p r e s e n t  c a s e ,  Taxpayer  h a s  s o l d  t h e  aEoremen t ioned  p u b l i c  u t i l i t y  a s s e t s .  
R e t i r e m e n t s  o €  p u b l i c  u t i l i t y  p r o p e r t y  s u b j e c t  t o  t h e  n o r m a l i z a t i o n  r e q u i r e m e n t s  
of 5 l i d  a r e  r e f l e c t e d  i n  a d j u s t m e n t s  t o  T a x p a y e r ' s  d e f e r r e d  t a x  r e s e r v e  a s  w e l l  
a s  iL : ,  r?xiess t a x  r e s e r v e  (see 5 l . l 6 7 ( l ) - l ( h )  ( 2 )  ( i ) ,  and Re',:. Proc .  R R - 1 2 ,  1 9 8 8 - 1  
C . G .  6 3 7 ,  a t  6 3 9 ) .  A s  a r e s u l t  of the s a l e ,  t h e s e  r e s e r v e s  c e a s e  t o  e x i s t .  A 
v i c l a t i o n  o f  t h e  n o r m a l i z a t i o n  r u l e s  w i l t  o c c u r  i f  t h e r e  is a n y  r e t u r n  t o  
r a t e p a y e r s ,  a f t e r  t h e  s a l e  d a t e ,  of t h e  unamor r i zed  e x c e s s  d o f e c r e d  r e s e r v e  
a t t r i b u t a b l e  t o  a c c e l e r a t e d  d e p r e c i a t i o n  on p u b l i c  u t i l i t y  p r o p e r t y .  F u r t h e r ,  b o t h  
ARAM and t h e  Reverse South  Georg ia  Method r e l y  on mechanisms req i t i r i r iq  d 

r e q u l a c o r i )  l i f e .  Once t h e  a s s e t  i s  s o l d ,  the c e g u l ~ t o r y  l i f e  c e a s e s  t.:) exist. 
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Hence, in each of the three rulinqs requested by Taxpayer, there would be a 
normalization violation if the remaining unamortized ADITC and ARAM benefits 
balances ( o r  a proportionate part thereof) existing at the date of sale are 
returned to ratepayers by amortizing those amounts to a TCBA. Since Taxpayer has 
sold the assets that generated the ADITC, the asset for which regulated 
depreciation expense is computed is no longer available. Consequently, no portion 
of the related unamortized ADITC remaining at the date of sale may be returned to 
ratepayers by amortizing those amounts to a TCBA. Additionally, a violation of the 
normalization rules will occur if there is any return to ratepayers, after the 
sale date, of the unamortized excess deferred reserve attributable to accelerated 
depreciation on public utility property. 

This letter ruling is directed only to the taxpayer who requested it. Section 
6110(k)(3) of the Code provides that this ruling may not be used or cited as 
precedent. 

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

Sincerely yours, 

Peter C. Friedman 

Assistant to the Branch Chief, Branch 6 

Office of the Assistant Chief Counsel (Passthroughs and Special Industries) 

This document may not be used or  cited as precedent. Section 6 1 1 O ( j )  ( 3 )  of the 
Internal Revenue Code. 

PLR 200004038, 2000 WL 92406 ( I R S  PLR) 
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I n t e r n a l  Revenue S e r v i c e  ( 1 . R . S . )  

P r i v a t e  Le t te r  Ru l ing  

I s s u e :  A p r i l  21 ,  2000 
J a n u a r y  6, 2000 

S e c t i o n  4 6  -- Amount of 

46 .00 -00  Amount o f  Cred 

46.14-00 P u b l i c  U t i l i t y  

Page 1 

C r e d i t  

t 

P r o p e r t y  - S e c t i o n  1 . 4 6 - 3 ( g j  of  t h e  Income Tax R e g u l a t i o n s  

CC:DOM: P6SI:6-PLR-108377-99 

R e :  Request  f o r  P r i v a t e  Le t te r  Ru l ing  

Rega rd ing  N o r m a l i z a t i o n  

Legend: 

Taxpayer  = 

S u b s i d i a r y  = 

S t a t e  = 

Commission = 

T h i s  l e t t e r  r e sponds  t o  t h e  r e q u e s t ,  d i c e d  A p r i l  29 ,  1 9 9 4 ,  of Taxpayer  o n  b e h d l l  
of i t s  S u b s i d i a r y  f o r  a p r i v a t e  l e t t e r  r u l i n g  on t h e  p r o p e r  t r e a t m e n t  O E  two of 
t h e  S u b s i d i a r y ' s  d e € e r r e d  t a x  a c c a u n t s .  Those t a x  a c c o u n t s  a r e  t h e  accumula t ed  
dcfecred i nves tmen t  tar,  c r P d i t 3  ( A D I T C :  under  fo rmer  S 4 6 ( € )  ( 2 )  of t h e  I n t e r n a l  
Rc'.;eriar? Code, and e x c e s s  d e f e r r e d  in3:oins t a x  ( E D I T i  under  Eormer 5 1 6 7 ( 1 )  and ;i 

C o p r .  .: W P S I :  2004 Pic, Claim tr, Oriq. 1J.S. G o v l . .  Works 
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lb8(f) and S203(e) of the 1986 Tax Reform Act, 1986-3(Vol. 1 )  C.B. 1, 63 (Act). 

your representations set out in your letter follow. 

Subsidiary is an investor-owned regulated public utility engaged in the 
qenerating, transmission, distribution, and sale of electrical power in State. 
Subsidiary has elected to use the ratable flow through method of normalizing its 
investment tax credits under former S 4 6 ( f )  (2) of the Code and has consistently 
applied this method to its unamortized investment tax credit balances associated 
wit-;? its public utility property placed in service prior to 1986, when the 
investment tax credit was repealed, as well as to its public utility property 
placed in service during the transition period after the repeal. Subsidiary also 
adopted a normalization method of accounting for purposes of claiming accelerated 
depreciation for public utility property in accordance with former §167(1) and 5 
168(f; and §168(i) (9). Subsidiary has normalized its EDIT in accordance with 5 
203(e) of the Act and Rev. Proc. 88- 12, 1988-1 C.B. 637. 

Pursuant to a State statute to restructure State's electric utility industry, 
Subsidiary is required to divest itself of its generation assets. Consequently, 
Subsidiary agreed to sell its fossil, hydro, and biomass generating assets to an 
unrelated party. The purchaser will not be subject to rate regulation in the 
operation of these plants. 

The :<ales price proceeds exceeded Subsidiary's book value of the plants. The 
procecds up to net book value will be retained by Subsidiary; the proceeds in 
excess of net book value will be used to mitigate Subsidiary's stranded costs in 
connect.ion with the above-market power purchase agreements and uneconomic nuclear 
invescrni2nt.s. In general, Subsidiary will be given an opportunity to recover all 
prudeiitly incurred generation-related stranded costs from ratepayers. Among the 
stranded costs which Subsidiary will be eligible to recover are generation-related 
federal income taxes which were n o t  subject to the normalization rules and were 
not provided €or  by ratepayers. 

Commission staff has proposed retention o €  the entire EDIT, but only the net 
present value of the unamortized investment tax credit benefits which the 
ratepzvyer would have received over the remaininq regulatory life of the generation 
asset.5 s o l d .  Taxpayer had argued that any rate making tceatment that directly oc 
indj te..;tly retained the economic bene€its of the unamortized A D I T C  and EDrT €or  
~at-ep,jyers upon the sale of the generation facilities would violate the governing 
normalization provisions of the Code. Taxpayer has been directed by the Commissiori 
to ccquest a ruling concerning whether a final determination put into effect by 
Cori~mi .;;ion requicing Taxpayer to flow the unamortized ADITC and EDIT balances to 
ratepayers, directly or indirectly, Eollowinq the sale o l  Taxpayer's generation 
as3et.s pursuant to the State restructuring laws, would violate the normalization 
r u l e s  set forth in €ormer S 46(f) (21  and §l6B(i) ( 9 1 .  

The Eirst issue involves the proper normalizatiori tceatment by Subsidiary O E  
unamoctized EDIT relating to the sale of its public utility propecty. 

Section 168(E) 
determined under 
niedriinq o €  §168( 
di l l . , iAnC 1 nq. 

21 O P  the Code provides that the depceciation deduction 
5168 shall n o c  apply to a n y  p u b l i c  utility propf.rt;.' (idit.tiir1 thc 
] ( l o ) )  i f  the taxpayer does not use  a riormalizdtion method of  
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In order to use a normalization method of accounting, §168(i) (9) (A) (i) of the 
Code requires the taxpayer, in computing its tax expense for establishing its cost 
of service for rate making purposes and reflecting operating results in its 
regulated books of account, to use a method of depreciation with respect to public 
utility property that is the same as, and a depreciation period for such property 
that is not shorter than, the method and period used to compute its depreciation 
expense for such purposes. Under §168(i) (9) ( A )  (ii), if the amount allowable as a 
deduction under S168 differs from the amount that would be allowable as  a 
deduction under 5167 using the method, period, first and last year convention, and 
salvage value used to compute regulated tax expense under 5168 (i) ( 9 )  (A) (i), the 
taxpayer must make adjustments to a reserve to reflect the deferral of taxes 
resulting from such difference. 

Section 168(i) ( 9 )  (BJ (i) of the Code provides that one way the requirements of S 
168(ii (9) (A) will not be satisfied is if the taxpayer, for  rate making purposes, 
uses a procedure OK adjustment which is inconsistent with such requirements. Under 
5168!i) (3)(B)(ii), such inconsistent procedures and adjustments include the use of  
an estimate or projection of the taxpayer's tax expense, depreciation expense, o r  
reserve for deferred taxes under § 168(i) (9) (A) (ii), unless such estimate or 
projection is also used, for rate making purposes, with respect to all three of 
these items and with respect to the rate base. 

Former 5167(1) of  the Code generally provided that public utilities were 
entitled to use accelerated methods for depreciation if they used a 
"""normalization method of accounting." A normalization method of accounting was 
defined in former 5167(1) ( 3 )  (G) in a manner consistent with that found in 5 
168(il ! P )  (A). Section l-l67(l)-l(a) (1) of the Income Tax Regulations provides that 
the normalization requirements for public utility property pertain only to the 
deferral of federal income tax liability resulting from the use of an accelerated 
method of depreciation for computing the allowance for depreciation under 5167 and 
the use of straight-line depreciation for computing tax expense and depreciation 
expense f a r  purposes of establishing cost of services and for reflecting operating 
results I n  regulated books of account. These regulations do not pertain to other 
book-tax timing differences with respect to state income taxes, F.I.C.A. taxes, 
construction costs, o r  any other taxes and items. 

Sectiorr 1.167(1)-l(h) (1) (i) of the regulations provides that the reserve 
established for public utility property should reflect the total amount of the 
deferral of federal income tax liability resulting from the taxpayer's use of 
different depreciation methods for tax and rate making purposes. 

Section l.l67(l)-l(h) ( 1 )  (iii) of the regulations provides that the amount of 
federal income tax liability deferred as a result of the use of different 
depreciation methods for tax and rate making purposes is the excess (computed 
without regard to credits) of the amount the tax liability would have been had the 
depreciation method for rate making purposes been used over the amount of the 
actual tax liability. This amount shall be taken into account for the taxable year 
in which the different methods of depreciati.on Ore used. 

Section 1.167(1)-l(h) (2) ( i )  of the regulations provides that the taxpayer milst 
credit this amount of deferred taxes to a reser'~e for deferred taxes, a 
depreciation reserve, or other reserve account. This regulation further pro.jitJt.:; 
that the aggreqate dmount allocable to deferr?d taxes may be reduced to r e f l e c t  

COPK. Q West 2004 No Claim to O r i q .  1J.S. G o v t .  Works 
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t h e  amount f o r  any  t a x a b l e  yea r  by w h i c h  f e d e r a l  income t a x e s  d i C .  q r e d c e r  by 
r e a s o n  o f  t h e  p r i o r  u s e  o f  d i f f e r e n t  methods o f  d e p r e c i a t i o n  iind+r 5 
1 . 1 6 7 ( 1 ) - 1 ( h )  (1) (i) o r  t o  r e f l e c t  a s s e t  re t i rements  o r  t h e  e x p i r a t i o n  o f  t h e  
p e r i o d  f o r  d e p r e c i a t i o n  used  for d e t e r m i n i n g  t h e  a l lowance  f o r  d e p r e c i a t i o n  under  5 
167 ( a )  - 

S e c t i o n  2 0 3 ( e )  of t h e  A c t  p r o v i d e s  a n o t h e r  way i n  w h i c h  a n o r m a l i z a t i o n  method 
of a c c o u n t i n g  is n o t  b e i n g  used  f o r  p u b l i c  u t i l i t y  p r o p e r t y .  

Accord ing  t o  § 2 0 3 ( e ) ( l )  o f  t h e  A c t ,  a n o r m a l i z a t i o n  method of a c c o u n t i n g  s h a l l  
no t  be t r e a t e d  a s  b e i n g  used  w i t h  r e s p e c t  t o  any  p u b l i c  u t i l i t y  p r o p e r t y  for  
p u r p o s e s  o f  5167 or  168 of t h e  Code i f  t h e  t a x p a y e r ,  i n  computing i t s  c o s t  o f  
service f o r  r a t e  making pu rposes  and r e f l e c t i n g  o p e r a t i n g  r e s u l t s  i n  i t s  r e g u l a t e d  
books of a c c o u n t ,  r educes  t h e  e x c e s s  t a x  r e s e r v e  more r a p i d l y  or  t o  a g r e a t e r  
e x t e n t  t h a t  t h i s  r e s e r v e  would be r educed  under  t h e  a v e r a g e  r a t e  a s s u m p t i o n  method 
(ARAM) - 

The term " e x c e s s  t a x  r e s e r v e "  is d e f i n e d  i n  § 2 0 3 ( e )  ( 2 )  ( A )  of  t h e  A c t  a s  t h e  
e x c e s s  o f :  

(i) t h e  r e s e r v e  f o r  d e f e r r e d  t a x e s  a s  d e s c r i b e d  i n  former §167(1) ( 3 )  ( G )  ( i i )  o r  
1 6 8 ( e )  ( 3 )  (B) ( i i )  o f  t h e  Code a s  i n  e f f e c t  o n  t h e  day b e f o r e  t h e  d a t e  o f  t h e  
enac tment  o f  t h e  A c t ,  ove r ;  

( ii) t h e  amount t h a t  would be t h e  b a l a n c e  i n  t h i s  r e s e r v e  i f  t h e  amount of t h e  
r e s e r v e  were de te rmined  by assuming t h a t  t h e  c o r p o r a t e  r a t e  r e d u c t i o n s  p r o v i d e d  i n  
t h e  A c t  were i n  e f f e c t  f o r  a l l  p r i o r  p e r i o d s .  

S e c t i o n  2 0 3 ( e )  ( 2 ) ( B )  of t h e  A c t  d e f i n e s  t h e  ARAM and e x p l a i n s  t h e  c a l c u l a t i o n s  
under  t h i s  method. ARAM is t h e  method unde r  w h i c h  t h e  e x c e s s  i n  t h e  r e s e r v e  f o r  
d e f e r r e d  t a x e s  is reduced  ove r  t h e  r ema in ing  l i v e s  of t h e  p r o p e r t y  a s  u s e d  i n  i t s  
books a€ a c c o u n t  t h a t  gave  r ise t o  t h e  r e s e r v e  f o r  d e f e r r e d  t a x e s .  Under t h e  A M ,  
j.f t iming  d i f f e r e n c e s  f o r  t h e  p r o p e r t y  r e v e r s e ,  t h e  amount o f  t h e  a d j u s t m e n t  t o  
t h e  r e s e r v e  f o r  t h e  d e f e r r e d  t a x e s  i s  c a l c u l a t e d  b y  m u l t i p l y i n g :  

( i )  t h e  r a t i o  of t h e  a g g r e g a t e  d e f e r r e d  t a x e s  f o r  t h e  p r o p e r t y  t o  t h e  a g g r e g a t e  
t iming  d i f f e r e n c e s  f o r  t h e  p r o p e r t y  a s  of t h e  b e g i n n i n g  of t h e  p e r i o d  i n  q u e s t i o n ,  
by; 

( i i )  t h e  amount of t h e  t iming  d i f f e r e n c e s  t h a t  r e v e r s e  d u r i n g  t h i s  p e r i o d .  

R e v .  P roc .  88-12, 1988-1 C . B .  631, p r o v i d e s  f u r t h e r  gu idance  a s  t o  t h e  
a p p l i c a t i o n  of t h e  A W  t o  t h e  e x c e s s  t a x  r e s e r v e .  S e c t i o n  2.04 of  Rev. Proc .  88-12 

v in t< ige  o r  v i n t a g e  accoun t  a r e  not  f lowed th rough  t o  r a t e p a y e r s  u n t i l  s u c h  time a s  
t h e  ciminq d i f f e r e n c e s  i n  t h e  p a r t i c u l a r  v i n t a q e  accoun t  r e v e r s e .  Moreover,  i t  is 
a v i o l a t i o n  o f  § 2 0 3 ( e )  of  t h e  A c t  f o r  t a x p a y e r s  t o  adop t  any a c c o u n t i n g  t r e a t m e n t  
t h a t ,  d i r e c t l y  o r  i n d i r e c t l y ,  c iccum. ien ts  t h e  r u l e  s e t  f o r t h  i n  t h e  p r e v i o u s  
s e n t e n c e .  S e c t i o n  2.04 a l s o  p r o v i d e s  t h a t  5 2 0 3 ( e )  of t h e  A c t  d o e s  n o t  modify t h e  
n o r m a l i z a t i o n  r e q u i r e m e n t s  of former 5 1 6 7 ( l i  o r  S l 6 H ( i )  of t h e  Code .  

p r o v i d e s  t h a t  u n d e r  t h e  ARAM, e x c e s s  t a x  r e s e r v e s  p e r t a i n i n g  t o  a p a r t i c u l a r  

S e c t i o n s  3 and 4 .01  of Rev. Proc .  $A-12 p r a v i d e  t h a t  d t a x p a i e r  who lacks 
s u f f i c i e n t  v i n t a g e  accoun t  d a t a  necessacy  to app ly  t h e  AKPM, car1 IISP t h e  
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"""Reverse South Georgia Method." In general, a taxpayer uses that method i f  it 
( a )  computes the excess tax reserve on a l l  public utility property included in the 
plant account on the basis of the weighted average life O K  composite rate used to 
compute depreciation fo r  regulatory purposes, and (b) reduces the excess tax 
reserve ratably over the remaining regulatory life of the property. 

For a public utility to use accelerated depreciation in determining its federal 
income tax liability, §203(e) of the Act requires that normalization accounting be 
used to reduce the excess tax reserve in calculating the rates to be charged the 
utility's customers and in maintaining the regulated books of account. Under S 
203[e) of the Act, the immediate flow through of the excess tax reserve to the 
utility's customers is prohibited. Instead, the excess tax reserve is to be 
reduced and flowed through to cost of service no more rapidly that this reserve 
would be reduced under the M, or, where appropriate, the Reverse South Georgia 
Method. 

Section 203(e) of the Act limits the rate at which the excess tax reserve may be 
reduced and flowed through to the utility's customers in setting rates. It does 
not require the utility to flow through the excess tax reserve to its customers, 
but permits the utility to do so provided the reduction to cost of service is not 
more rapidly than would be under the ARAM. Thus, §203(e) of the Act imposes a 
limitation on when the excess tax reserve may be returned to the utility's 
customers in the form of reduced rates. 

Iri the present case, Subsidiary has sold the aforementioned public utility 
assets. Retirements of public utility property subject to the normalization 
requirements of S168 are reflected in adjustments to Subsidiary's deferred tax 
reserve .as well as its excess tax reserve (see §1.167(1)-1(h) ( 2 )  (i), and Rev. 
Proc. 88-12, 1988-1 C.B. at 638). As a result of the sale, the reserves cease to 
exist. A violation of the normalization rules will occur if there is any reduction 
to Subsidiary's' rate base, after the acquisition date, for the unamortized EDIT 
reserve attributable to accelerated depreciation on public utility property. 
Further, both ARAM and the Reverse South Georgia Method rely on mechanisms 
requiring a regulatory life. Once the asset is sold, the regulatory life ceases to 
exist. 

The second issue involves the proper normalization treatment by Subsidiary, a 
former 546(f)(2) elector, of ADITC relating to the sale of its public utility 
property . 

Former S46(f) of the Code provides an election for ratable flow through under 
which an elector may flow through the investment tax credit to cost of service. 
However, former §46(f) ( 2 )  ( A )  provides that no investment tax credit is available 
i€ the taxpayer's cost of service for rate making purposes or in its regulated 
hooks of account is reduced by more than a catable portion of the credit 
determined under former §46(a) and allowable by 538. A l s o ,  under former § 

46(f) (2) ( 8 )  no investment tax credit is available if  the base to which the 
taxpayer's rate of return f o r  rate making purposc.~ is applied is reduced by reason 
of any portion of the credit determined undec former §46(al and allOWdble by $38. 

Former §46(f) (6) o €  the Code provides that. f o c  purposes of determining ratable 
portions under former §46(€i (2) [A!, the p e c i s d  o f  time used in cornputinq 
depreciation expense for purposes c;f r e f l e c t - i n q  ';perat i n g  results in the 
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taxpayer's regulated books of account shall be used. 

Under 51.46-6(g) (2) of the regulations, "ratable" for purposes of former 5 
46(f)(21 of the Code 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. Regulated depreciation expense is the depreciation 
expense for the property used by a regulatory body for purposes of establishing 
the taxpayer's cost of service for rate making purposes. Such period of time shall 
be expressed in units of years (or shorter periods), units of production, or 
machine hours and shall be determined in accordance with the individual useful 
life or composite (or other group asset) account system actually used in computing 
the taxpayer's regulated expense. A method of reducing is ratable if the amount to 
reduce cost of service is allocated ratable in proportion to the number of such 
units. Thus, for example, assume that the regulated depreciation expense is 
computed under the straight line method by applying a composite annual percentage 
rate to original cost (as defined for purposes of computing depreciation expense). 
If cost of service is reduced annually by an amount computed by applying a 
composite annual percentage rate to the amount of  the credit, cost of service is 
reduced by a ratable portion. I f  such composite annual percentage rate were 
revised for purposes of computing depreciation expense beginning with a particular 
accounting period, the computation of ratable portion must also be revised 
begii':iij.ng with such period. A composite annual percentage rate is determined 
so1ri.j. by reference to the period o f  time actually used by the taxpayer in 
comp:;:.ing its regulated depreciation expense without-reduction for salvage o r  
other items such as over and under accruals. 

Thc method prescribed by §1.46-6(g) (2) of the regulations for determining 
whether the taxpayer's cost of service for  rate making is reduced by more than a 
rata!:ri.o portion of the investment tax credit depends upon correlating the credit 
with the regulatory depreciable useful life actually used for the property that 
generated the credit. That the correlation must remain constant and current is 
illustrated by the requirement that the ratable portion must be adjusted to 
reflect correspondingly any revision to the composite annual percentage rate 
applied for purposes of computing regulated depreciation expense. 

Should the property for which the investment tax credit is allowed become no 
Longer available €or computing the requlated depreciation expense, there could no 
I.ongec be any correlation between the property and the credit. In that event, the 
requirements of former §46(f) ( 2 1  of the Code are violated if any portion of the 
credit is used to reduce the taxpayer's cos t  of service. 

In this case, Subsidiary has sold the assets that generated the investment tax 
credit and, as a result, the asset €or which regulated depreciation expense is 
comput-ed is no longer available. Consequently, no portion of the related 
unamortized ADITC remaining at the date of s a l e  may b e  used to reduce Subsidiary's 
cost: of service. 

This letter rulirig is directed only to the t a x p a y e r  WhG requested i t .  Section 
6110(k) ( 3 )  of the Code provides that i t  may not be used or cited as precedent. 
Pursuant t o  a power of attorney on File with this office, the original of this 
letter ruling has b e e n  s e n t  t o  Taxpayer's ii~I:h~rized representative and a copy has 
been sent to Taxpayer. 
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Sincerely y o u r s ,  

Kathleen Reed 

Senior Technician Reviewer, Branch 6 

Office of 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 200016020, 2000 WL 1690225 (IRS PLR) 
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PROPOSED RULES 

\ 
DEPARTMENT OF THE TREASURY 

Internal Revenue Service 

2 6  CFR Part 1 

[REG-104385-01] 

RIN 1545-AY75 

Application of Normalization Accounting Rules to Balances of Excess Deferred 
Income Taxes and Accumulated Deferred Investment Tax Credits of Public 
Utilities Whose Generation Assets Cease to be Public Utility Property 

Tuesday, March 4 ,  2003 

*lo190 AGENCY: Internal Revenue Service (IRS), Treasury. 

ACTION: Notice of proposed rulemaking and notice of public hearing. 

SUMMARY: This document contains proposed regulations that provide guidance on the,. 
normalization requirements applicable to electric utilities that benefit (or have 
b c r i e r . i t t e d )  from accelerated depreciation methods or from the investment tax 
credit. permitted under pre-1991 law. The proposed regulations permit a utility 
whose electricity generation assets cease to be public utility property to return 
t~ tt1i.i r ratepayers the normalization reserves for excess deferred income taxes 
(EDFITI and accumulated deferred investment tax credits (ADITC)) with respect to 
those assets. This document also provides notice of a public hearing on these 
proposed regulations. 

DATES: Written or electronic comments must be received by June 2, 2003. Requests 
to speak and outlines of topics to be discussed at the public hearing scheduled 
f o r  June 25, 2003, at 10 a.m. must be received by June 2, 2002.  

ADDRESSES: Send submissions to: CC:PA:RU (REG-104385-011. room '10191 5226, 
1nti:rrial Revenue Service, Post Office Box 7604, Ben Frankliii Station, Washington, 
DC 20044 .  Submissions may be hand-delivered Monday through Friday between the 
hours o €  8 a.m. and 5 p.m. to: CC:PA:RU (REG-104385-01). Courier's Desk, Internal 
Revenue Ser-vice, 1111 Constitution Avenue, F I N . ,  Washington, DC. Alternatively, 
t .axpd)c: r j  may submit comments rjlsct c o n i c a l l : /  b!: submittinq conunents directly t ( j  
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the IRS Internet site at www.irs.gov/regs. The public hearing will be held i r i  *.ti,: 

Internal Revenue Building, 1111 Constitution Avenue, NW., Washington, DC. 

FOR FURTHER INFORMATION CONTACT: Concerning the proposed regulations, David Seliq, 
at (202) 622-3040; concerning submissions of comments, the hearing, or to be 
placed on the building access list to attend the hearing, Treena Garrett, at ( 2 0 2 )  
622-7150 (not toll-free numbers). 

SUPPLEMENTARY INFORMATION : 

Background 

This document contains proposed amendments to the Income Tax Regulations (26 CFR 
part 1; relating to the normalization requirements of sections 168(f) (2) and 
168(i; ; 9 )  of the Internal Revenue Code (Code), section 203(e) of the Tax Reform 
Act of 1986, Public Law 59-514 (100 Stat. 21461, and former section 46(f) of the 
Code. The proposed regulations respond to changes in the electric power industry 
resulting from deregulation of electricity generation facilities. 

Section 168 of the Code permits the use of accelerated depreciation methods. 
Section 168 (f) ( 2 )  provides, however, that accelerated depreciation is permitted 
with respect to public utility property only if the taxpayer uses a normalization 
method of accounting for ratemaking purposes. 

Under a normalization method of accounting, a utility calculates its ratemakinq 
tax expense using depreciation that is no more accelerated than its ratemaking 
depreciat.ion (typically straight-line). In the early years of an asset's life, 
this results in ratemaking tax expense that is greater than actual tax expense. 

added to a reserve (the accumulated deferred federal income tax reserve, or  
A D F I T ) .  The difference between ratemaking tax expense and actual tax expense is 
not: permanent and reverses in the later years of the asset's life when the 
ratemking depreciation method provides larger depreciation deductions and lower 
tax expense than the accelerated method used in computing actual tax expense. 

Th,? d: ,rLorence ': : between the ratemaking tax expense and the actual tax expense is 

This accounting treatment prevents the immediate flowthrough to utility 
ratepayers of the reduction in current taxes resulting from the use of accelerated 
depreciation. Instead, the reduction is treated as a deferred tax expense that is 
collected € r o m  current ratepayers through utility rates, and thus is available to 

1,9-..:-r, ~dapre.~iation deductions in later years, only the ratemaking tax expense is 
co1ieci:cd from ratepayers and the difference between actual tax expense arid 
ratemaking tax expense is charged to ADFIT, depleting the utility's stock o €  
cost-free capital. 

ut  - L  I ! i ,- ies a s  cost-free investment capital. When the accelerated method provides 

Excess Deferred Income Tax 
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The T ~ x  Reform Act of 1986 reduced the highest corporate tax rate from 46 percent 
to 3 4  percent. The excess deferred federal income tax (EDFIT) reserve is the 
balance cf the deferred tax reserve immediately before the rate reduction over the 
balance that would have been held in the reserve if the 34 percent rate had been 
in effect for prior periods. The EDPIT reserves were amounts that utilities had 
collected from ratepayers to pay future taxes that, as a result of the reduction 
in corporate tax rates, would not have to be paid. 

Section 203(e) of the Tax Reform Act of 1986 specifies the manner in which the 
EDFIT reserve can be flowed through to ratepayers under a normalization method of 
accounting. It provides that the EDFIT reserve may be reduced, with a 
corresponding reduction in the cost of service the utility collects from 
ratepayers, no more rapidly than the EDFIT reserve would be reduced under the 
average rate assumption method (ARAM). For taxpayers that did not have adequate 
data to apply the average rate assumption method, subsequent guidance permitted 
use of the reverse South Georgia method as an alternative. In general, both the 
average rate assumption method and the reverse South Georgia method spread the 
flowthrough O E  the EDFIT reserve over the remaining lives 
gave rise to the excess. 

Accumulated Deferred Investment Tax Credits (ADITC) 

Former section 46 of the Code similarly limited the abil 

of the property that 

ty of ratepayers to 
benefit from the investment tax credit determined under that section. Under 
former section 46(f) ( 2 ) ,  an electing utility could flow through the investment 
credit. ratably (that is, could reduce the cost of service collected from 
ratepayers by a ratable poction of the credit) over the investment's regulatory 
l i f e .  The balance of the credit remaining to be flowed through to ratepayers 
w0uJ.d be held in a reserve for accumulated deferred investment tax credits 
(ADITTI. If the utility elected ratable flowthrough of the credit, the rate base 
(the aiiiount on which the utility is permitted to collect a return from ratepayers) 
could not be reduced by reason of any portion of the credit. 

Deregulation of Generation Assets 

When the normalization provisions were added to the Internal Revenue Code, 
electric utilities were vertically integrated to include generation, transmission, 
and distribution functions. Accelerated depreciation, investment credits, and 
normalization enhanced the cash flow needed to acquire and construct new 
genc-:'cltion dssets. Driven by changes in technology and economics, however, the 
electri.; i.ndustry has been undergoing substantial changes. Many utilities have 
been seiling generation assets to new entities that are not subject to rate of 
return regulation and are becoming transmission and distribution ( o r  
distribution-only) companies. In many cases, the derequlation of generation 
assets is occurring before the EDFIT and ADITC reserves associated with those 
assets have been €lowed through to rat.epayers. 

The Service has issued a number of private letter rulings h o l d i r i q  t h d t  
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flowthrough of the EDFIT and kDITC reserves associated with an asset is not 
permi!ced after the asset's deregulation, whether by disposition or  otherwise. 
These rulings were based on the principle that flowthrough is permitted only over 
the asset's regulatory life and when that life is terminated by deregulation no 
further flowthrough is permitted. After further consideration, the Service and 
Treasury have concluded that neither former section 4 6 ( f )  ( 2 )  nor section 203(e) of 
the Tax Reform Act suggests that the EDFIT and ADITC reserves should not 
ultimately be flowed through to ratepayers. Instead, Congress provided a schedule 
fo: f.lawing through the reserves so that utilities would have the benefit of 
cost-free capital for a predictable period. 

The proposed regulations provide that utilities whose generation assets cease to 
be psblic utility property, whether by disposition, deregulation, or otherwise, 
may continue to flow through EDFIT and ADITC reserves associated with those assets 
without violating the normalization rules. The rate of *lo192 flowthrough is 
limited, however, to the rate that would have been permitted if the assets had 
remained public utility property and the taxpayer had continued to use a 
normal.ization method of accounting ( o r  ratable flowthrough of the credit) with 
respect to the assets. This result does not impose on utilities any burden 
unanticipated prior to deregulation and provides the flow-through originally 
anticipated by ratepayers, utility commissions, and utilities. 

Comments Requested 

I n  acidition to comments relating to this notice of proposed rulemaking, comments 
are ~?qiJested on the proper disposition of tax reserves (ADFIT, EDFIT, and ADITC) 
under- the following set of facts. Regulated transmission assets from several 
pub; IC: utilities (related or otherwise) are trans€erred to a utility partnership. 
Th.i partnership is created solely as a transmission company. The transaction is 
subir-.:::t to section 721 of the Code. The transmission assets are public utility 
pr-s-.':ri:y - C  before the transfer and will be public utility property after the 
transfer. Is there a normalization violation if the deferred tax reserves are 
trai';ferred to the new transmission company's regulated books and are considered 
i n  : . t . ! . t ing rates for the new transmission company? Alternatively, is there a 
norrniiii 7.ati.on violation if the deferred tax reserves remain on the transferors' 
regui.ated books and are considered in setting their rates? 

In addition, the proposed regulations do not address the treatment of deregulated 
assei..: ~ ~ n d e r  former section 46(f)(1) (relating to the use O P  the investment credit 
to L E  luce the rate base of electing taxpayers). Comments are also requested on 
this issue. 

Proposed Effective Date 

The regulations are proposed t o  apply to property that becomes deregulated 
generation property after March 4, 2003. In addition, d uCility may elect to 
app1:' Lhe proposed r u l e s  to property that becomes deregu1at:ed generation property 
on or before March 4, 2 0 0 3 .  T h e  election 1:; made b:, at.tai:hing d writtqrl st.,ttemerit 
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to the utility's return for the tax year in which the proposed rules a:" F'lt,llstlr?d 
as final regulations. 

Special Analyses 

It has been determined that this notice of proposed rulemaking is not a 
significant regulatory action as defined in Executive Order 12866. Therefore, a 
regulatory assessment is not required. It also has been determined that section 
553(b) of the Administrative Procedure Act (5 U.S.C. chapter 5) does not apply to 
these regulations and, because the regulations do not impose a collection of 
information on small entities, the Regulatory Flexibility Act ( 5  U.S.C. chapter 6) 
does not apply. Therefore, a Regulatory Flexibility Analysis is not required. 
Pursuant to section 7805(fl of the Code, this notice of proposed rulemaking will 
be submitted to the Chief Counsel for Advocacy of the Small Business 
Administration for comment on its impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are adopted as final regulat ons, consideration 
will b e  given to any comments that are submitted (in the manner described in the 
ADDRESSES caption) timely t o  the IRS. All comments will be ava lable for public 
inspection and copying. Treasury and IRS specifically request comments on the 
clarity O E  the proposed regulations and how they may be made clearer and easier to 
understand. 

A public hearing has been scheduled €or June 25, 2 0 0 3 ,  at 10 a.m. in the Internal 
Revenue Building, 1111 Constitution Avenue, NW., Washington, DC. Because of access 
restrictions, visitors will not be admitted beyond the Internal Revenue Building 
lobby more than 30 minutes before the hearing starts. 

The rules of 26 CFR 601.601(a) ( 3 )  apply to the hearing. 

persons who wish to present o r a l  comments at the hearing must submit comments and 
submit an outline of the topics to be discussed and the time to be devoted to each 
topic by June 2, 2003. 

A period of 10 minutes will be allotted to each person f o r  making comments. 

An agenda showing the schedulinq of the speakers will be prepared after the 
deadline for receiving outlines has passed. Copies of the agenda w i l l  be 
available free of charge at the hearing. 

Draft inq Inf ormd t ion 

The principal author o r  these requLdtions is Da';id Ljelig, O f f i r e  of the Associate 
C h i e f  Counsel (Fassthrouqhs and Special Industries), IRS. Howe.ver, other 
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personnel from the IRS a n d  Treasury Department participated in their development. 

List of Subjects in 2 6  CFR Part 1 

Income taxes, Reporting and recordkeeping requirements. 

Proposed Amendments to the Regulations 

Accordingly, 26 CFR part 1 is proposed to be amended as follows: 

PART 1--INCOME TAXES 

Paragraph 1. The authority citation for part 1 continues to read in part as 
f 01 lows : 

Authority: 26 U.S.C. 7805 * * 

Par. 2. Section 

5 1.46-6 Limitat 

f t t t t  

1.46-6 is amended by adding paragraph (k) to read as follows: 

on in case of certain regulated companies. 

(k) Treatment of accumulated deferred investment tax credits upon the 
deregulation of regulated generation assets--(ll Scope. This paragraph ( k )  
provides rules for the application of former section 461f) ( 2 )  of the Internal 
Revenue Code with respect to public utility property that is used in electric 
generation and ceases, whether by disposition, deregulation, or otherwise, to be 
public utility property (deregulated generation property). 

(2) Amount of reduction. If public utility property of a taxpayer becomes 
deregulated generation property to which this section applies, the reduction in 
the taxpayer's cost of service permitted under former section 46(f) ( 2 )  is equal to 
the amount by which the cost of service could be reduced under that provision if  
all such property had remained public utility property of the taxpayer and the 
taxpayer had continued to reduce its cost of service by a ratable portion of the 
credit with respect to such property. 

( 3 )  Cross reference. See S l.l68(i)-(3] for  rules relating to the treatment of 
balances of excess deCerred income taxes when utilities dispose o f  cequlated 
generation assets. 

( 4 )  Effective date-- ( i r  General rule. ThLs p a r a g r a p h  ( k )  applles to property ttiat 
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becomes deregulated generation property after March 4, 2003. 

(ii] Election for retroactive application. A utility may elect to apply this 
paragraph (k) to property that becomes deregulated generation property on or 
before March 4, 2003. The election is made by attaching the statement "ELECTION 
UNDER 5 1.46-6(k)" to the taxpayer's return for the tax year in which this 
paragraph (k) is published as a final regulation. 

Par. 3. Section 1.168(i)-3 is added to read as follows: *lo193 

5 l.l68(i)-(3) Treatment of excess deferred income tax reserve upon disposition of 
regulated generation assets. 

(a) Scope. This section provides rules for the application of section 203(e) of 
the Tax Reform Act of 1986, Public Law 99-514 (100 Stat. 2146) with respect to 
public utility property that is used in electric generation and ceases, whether by 
disposition, deregulation, or  otherwise, to be public uti 
(deregulated generation property). 

(b) Amount of reduction. If public utility property of a 
deregulated generation property to which this section app 
the taxpayer's excess tax reserve permitted under section 

ity property 

taxpayer becomes 
ies, the reduction in 
203(e) of the Tax Reform 

Act of 1986 is equal to the amount by which the reserve could be reduced under 
that provi.sion if all such property had remained public utility property of the 
taxpayer and the taxpayer had continued use of its normalization method of 
accounting with respect to such property. 

(c) Cross reference. See 5 1.46-6(k) for rules relating to the treatment of 
accumulated deferred investment tax credits when utilities dispose of regulated 
generation assets. 

(d) Effective date--(l) General rule. This section applies to property that 
becomes deregulated generation property after March 4 ,  2003. 

(2) Election for retroactive application. A taxpayer may elect to apply this 
section to property that becomes deregulated generation property on or before 
March 4 ,  2003. The election is made by attaching the statement "ELECTION UNDER 5 
1.168(i)-3" to the taxpayer's return for the tax year in which this section is 
published as a final regulation. 

David A. Mader, 

Assistant Deputy Commissioner of Internal Revenue 

[ P R  Doc. 03-4885 Filed 3-3-03; 8 : 4 5  am] 
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1. A change in accounting by a reporting entity 
> may significantly affect the presentation of botil 
? financial position and results of operations for an 

accounting period and thc trends shown in com- 
P.aative financial statements aiid historical surnma- 
m. The cliange should therefore be reported in a 
m m e r  Which \ v d  facilitate analysis and under- 

L. standing of the financial statements. 
1 

? S W ~  of  Opinioll 

2 2. %S Opinion defines various types of accourlting 
$ and establishes guides for determining the 
4 mWncr of reporting each type. It also covers repon- 
1 ing a correction of an  error in previously issued 

: 

; 

f i n m i d  statemen i s .  

3. The Opiiiion applies to financial statements 
which purport to present financial position, qJ@iges: 
in  financial posirion:and results of operations in 
conformity with gcncraUy accepted accounting prin- 
ciples. The guides in this Opiruon also may bc 
appropriate in presenting financial information i n  
other forms or  for specid purposes. .:Gi-i'i 
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16. The presumption that an entity should not 
change an accounting principle may be overcome 
only if the enterprise justifies the use of an dtcrna- 
tive acceptable accounting principle on Lhe b v i r  
that it is preferable. However, a method of ac- 
counting that was previously adopted lor a type of 
transaction o r  event which is being terminated o r  
which was a single, nonrecurring event in the past 
should not be changed. For example, the method 
of accounting should not be changed for a  ax or 
t j x  credit which is being discontinued or for pre- 
operating costs relating to  a specific plant. The 
Board doe; no( intend to imply, however, that a 
change in the estimated period to be benefited for 
a deferred cost (if justified by the facts) should not 

tifying other changa  rests with the entity propos- 
ing the change.' 

General Disclosure-A Change i n  
Accounting Principle 

17. The nature of and justification for a change ici 
accounting principle and its effect on income should 
be disclosed in the fmancial statements of the period 
in which the change is made. The justification for 
the change should explain clearly why the newly 
adopted accounting principle is preferable. 

Keportiag 3 Change in Accounting Principle 

18. The Board believes that, although they conflict, 
.both (a) the potential dilution of public confidence 
in fmancial statements resulting from restating fi- 
nancial statements of prior periods and @) consis- 
tent application of aaounting principles in compar- 
ative statements are important factors in reporting a 
change in accounting principles. The Board con- 
cludes that most changes in accounting should be 
recognized by including the cumulative effect, based 
on a retroactive computation. of changing to a new 
accounting principle in net income of the period of 
the change (paragraphs 19 to 26) but that a few spe- 
cific changes in accounting principles should be re- 

poned by restating the financial statements of prior 
perids (paragraphs 27 to 30 and 34 to 35). 

19. For all changes in accounting principle except 
those desuibed in paragraphs 27 to 30 and 34 to 35, 
the Board therefore concludes that: 

a. Financial staremenu for prior periods induded 
for comparative purposes should be presented 
as previously reported. 

b. The cumulative effect of changing to a new ac- 
counting principle on h e  amount of retained 
earnings a t  the beginning of the period in which 
the change is  made should-be induded in net in- 
come of  the period of thechange(paragraph 20). 

c. The effect of adopting the new accounting prin- 
ciple o n  income before extraordinary items and 
o n  net income (and on the related per share 
amounts) ofthe period of the change should bc 
disclosed. 

d. Income before extraordinary items and net in- 
come computed on a pro forma basid should 
be shown on the face of the income statements 
for all periods presented as if the newly adopted 
accounting principle had been applied during 
all periods affected (paragraph 21). 

Thus, income before exiraordinary items and net 
income (exclusive of the cumulative adjustment) 
far the period of the change should be reported on 
the basis of the newly adopted accounting princi- 
ple. The conclusions in this paragraph are modi- 
fied for various special situations which are de- 
scribed in paragraphs 23 to 30. 

20. Cumulative elfect of a change in accounting 
principle. The amount shown in the income state- 
ment for the cumulative effect of changing to a new 
accounting principle is the difference between (a) the 
amount of retained earnings at the beginning of the 
period of a change and @) the amount of retained 
earnings that would have bcen reported at that date 
if the new accounting principle had been applied ret- 
roactively for all prior periods which would have 
becn affected and by recoi$izing bnly the direct ef- 
fects of the change and related income tax effea.' 
The amount of the cumulative effect should be 
shown in the income statement between the captions 
"extraordinary items" and "net income." The 

%c pro lorma amounts indudc both (a) the dircd cffcclsof A change and (b) mndisactinnary adjunnieriir in items b a d  on inmmc &lore 
lues or net income. such u profit sharing cxpcnsc and ccnun royalties. ihrt would have b n  m p n i z d  if  the ncwty adopted aaounting 
principle h d  been followcd in prior periods: related income iaa clfeclr should k rccognircd for both (a) and @). Dilsd clrear arc limited to 
lhosc adjunmcntr that would have hccn rccordcd 10 rcstatc lhc financial rolementr 01 prior periods to apply rctroadivcly lhc change. WC 
nondiKIctionary adjurrrncntr dcrcnbcd in 011 should no( [herdore bc rccognixd in computing the adiustnienc for Ihc cmulativc cffccl of the 
change described in paragraph u) Unless nnndiraclionaly ad~urttncnu of 1Ir  prior pcriodr i r e  ~ u u a l l y  rccordcd. 
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1 3  T ~ X .  e.0.c. B U ~ L .  365 
( C i t e  as: 1986 WL 379759 (Tex.P.U.C.)) 

P a g e  1 

P e t i t i o n  of H o u s t o n  L i g h t i n g  a n d  Power Company for A u t h o r i t y  t o  C h a n g e  Rates 
P e t i t i o n  o f  H o u s t o n  L i g h t i n g  a n d  Power  Company €or A p p r o v a l  of  P r o p o s e d  I n t e r i m  

A c c o u n t i n g  T r e a t m e n t  for L i m e s t o n e  U n i t  I 
D o c k e t  Nos. 6765 a n d  6766 

T e x a s  P u b l i c  U t i l i t y  C o m m i s s i o n  
November  1 4 ,  1986 

B e f o r e  B a i l e y ,  A d m i n i s t r a t i v e  'Law J u d g e ;  F i s h e r ,  a n d  P u g s l e y ,  H e a r i n g s  E x a m i n e r s ;  
Thomas ,  R o s s o n ,  a n d  C a m p b e l l ,  C o m m i s s i o n e r s .  

BY T H E  COMMISSION: 

B a i l e y ,  A d m i n i s t r a t i v e  Law J u d g e ;  F i s h e r ,  and P u g s l e y ,  H e a r i n g s  E x a m i n e r s  

'1 X I I .  Rate D e s i g n  

A .  R e s i d e n t i a l  E lec t r ic  S e r v i c e  T a r i f f  

H L & P  p r o p o s e s  n o  c h a n g e s  t o  t h e  d e s i g n  o f  i t s  r e s i d e n t i a l  s e r v i c e  ( R S )  t a r i f f  
w h i c h  was a d o p t e d  b y  s t i p u l a t i o n  i n  Docket No. 5 7 7 9 ;  r a t h e r ,  o n l y  p r o p o s e s  t o  
c h a n g e  t h e  RS c h a r g e s .  E x p l a i n i n g  t h e  c u r r e n t  r a t e s ,  H L & P  w i t n e s s  S t a n d i s h  
t e s t i f i e d  t h a t  g e n e r a l l y  l o w  u s a g e  c u s t o m e r s  b e n e f i t  f r o m  t h e  i n c l u s i o n  o f  250 KWH 
i n  t h e  minimum b i l l  w h i c h  p r o d u c e s  a lower cost per KWH t h a n  t h e  r e s i d e n t i a l   use^ 

r a t e ;  w h i c h  l o w e r  r a t e  r e f l e c t s  t h e s e  c u s t o m e r s '  smaller t h a n  a v e r a g e  c o n t r i b u t i o n  
t o  t h e  s y s t e m  p e a k  d u e  t o  t h e i r  t y p i c a l  h i g h e r  t h a n  a v e r a g e  load € a c t o r .  A c c o r d i n g  
t o  Mr. S t a n d i s h  December 1 9 8 5  tes t  y e a r  da ta  re f lec ts  t h a t  2 2  p e r c e n t  o f  a l l  
r e s i d e n t i a l  e n e r g y  c o n s u m p t i o n  o c c u r s  a t  or below 250 KWH per m o n t h  a n d  t h a t  1 2  
p e r c e n t  o €  H L & P ' s  r e s i d e n t i a l  b i l l s ,  a n n u a l l y ,  a r e  below 250 K W H .  M r .  S t a n d i s h  
f u r t h e r  t e s t i f i e d  t h a t  c u s t o m e r s  w i t h  b o t h  summer a n d  w i n t e r  p e a k  u s a g e  p a t t e r n s  
b e n e f i t  f r o m  t h e  lower w i n t e r  K W H  c h a r g e  f o r  u s a g e  o v e r  1 , 0 0 0  KWH; w h i c h  lower 
c h a r g e  r e s u l t s  €rom t h e  ex is tence  o f  more a n n u a l  KWH ( summer  a n d  w i n t e r )  o v e r  w h i c h  
t o  s p r e a d  t h e  d e m a n d  r e l a t ed  cost as  compared to  summer p e a k i n g  o n l y  c u s t o m e r s .  M r .  
S t a n d i s h  n o t e d  t h a t  t h e  summer r a t e  r e m a i n s  f l a t  aEter  250 KWH a n d  a t  a Kate h i g h e r  
t h a n  t h e  a v e r a g e  r a t e  f o r  t h e  f i r s t  250  KWH; r e s u l t i n g  i n  d n  i n c r e a s i n q  a v e r a q e  
u n i t  p r i c e  w h i c h  s e n d s  t h e  p r o p e r  p r i c i n g  s i g n a l :  h i g h e r  s u m i e r  u s a g e  r e s i d e n t i a l  
c u s t o m e r s  c o n t r i b u t e  p r o p o r t i o n a l l y  more t o  t h e  s y s t e m  p e a k .  ( H L & P  Ex.  19 a t  1 0 . )  

R e g a r d i n g  t h e  p r o p o s e d  p r i c i n g  c h a n g e  for  t h e  R S  rd t .c ,  Mr. S t . a r i d i s h  t e s t i € i e d  t h a t  
H L L P  p r o p o s e s  t o  d e c r e a s e  i t s  Euel c h a r g e ,  a n d  b a s e  [ ' a t e  c t ia rqes  h a v e  beer1 
i n c r e a s e d  t o  p r o d u c e  a p p r o x i m a t e l y  t h e  same i n c r e a s e  i r i  r a t . cs  € o r  t h e  v a r i o i i s  . s i z e  
drid u s a g e  p a t t e r n  O E  a l l  R S  cus tomers .  ( I d . )  

C i t y  w i t n e s s  I Leo recornmends t h a t  t h e  r e s i d e n t i d l ,  minimurn b i l l  rernL1in at. C.9.00 p c ! ' ~  
m o n t h .  ( C i t y  E x .  50 dt 1 8 . )  

Ficrure RWH-R21 3 
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29. It is reasonable and appropriate to ad1u-t ttAc Company's return on  equity to 
reflect the Company's reduced conservation e f t c r t s  f o r  reasons set forth in Section 
V of the Examiners' Report. 

3 0 .  The staff's adjustment to the Company's cost of equity is reasonable and 
appropriate for the reasons set forth in Section V.F. of the Examiners' Report. 

31, The reasonable and appropriate return on equity for the Company after 
application of the conservation adjustment is 14.44 percent as shown in modified 
Finding of Fact No. 1 4 .  

*63 32. HL&P has a total invested Capital of $4,687,399,000 as illustrated below: 

PLANT IN SERVICE $5,797,391,000 -. 
ACCUMULATED DEPRECIATION $1,201,575,000 
NET PLANT $4,595,816,000 
CWIP IN RATE BASE $ 678,072,000 
NFIP IN RATE BASE $ 58,946,000 
PROPERTY HELD FOR FUTURE USE $ 3,095,000 
OTHER LONG TERM ASSETS $ 0 
WORKING CASH ALLOWANCE $ 0 
OTHER WORKING CAPITAL $ (54,828,000) 
MATERIALS AND SUPPLIES $ 56,663,000 
PREPAYMENTS $ 14,748,000 
FUEL INVENTORY $ 9,397,000 
DEFERRED LIMESTONE CHARGES $ 0 
UNRECOVERED STORM COST $ 0 
DEFERRED TAXES $ (631,503,000) 
PRE1971 INVESTMENT TAX CREDITS $ (6,302,000) 
CUSTOMERS DEPOSITS $ (32,538,000) 
CUSTOMER ADVANCES $ (15,889,000) 
PROPERTY INSURANCE RESERVE $ 1,428,000 
DAMAGES AND INJURIES RESERVE $ (5,597,000) 
RETIREMENT PLAN $ (38, 937,000) 
TOTAL INVESTED CAPITAL $4,687,399,000 - 

58. Rate base should be offset by the amount of de€erred federal income tax 
(DFIT) of $631,503,000, an increase of $29,878,000 over the Company's proposed 
amount. Because ratepayers are currently providing FIT o n  a normalized basis in the 
Company's cost of service, this adjustment is reasonable and necessary to recognize 
qovernment supplied capital. This adjustment does not require the Company to flow- 
through to ratepayers .all benefits from tax deductions excluded from cost of 
service, but instead disallows a return to be earned on cost free capital. 

7 4 .  HL&P has a cost of equity of 1 4 . 6 0  percent based on Findinqs of Fact Nos. 
68-73. Application of the conservation adjustment referenced in modified Findings 
of Fact Nos. 2 9  and 30 results in a cost: of equity of 14.44 percent for HL&P in 
this case. 

75. It is appropriate to set HL&P's capital. structure utilizinq the most updated 
data available, and adjusted for subsequent changes, €or  the reasons discussed in 
Section VII.B.5. of the Examiners' Report. 

7 5 ( a ) .  There is insufEicient: evidence in the record to d e F i r i i t e I y  determine that 
under Accountinq Release No. 13 (AR-13), a company is  permiLted to JCCCUF: AFUDC 011 

the bond proceeds held in trust, only i f  the AF'IJDC rate ref1ect.s tlie l o w c ? r  c:ost of 

Copr. 0 West 2001  N o  C l a i m  t o  O c i y .  [ J . S .  L o v t .  W o r k s  
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CHOICE POWER, INC, AND TEXAS 0 
GENERATING COMPANY, L.P. TO § 

OF 

FINALIZE STRANDED COSTS UNDER 
ADMINISTRATIVE PURA Q 39.262 § HEARINGS 

MOTION TO SUPPLEMENT THE RECORD 

TO THE HONORABLE ADMINISTRATIVE LAW JUDGES: 
COME NOW, Texas-New Mexico Power Company, First Choice Power, Inc., and Texas 

Generating Company, L.P. (“Applicants”) and file this their Motion To Supplement The Record 

in accordance with P.U.C. hoc. R. 0 22.203. Applicants make this request to assure only that 

the record is complete and are not filing this motion for the purpose of delay or any other 

inappropriate purpose. Applicants request that the Afidavit of Mr. Warren, attached hereto as 

Exhibit 1, be admitted into the record of this case as supplemental evidence. In support of  this 

motion, Applicants would show the following: 

I. 
SUPPLEMENTAL INFORMATION OFFERED 

During the hearing on the merits, Office of Public Utility Counsel (“OPC‘’) witness Ellen 

Blumenthal provided oral testimony concerning several IRS private letter rulings relied upon in 

both the testimony of Cities’ witness Lane Kollen and Applicants’ witness James Warren. These 

rulings dealt with whether the flowthrough of investment tax credit reserves associated with an 

asset after the asset’s deregulation or disposition would constitute a normalization violation. She 

stated affirmatively that those private letter rulings had been revoked. She stated that such 

information was obtained from an IRS official identified as Mr. David Selig. Tr. 497, lines 6-1 1 

(April 15,2004). 

Ms. Blumenthal’s factual statement as to the status of the private letter rulings was a 

surprise to TNMP witness Warren who works regularly in this area. Given Mr. Warren’s area of 

practice and expertise, Mr. Warren felt compelled to verify Ms. Blumenthal’s claim. He 

contacted Mr. Charles B. Ramsey, Branch Chief, Branch 6, Office of Associate Chief Counsel of 

Passthroughs and Special Industries at the IRS, to determine the accuracy of Ms. Blumenthal’s 

3M I 671 0.2 
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claim. As Branch Chief for Branch 6, he heads the IRS branch responsible for private lettcr 

rulings on passthroughs.’ 

When he reached Mr. Ramsey about the alleged “revocation,” Mr. Ramsey askcd that the 

request be made in writing. The letter he sent to Mr. Ramsey is attached as Attachment A to the 

Affidavit of James Warren. In this letter Mr. Warren requests information concerning all private 

letter rulings that might be affected by the Proposed Rulemaking on the Application of 

Normalization Accounting Rules. This Proposed Rulemaking was discussed during the hearing 

and can be found as an attachment to the testimony of OPC witness Blumenthal. Direct 

Testimony of Ellen Blumenthal, OPC Ex. 1 at Appendix C. (For your convenience a copy of the 

Notice of Proposed Rulemaking is attached as Exhibit 2). At page 2 of 3 of the Notice of the 

Proposed Rulemaking, the IRS states “the Service has issued a number of private letter rulings 

holding that the flowthrough of EDFIT and ADITC reserves associated with an asset is not 

permitted after the asset’s deregulation. . . .” This statement is consistent with Mr. Warren’s 

testimony at the hearing2 Quoting from the preamble in the Notice of Proposed Rulemaking, he 

stated to Mr. Ramsey the following: 

The Service has issued a number of private letter rulings holding that flowthrough 
of the EDFIT and ADITC reserves associated with an asset is not permitted after 
the asset’s deregulation, whether by disposition or otherwise. These rulings were 
based on the principle that flowthrough is permitted only over the asset’s 
regulatory life and when that life is terminated by deregulation no fkther 
flowthrough is permitted. 

He then asked whether the IRS has revoked those rulings. This rcquest was sufficiently 

broad to cover any private letter rulings relevant to the question of whether a flowthrough would 

constitute a normalization violation. Mr. Ramsey stated that none had been “revoked.” This 
conclusion specifically demonstrates that Ms. Blumenthal was incorrect when she proposed to 

reduce TNMp’s stranded costs by the amount of unamortized ITC.’ 

Affidavit of James Warren at para. 4, Cities’ witness Kollen (Cities Ex. I )  attaches several private rulings 
to his testimony as exhii ts  (pages 103-124). All of these rulings were issued from Branch 6 (pages 108, 112, 119. 
and 120). including one under Mr. Ramsey’s signature @age 112). This confirms that Mr.  Ramsey was in a position 
to know the status of such private letter rulings. 

Rebuttal Testimony of James Warreq TNMP Ex. I6 at 23-25. 

’ As RRvcp set forth in its briefs, TNMP has also argued that MS. Blumenthal was similarly incorrect when 
she stated that her proposed adjustments are consistent with generally accepted accounting principles (GAAP). See 
TNMP’s Inihal Brief at 13-18,20; TNMP‘s Reply Brief at 12-17,20. 

3501 6710.2 - 2 -  

-1 87- 
7 



11. 
PERhlISSION SOUGHT UNDER THE COMMISSION PROCEDURAL RULES TO 

SUPPLEMENT THE RECORD 

Under P.U.C. Subst. R $ 22.203@)(4), a party is permitted to provide supplemental 

rebuttal testimony “in response to matters first brought up on cross-examination of a non- 

applicant witness and only to the extent that the applicant coutd not have reasonably anticipated 

the need for such evidence in time to file it in written form.” The supplemental information must 

be filed within five ( 5 )  working days. However, this requirement is waived if production of the 

evidence on that schedule was not “feasible.” In this circumstance, Applicants clearly could not 

have anticipated that Ms. Blwnenthal would testifL to IRS actions now known not to have 

occurred. Applicants could not have met the five (5) day requirement as this issue arose during 

the course of the hearing and time was requked for MI. Warren to reach Mr. Ramsey and to 

obtain a written response. For these reasons the attached affidavit should be considered. 

As an alternative ground for consideration of the affidavit, P.U.C. Proc. R. Q 22.203@)(7) 

permits the AWs to seek additional evidence in advance of issuing a proposal for decision, 

TNMP would ask that the ALJs exercise their authority under that provision and consider this 

Affidavit in the interest of justice. Justice cannot be served if a decision is made in whole or in 

part based on incorrect factual information. To assure that all requirements of P.U.C. Proc. R. § 

22.203(b)(7) are met, TNMP would present, if requested, Mr. Warren for fiuther cross- 

examination by telephone on the limited scope of his affidavit. 

WHEREFORE, PREMISES CONSIDERED, Applicants respecthlly request that the 

Commission grant its Motion to Supplement the Record. 

350167102 - 3 -  
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Respectfully submitted, 

GARY W. BOYLE 
State Bar No. 24039823 
HELEN YOON 
State Bar No. 240299 19 
4 100 International Plaza 
Fort Worth, Texas 76 I O 9  

(817) 737-1333 Facsimile 
(817) 737-1386 

300.5 s 3. - --- 
Lous S. ZIMMERMAN 
State Bar No. 22269500 
JAMES G w  
State Bar No. 24027061 
Fulbnght & Jaworski L.L.P. 
600 Congress Avenue, Suite 2400 
Austin, Texas 78701 
(512) 536-4552 
(5 12) 5364598 Facsimile 

ATTORNEYS FOR THE APPLICANTS, TEXAS-NEW MEXICO POWER COMPANY, 
FIRST CHOICE POWER, INC. AND TEXAS GENERATING COMPANY, L.P. 

CERTIFICATE OF SERVICE 

Counsel for Applicants hereby certify that a true and correct copy of this pleading was 

served on all parties of record on May 18, 2004, by hand delivery, facsimile transmission, 

electronic transmission, andor first class mail. 

Louis S. Zimmerman 

IMI 67102 
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AFFIDAVIT 

STATE OF NEW YORK 

COUNTY OF NEW YORK 

BEFORE ME, the undersigned authority, on this day persondly appeared lames I. 
Warren, known to mc to bc the person whose name is subscribed to the foregoing instrument, 
and acknowledged Lo me that hc exmuted &he smic for the purposes and consideration therein 
egressed, whereby he did dcpose and state the following: 

1 - My name is James I. Warren. 1 am of legal age, a resident o f  tlic stale of New Jerscy and 
compctent to make this affidavit. I c e e  that the foflowing statcments, offercd by me on behalf 
of Texas-New Mexico Powcr Company, First Choice Power, Inc., and Tcxas Generating 
Company, L.P. ("Applicants"), are true and correct and based upon my personal knowlcdge and 
expcrience. 

2. I filed Rebutlal Testimony find Exhiiits on behalfof fhe Applicants in P.U.C. Docket No. 
29206 (SOAH Docket No. 473-04-2459). A summary of my background and experiencc is 
providcd in that testimony. 

3. I attend& each day of the final hearing in Chat docket fiom Apiil 14 to April 17, 2004, 
and was in the hearing morn when Ms. Ellen Rliimahal testified on hehdf of the Oflicc of 
Public Utility Counsel (OPC). Ms. Blumcnthal testified that the IRS has rcvokcd a gmup of 
private lettcr rulings in which it heId that thc flowthrough of accumulated d c f d  bivestmcnt 
tax credit (ADITC) resaves associated with an asset is not pcrmittcd after that asset's 
deregulation or disposition. Tr. at 496, lines 12-17; 497, lines 10-11; 501, line 16 - 502, linc 4 
(April 15.2004). 

4. Because lhis is an area in which I represent several clients and to which I devotc a 
substantial amount of my time and because 1 had never heard any indication whatsoever of lhc 
ruling nvocalions to which she testified, Z dm-Jed to contact the pcrson at the lRS who was niost 
Ukcly to hiow definitively whethcr or not this had, in fact, ocmmed. This person was Mr. 
Charien Ramsey, the Branch Chief who leads the group (Bran& 6) within the Chief Counsel's 
Office of the IRS National Office which issued thc rulings about which Ms. Blumenthal testified. 
Mr. Dnvid Selig, thc alleged source of Ms. Blumcmthal's information, is an attorney-advisor, a 
line position, within Branch 5, the group to which has h e n  assigned thc drafting of thc proposed 
normalization regulations but which had not been responsible for the issuance of thc r e f m c e d  
private letter rulings. I considered Mr. Ramsty to be a mort definitive sourc'cc of information. 

5. On May 5, 20041 wrote a letter to Mr. Rarnscy (Attachment A) asking if thc IRS has 
revoked the rCierenccd rulinp. On May 13, 2004, I rcceivcd a rcspoose tkom Mr. Rarnsey 
(Attachment B) in which hc stales that the UtS *%as not mokcd the m l h g ~  described either as a 
group or individually as past of a piam to revoke all or most of them." 

3501at93.1 -I- 
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6 .  Bascd on the IRs's confurnation of the effwtivencss of the pnvatolettn dings. j t  is 
apparent thnt Ms. Blmmthal was mistdim when she tcstitied that those private-lctter rulings 
had bccn revoked As 1 tatifid, the fedad tax N~CS in e f h t  today prohibit the flowthrough of 
ADlTC resavcs once thc associated m e t  iS no longer rccqulated 

FURTHER AFFIANT SAYEIll NOT, 

k 
Subscribed and sworn to bcfore me on this 18 day of May, 2004. 

c in and for the State of New York 

3501G693.1 -2- 
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Thelen Reld & Priest LLP 
Anorneys At Law 

876 Thud Avenue 
New Ya(c NY 10022.6226 

TeL 212.603.2000 
Far: 212.603.2001 

uww.lheIenreid.com 

J m  1. Wanen 
212.603.2072 Olred OM 

jwanen@thelenreid.axn 
2128292010 Dked Fax 

May 5,2004 

Charles B. Ramsey 
Chief - Branch 6 - Pasthroughs & 

Special Industries 
Internal Revenue Service 
1 11 1 Constitution Avenue, N.W. 
Washington, DC 20224-0002 

Re: Regulation Project REG - 104385-01 

Dear Mr. Ramsey: 

The SUPPLEMENTARY INFORMATION contained in the Notice of Proposed 
Rulemaking associated with the above-referenced regulation project states: 

“The Service has issued a number of private letter rulings holding 
that flowthrough of the EDFIT and ADITC reserves associated 
with an asset is not permitled after the asset’s deregulation, whether 
by disposition or othenkise. These rulings were based on the 
principle that flowthrough is permitted only over the asset’s 
regulatory life and when that life is terminated by deregulation no 
hrther flowthrough is permitted.” 

It is my understanding that it was your branch that issued most, if not all, of the rulings 
described in the excerpt set out above. Could you please advise me as to whether the Sewkc 
has, as of the date of this letter, revoked the described rulings. 

Sincerely, 

JM/at 

NY US94318 VI 

A T T , 4 c ~ m ~ h l 7  A 

Nfw row SAN FRAKTSCO WASHINGTON, DC LOS ANGELES SlL lcONVAuM MORRISTOWN, N 1 
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DEPARTMENT OF THE TREASURY 
iNTERNAL REVENUE SERVICE 

WASHINGTON, D.C. 20224 

OFFICE OF 
CHItF COUHBCL 

MAY 1 3  2004 

James 1. Warren, Esq. 
Thelen, ReM& Priest, LLP 
875 Third Avenue 
New yo&, NY 10022-6225 

Dear Mr. Warren: 

This is in response to your letter of May 5,2004, requesting hfomatbn regarding 
certain private letter rulings relating to the flow-through of EDFIT and ADITC reserves. 
In your letter you cite a pmvision contained in a recent n o h  of proposed rulemaking 
that states: 

'The Servkx has issued a number of private letter filings holding that 
flowthrough of the EDFIT and ADITC reserves associated with an asset is not 
permitted after the asset's deregulation, whether by disposiff on or otherwise. 
These ruling were based on the principle that flowthrough is permitted only over 
the asset's regulatory life and when that life is terminated by deregulation no 
further flowthroug h is permitted." 

You have requested information regarding whether the Service has revoked the rulings 
described in the notice of proposed rulemaking. I cannot discuss whether sny indfvidual 
ruling has been revoked. I can tell you, however, that the Service has not revoked the 
rulings described either as a group or individually as part of a plan to revoke all or most 
of them. 

Sincerety , 

Charles B, Ramsey 
Branch Chief, Branch 6 
Office of Associate Chief Counsel 
(Passthroughs & Special Industries) 
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Notice of Proposed 
Rulemaking and Notice of 
Public Hearing 

Application of Normalization 
Accounting Rules to Balances 
of Excess Deferred Income 
Taxes and Accumulated 
Deferred Investment Tax 
Credits of Public Utilities 
Whose Generation Assets 
Cease to be Public Utility 
Property 

REG-10438501 

AGENCY: Internal Revenue Savicc (m), 
Treasury. 

ACTION: Notice of proposed rulemak- 
ing and notice of public hearing. 

SUMMARY: This document contains pro- 

tbc normalization requirements applicable 
to dccbic utilities that benefit (or have ben- 
efitted) 6rom accelerated depreciation m&- 
ods or from h e  investtneA tax credit 
permitted under prc- 199 I law. The pro- 
posed regulations permit a utility whose 
electricity generation assets cease to be pub- 
lic utility property to rem to their rate- 

defemd income taxes (EDFIT) and accu- 
mulated deferred investment tax credits 
(ADITC) with respect to those asscts. T h i s  
document also provides notice of a pub- 
lic hearing on these proposed regulations. 

DATES: Written or electronic comments 
must be received by June 2, 2003. Re- 
quests to spcak and oudims of topics to be 
discussad at thc public hearing schedded 
for Iunc 25, 2003, at 10 a m .  must be co- 
ceived by Junc 2, 2003. 

ADDRESSES: Send submissions to: 
CC:PARU (REG-104385dl). coom 5226, 
Inter& Revenue Scrvicc, Post Office Box 
7604, Ben FrankJin Statioa,Washington, 
DC20044. Submissions may be hand- 
dclivercd Mooday through Friday M e e n  
the hours of g am. and 5 p.m. lo: 
CC:PA:RU (REG104385-Ol), Courier's 
Desk, Internal R m u e  & v i a ,  I 1  I 1 Con- 

posed ngulations that provide guidance w 

payers the normalization rtservFs fix excess 

SdrUtion Avenue, NW, Washingon, DC. Al- 

electronically by submitting cotiunents di- 
rectly to the IRS Internet site al 
www.irS.gov/regs. The public hearing will 
bc held in the h e m a l  Revenue Building, 
I I I I Constitution Avenue, NW, Washing- 
ton, Dc. 

mtively,  taxpayers may submit cxnmum 

FOR FURTHER INFORMATION CON- 
TACT: Concerning the proposed regula- 
&&, David Selig, at (202) 622-3040; con- 
cerning submissions of comments, the 
heating, or to bc placed on thc building ac- 
cess.list to attend the hearing, Treena 
Garrett, at (202) 622-7190 (not . .  toll-frrc 
nurirbers). 

SUPPLEMENTARY INFORMATION: 

Background 

This document contains proposed 
amendments to the Income Tax Regula- 
tions (26 CFR Pari 1) relating to the nor- 
malization rcquircmcnts .of sections 
168(f)(2) and 168(i)(9) of the Internal RCV- 
enue Code (codc). section 203(e) of the Tax 
Reform Act of 1986, PUb1ic:Law 99-514 
(I00 StaL.2146), and former section 4qf)  
of the Code. The proposed regulations re- 
spond to changes in the electric power in- 
dustry resulting from deregulation of 
eledricity generation facilities. 

Section 168 of the Code pennits the use 
of accclerated'depnciation methods. S ~ C -  

'tion 168(f)(2) provides, however, that ac- 
celerated .depreciation .is permitted with 
mpcct to public utility property only if the 
taxpaykr USCS a nomratizaticp~ & of ac- 
counting for ratcmaking purposes. 

U0der.a normalization method of ac- 
counting, a utility calculates ita 
ing tax expense using dcpnciation that is 
M more accelerated &an its'ratcmaking dc- 
preciation (typically straight-line). in the 

ratemaking tax expense that is greater than 
actual tax expense. The difference bctwc~n 
the ratcmakiig tax expense and tbc a- 
tual tax expense is d d e d  to a reserve (the 
accumulated d e f d  federal income tax 
m e ,  or ADFlT). The differcncc bctwwn 
ratemaking tax expense and actual ex- 
pense is not pamanent and in & 
later ycars of the asset's life when the rate- 

d y  ycars of M asset's life, this raU1t.s in 

APPENDIX C 
Page 1 o f 3  

making depreciation mediod p r o v i k  l a w  
depreciation deductions and lower tax ex- 
p c " ~  than the at.cclcnted method & in 
computing actuai.tiu expcnse. 

This accounting ueatment prevents the 
immediate flowthrough IO utility ratepay- 
m of the reduction in a n t  taxa m l t -  

Instead, the reduction is treated as a dc- 
fcrrcd tax expense that is collected from ~ 

current ratepayers lhrwgh Uhity ma, and 
thusis available to utilities as cost-fnc in- 
vestment capital.. When the accelerated 
method provides lower depreciation de- 
ductions in later years, only the ratemak- 

and the diffcrencc bawccn actual tax ex- 
pense ' and ratemaking tax expense is 
charged to ADFIT, depl$ng the utility's 
stock of cost-fice capid. . 

Excw De/erred Income Tar 

. 

ing from the use of accclaarcd depm'ation 

, 

. 
ing tax expense is ~ l l t dcd  fiom ratepayas 

The Tax Reform Act of 1986 reduced thc 
highest corporate tax rate from 46 per- 
cent to 34 percent. The excess d c f e d  fcd- 
era1 income tax (EDFIT) reserve is thc 
balance of the deferred tax reserve imme- 
diately before the rate reduction over the 
balance that would, have been held in the 
reserve if the 34 p e n t  rate had been,in 
effect for prior periods. The EDFlT re- 
Sewes were amounts that utilitiqs had col- 
lected from ratepayers to pay future taxes 
that, as a result of the reduction in c o w  
rate tax rates, would not have tcr be paid. 

Section 203(e) of Ulc'Tax Reform Act 
of 1986 specifid the manner in which the 
EDFIT r e m e  can be flowed through to 
ratepayen under a normathtion method of. 
accounting. It provides that the EDFlT re-. 
serve may be reduced, w i h a  correspond- ' 
ing reduction in the cost of service the 
utility collects fhm ratcpaycw. no mort rap 
idly than the EDFIT.reservc. would be re- 
duced under the average rate assumption. 
method (ARAM). For taxpayers that did not 
have adequate data to apply the average ratc 
assumption method, subsequent guidance 
permitted use of the oreverse South Geor- 
pia method as an altcmtive. In general, 
both the average rate assumption method 
and .the reverse South Georgia method ,. 
spread the flowthrough of the EDEIT E- 
scrve over the remaining l iva  of the pmp- 
crty ,fiat gave rise to 'the cxcess. 

. 
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APPENDIX C 
Page 2 of 3 Accumulared Defined lrlvertmenf T i  

Credits (ADITC) 
tion 203(e) of the Tax Reform Act sug- 
gests that the EDRT and ADITC r w x v c s  
should not ultimately be flowed through to WFfatiom arc p p o s e d  to apply to 

a Former sccuon 46 of the Code simi- ratepayers. Instead, .Congress provided a P r o m  t=Orna denpla ted  genera- 
lady lirnitcd the ability OfratcpaYcB to bcn- scbedulc for flowing through he reserves tion P r O ~ ~  after March 4, 2003. In ad- 
cfit from the ,investment, tax credit so that utiliti& would have the benefit of dition, a utility may ,elect IO apply the 
. dctamincd undcr that sc&m. forma cost-fne capital for a predictable period. ppd ~ l e s  to property that &- 
m i o n  46(!3(2), an electing utility could a The proposed regulations provide that regulated generation p r o F w  on or be- 
flow through the investment credit rat- utilities wbose gumation asscts cease IO be fore March 4, 2003. * elat ion i s  *de 
ably (that is. could reduce the cost of scr- public utility propew, whether by dispo- by a-g a w&n mtemed to h e  uai- 
vice collected from ratepayW by a ratable sition, derrgulation, OT otherwise, may &n- ty's return for the tax ymr in the pm 
podon ofthe credit) O V C ~  the hvcstmcnt's tinue IO  OW through E D m  and ADKC . posed rules published final 
regulatocy I&.. The b a l m  of th aedit re-  reserve^ associated with those assets gth- regulah'om. 
maining to be flowed through to ratepay- out violating the normalization rides. The 
crs would be held in a rescrve for rate of flowthrough is limited, howcvcr, to special ~~~l~~~ 
accumulated deferred investment tax m d -  the latc that would have been permitted if. 
its (ADITC). If the utility elected ratable thc assets had remained public utility prop  notice 
flowthrough of Ihc cradil, the base (the and the. q y ~ r  had cootinucd to of  proposed ~tulcmaking i s  not a signifi- 

. amount on which the Utility is permitted 10 a normalization method of accounting (Or cant regula to j  action as defined in EX- 
collect a rcturn.from raIepayers) could not ratable flowduough of the credit) with re- dVc - 12866. kfon, a wbrory 
bc rcduced by mason of any podon of thc s p ~ a  to'the assets. This result does not im- assssment is not It has kn 
credit. pose. on utilities any burden unanticipated & l e h j n d  bat section 553@) of Ad- 

Deregulation 01 Generation Assets 

Proposcd Effective Date 

It has been determined that 

Prior daeguktion and Pron'& thC flow- 
through o'ginall~, anticipated by ratepay- 

miis&&e h w d & e  Act ( 5  U.S.C. &ap- 
ter 5 )  not apply to hac 

em, utility commissions. and utilities. and, because do noL im- When thc normalization provisions wen 
added to the h t e d  Revenue Code, clcc- pose a collection of information on small 
tric utilities were vertically integrated to in- entities, the Regulatory Flexibility Act (5 
clude generation, transmission, and In addition to comments relating to this U.S.C. chapter 6) docs not apply. There- 
distribution functions. Accelerated depre- notice of proposed rulemaking, comments f q ,  a Regulatory Flexibility halysis is not 
ciation, investment credits, and normaliza- arc requested o,n the proper disposition of required. Pursuant to section 7805(f) of the 
tion enhanced the cash flow nccdcd to rax rcscrvcs (ADFIT, EDFIT, and ADFC) Code, thjg mticr; of p p o s c d  Nlcmaking 
acquire and construct new generation as- under the following sct of facts. R e p -  will & submitted to the Chief c o w l  for 
sets. Driven by Changes h technology pnd lated transmission assets from s e v e d  pub- Advocacy of fie small ~~~j~~ Admin- 
economics, however. the-electric induslry lic utilities (related or otherwise) are  k~~ for on its hpaa o m d l  
has been undergoing substantial changes. transferred lo a utility partnership, This par(- business. 
Many utilities have been selling genera- ' nership is created solely as a transmis- 
tion assets to new entities that arc not sub- si00 company. The transaction is subjed'to Comments 
ject to rate of return regulation and are section 721 o f  the Code. The'transmis- 
becorqing transmission and h ' b u b ' o n  (or Sion assets arc: public utility property be- . Before these proposed replahorn are 
dis&i ionM) CMnpancs. In maay w, fore the ensfcr and will be public utility adoptcd as !%a1 re@tiom, consideration 
the dertguiation ofgeneration assets is oc- property after the transfer. IS there a nor- .wiU bc given to any comm~lts that arc sub- 
cuning before the EDFIT and 'ADlTC re- malht ion violation if the deferred tax re- mitted (in the manner dcscnkd b the AD- 
serves associated. with those assets have serves arc transferred to the new DRkSSEs caption) h c l y  to the Ills. All 
been flow& lhmugh to ratepayers. traramisrim 0~mpany.s mgulated books and comments will & available for public in- 

The Service has issued a number of pri- are considered in setting rates for the new spection and copying. T m W  and 
me lctter dings holding h a t  flowthrough &ammission company? Alternatively, is specifically request commme On the C l y -  

of the E D m  and ADITC &ewes asso- there a normalization violation if the de- ity of  the proposed ngulatiom and how 
ciatcd with an asset is not permitted after f e d  tax reserves remain on the transfer- they m y  be madr: c l c a r ~  easier to una 
the asset's deregulation, whether by dis- 01s' iegulated books and are considered in derstand. 
position or otherwise. These rulings were setting their rates? A public hearing has bcea scheduled fa 
based on h e  principle that flowthrough is Lo addition, the proposed regulations do June 25,  2003, at IO a.m. in *e 

pe-mjmd only over he  asset's reflatory Revenue Building. 1 11 1 Constitution Av- 
lifc and when that life is tamhated by de- sets under former section 46(fx1) (da t -  enue, W. Washingtoa, Of ac- 
regulation no further flowthrough is per- hng to h e  use of he investment c d t  IO cess restrictions, visitors will not be 
mittcd. AAcr further consideration, thc reduce tbe rate base of electing taxpay- admitted beyond the Internal Revenue 
Service and Treasury have concluded h a t  em). Comments are also rcquested on this 'Building lobby more 30 minu*es be 

fox thc hearing starts. neither former section 46(1)(2) nor SCC- kWC. 

Public nearing 

address the w e n t  of deregulated as-. 
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APPENDIX C 
Page 3 of 3 

'Ihc rules of 26 CFR 601.M)IIa)(3) ap- 
ply to the hearing. 

P m o r s  who wish to p n t  om1 cam- 
mcnts at the hearing must submit com- 
men& aad.subnrit an outliae of the topics 
to bc disatsed and the time to be devoted 
to cach topic by June 2,2003. 

A period of 10 minutes will be allot- 
ted to each person for making comments. 

An agenda showing tbc sctrcduling of the 
~ p ~ a k e r ~  will be prepared afta the dad-  
line for w i v i n g  0 u d i 1 ~ ~  has passbd Cop 
ies of tbe agenda will bc available free of 
charge at the hearing. 

Drafting Information 

n e  principal author of thcsC regula- 
tions is David Selig, Office of the Associ- 
ate ChidcounSel (Passdyayhs and Special 
Industries), [RS. Howevcr, other person- 
nel from the IRS and Treasury Depart- 
ment participated in their development. 

of thc Internal Rcvenuc Code with rupcu 
(0 public utility property that is usbd UI ckc- 
hjc generation and ceases, whether by dis- 
position. deregulation. or othawisc, IO be 
public utility property (deregulated gen- 
eration property). 

(2) Aniounf o/redudon. If public util- 
ity property of a taxpayer becomes dcrrgu- 
lated generation property to which this 
section applies, the reduction in the tax- 
payer's cost of  service permitted under 
former section 46(f)(2) is equal to the 
amount by which the cost of d c c  could 
be nduced unda  that provision if all such 
property had rcmained public utility prop 
erty of the taxpayer and the taxpayer had 
continued to reduce its cost of service by 
a ratable portion of the credit with nspcct 
to such property. 

(3) Cmrrrefaence. See §1.168(t+(3) for 
N I ~  relating to the bcatment of balances 
of  e x e s  deferred income taxa when utili- 
ties dispose of regulated generation as- 

* * * * *  sets. 
(4) .@dive General rrJr This 

paragraph (k) applia to property that be- 
comes deregulated generation property af- 
ter March 4, 2003. 

(ii) Election /or retroactive applica- 
lion. A utility may elect to apply this para- 

Proposed Amendments to the 
Regulations 

to be amended as follows: 
Accordingly, 26 CFR part I is proposbd 

PART I--MCOME TAXES 
graph (k) to property that becomes 
deregulated generation property on or be- 
fore March 4. 2003. The election is made 
by attaching the statement "ELECTION 
UNDER 1.46-6(k)" to the taxpayer's n- 

by turn for the tax year in which &is para- 
graph @) is published as a T i  regulation. 

Par. 3. Section 1.168(i)-3 is added to 

Pantgraph 1. The authority citation for 
part 1 amdnucs to read in part as follows: 

Authority: 26 U.S.C. 7805 * * 
par. 2. Section is 

adding paragraph (k) to read as follows: . 

disposition of mguluted generation 
(k) Tirounent of accum&d defirrred , atsell. 

investment tax d i t s  upon the deregukl- 
lion ojregulated generation oJsetsq1) 
Soope: This pagraph (k) provids N ~ S  for 
thc ,application of former scction 46(f)(2) 

(a) h p e .   his section pmvid~r NIF for 
the epp l idon  of SCCAOII 203(c) of drc Tax 
Rcform Act of 1986, Public Law 99-514 

( I00 SGIL 2146) with rrspcct to puMic util- 
ity propnty that is used in elntric genera- 
tion and CCWS, whether by disposition, 
derrguldon, or ohwise, to be pubtic mi- 
ity property (dcrcgdated generation p r o p  
cw). 

(b) Amoum of duct ion .  If public util- 
ity propmy of a taxpayer becomes d e e p -  
lated gcncption property to which this 
section applies, the reduction in the tax- 
payer's CXCQS tax rcsetvc pcnnittcd un- 
der scaion 203(e) of the Tax Refom Act 
o f  1986 is  q u a l  to the amount by which 
t h c ~ c w l d b c r c d u d u n d e r t h a t p  
vision if a11 such property had remained 
public utility pm'paty of the taxpayer and 
thc taxpayq had continued use of its nor- 
malization method of accounting with cc- 
spect to such property. 

(c) Cmu #femme. Scc §,1.46-6(k) for 
N ~ U  relating to the treatment of accumu- 
lated defcncd invesanent tax crcdib when 
utilities disposc of rcgulatcd gmmtion as- 
sets. 
(4 E f l 2 d k  dafe+l) G e d  rule This 

d o n  applies to property that b c c o w  dc 
regulated generation property after March 
4, 2003. 

( 2 )  Elecrion /or retroactive applica- 
rion A taxpayer may clcct to apply this scc- 
tion to property that becomes deregulated 
generation pmperty on or before March 4. 
2003. The election is made by attach- 
ing the s ta temar "ELECTION UNDER 
§1.168(+3" to the taxpayer's rctum for the 
tax year in which this sectioa is pubfished 
as a final regulation. 

' 

David Madcr, 
Assisfont D e w  Commissioner 

of Internal Revenue. 

( F W  by br ORihd*r F+dcnl Rrpdcrbn Mad I. 2003. 
8:4S am. ad puMiskd m the iww d he F a M  Regis- 
LQ 601 MuFb 4.2003. 61 FA 101?0) 

2003-12 I.R.B. 636 March 24, -6 
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r a y  2 of 3 

I n t e r n a l  Revenue S e r v i c e  ( I . F . . S . )  

P r i v a t e  Let ter  R u l i n g  

I s s u e :  J u l y  15,  1988 

S e c t i o n  4 6  -- Amount o f  C r e d i t  

46.00-00 Amount o f  C r e d i t  

46.07-00 A 

S e c t i o n  168 

168.00-00 

I n  r e :  + 

Dear ' 

t e r n a t i v e  L i m i t a t i o n s  

-- (Repealed-1976 A c t )  A m o r t i z a t i o n  of Emergency 

Repealed-1976 A c t )  A m o r t i z a t i o n  of  Emergency Fac 

F a c i l i t i e s  

l i t i e s  

I n  a p r e v i o u s  l e t t e r  we m o d i f i e d  a p r i v a t e  l e t t e r  r u l i n g  o r i g i n a l l y  i s s u e d  t o  
t.he t a x p a y e r  o n  ' * (No.: 8 7 3 0 0 1 3 ) .  The m o d i € i e d  l e t t e r  r u l e d  t h a t  w h e r e  ' p u b l i c  
u t i l i t y  p r o p e r t y  is removed from A f f i l i a t e s '  r e g u l a t o r y  books of a c c o u n t ,  t h e  
d e f e r r e d  t a x  r e s e r v e  a t t r i b u t a b l e  t o  s u c h  p r o p e r t y  m u s t  a l s o  be removed from t h e  
r e q u l a t a i y  books,  and no f i n a l  r e g u l a t o r y  o r d e r  may be  u s e d ,  d i r e c t l y  o r  
i n d i r e c t l y ,  t o  r e d u c e  A f f i l i a t e s '  r a t e  b a s e  O K  cost of s e r v i c e  ( o r  t r e a t  i t  a s  no 
cos! c . ~ ; : i t a l ) . '  Your l e t t e r  d a t e d  * i n d i c a t e s  t h a t  a s t a t e  r e g u l a t o r y  
connti.ssion h a s  a r g u e d  t h a t ,  u n d e r  t h i s  r u l i n g ,  t h e  e x c e s s  t a x  r e s e r v e  c r e a t e d  by 
t h e  r a t e  change  ( f rom 46 p e r c e n t  t o  34 p e r c e n t 1  i n  t h e  Tax Reform A c t  o f  1986 
( A c t )  may be  i m m e d i a t e l y  f lowed t h r o u g h  w i t h o u t  v i o l a t i n g  t h e ' n o r m a l i z a t i o n  
r e q u i r e m c n t s  o f  t h e  I n t e r n a l  Revenue Code. However, t h i s  would be  a n  i n c o r r e c t  
i n t e r p r e t . a t i o n  o f  t h e  r u l i n g .  The r u l i n g  is i n t e n d e d  t o  a p p l y  t o  t h e  e n t i r e  
d e f e r r e d  t a x  r e s e r v e  a t t r i b u t a b l e  t o  t h e  p u b l i c  u t i l i t y  p r o p e r t y  removed from t h e  
A f f i l  i .9Lce.s '  r e g u l a t o r y  books o f  a c c o u n t .  T h i s  would i n c l u d e  t h e  ' e x c e s s  t a x  
r e z S r v ? , '  a s  d e f i n e d  by sec t ion  2 0 3 ( e )  ( 2 )  ( A )  of t h e  .4ct .  A c c o r d i n g l y ,  w e  a r e  
c l a r i f y i n g  r u l i n g  1 on page  8 of t h e  ' * ' r u l i n q  l e t t e r ,  as m o d i f i e d  by o u r  
p r e v i o u s  l e t t e r ,  t o  p r o v i d e  a s  f o l l o w s :  

p u b l i c  u t i l i t y  p r o p e r t y  is removed from A f f i l i a t e s '  r e g u l a t o r y  books of a c c o u n t ,  
t h e  e n t i r e  d e f e r r e d  t a x  r e s e r v e  a t t r i b u t a b l e  t o  s u c h  p r o p e r t y ,  a c c u m u l h t e d  
pursuant .  t o  s e c t i o n s  1 6 7 ( 1 ]  and 168Le)  (31-  of the Code, i n c l u d i n g  t h e  ' e x c e s s  t . 1 ~  

r e s e r - v e '  a s  d e f i n e d  by s e c t i o n  2 0 3 ( e )  ( 2 i  ( A i  cf t h e  T a x  Reform A c t  of  1 9 8 6 ,  rntist 

1 .  Where, a s  t h e  r e s u l t  o f  d e r e g u l a t i o n  L e q i s l a t i o n  i n  S t a t e s  A t h r o u g h  J ,  

http://pnnt . ~ v e s t l a w . c o m l d e i i \ l e r y . h t m l ? d e s t ~ ~ t p & d a t ~ i d = A 0 ~ 5 5 ~ 0 0 ~ 0 ~ ~ ~ 7 7 6 9 ~ ~ 0 4 5 ~ 7 5 5 4 B . . .  6/Xi'2004 
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