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I. INTRODUCTION 1 

A. Identification of Witness 2 

Q. Please state your name and business address. 3 

A. My name is John P. Stabile.  My business address is Integrys Business Support, LLC 4 

(“IBS”), 130 E Randolph Dr, Chicago, Il. 60601. 5 

Q. By whom are you employed and what is your position? 6 

A. I am a Tax Director for Integrys Business Support, LLC (“IBS”).  Both North Shore Gas 7 

Company (“North Shore”) and IBS are wholly-owned subsidiaries of Integrys. 8 

B. Purpose of Direct Testimony 9 

Q. What is the purpose of your testimony in this proceeding? 10 

A. I am presenting and supporting North Shore’s regulatory accounting treatment of the re-11 

measurement of deferred tax balances related to post-retirement medical obligations 12 

caused by recent changes in tax law, namely the Patient Protection and Affordable Care 13 

Act (“PPACA”), and the Health Care and Education Affordability Reconciliation Act of 14 

2010 (“HCEARA”) (together, “the Health Care Reform Legislation”).  These acts were 15 

signed into law on March 23, 2010, and March 30, 2010, respectively. Further, I am 16 

presenting and supporting the change in tax methods of accounting that North Shore has 17 

proposed to the Internal Revenue Service (“IRS”) for 2009 related to the capitalization of 18 

repairs. 19 

C. Witness Background and Experience 20 

Q. What are your current job responsibilities? 21 
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A. I currently am responsible for a variety of issues related to taxes.  Most notable and 22 

related to the subject of this testimony I have primary oversight for accounting for 23 

income taxes at Integrys.  This includes income tax accounting for all the regulated 24 

entities.  I have been employed by Integrys or its predecessors since 1982, and since 25 

1987, I have been employed in the Corporate Tax Department.  In 1997, I became the 26 

head of the tax function at Peoples Energy Corporation and held that position until the 27 

merger between Wisconsin Public Resources Corporation and Peoples Energy 28 

Corporation in 2007. 29 

Q. Please summarize your educational background. 30 

A. I graduated from Eastern Illinois University in 1982 with a Bachelor of Science in 31 

Computer Management.  I have a Masters of Business Administration in Finance, from 32 

the DePaul University.   33 

Q. Do you have any professional certifications? 34 

A. Yes.  I am a certified public accountant. 35 

II. HEALTH CARE REFORM LEGISLATION 36 

Q. Has the enactment of the Health Care Reform Legislation caused North Shore to re-37 

measure its deferred tax balances? 38 

A. Yes.  The PPACA requires the amount of the Retiree Drug Subsidy (“RDS”) received 39 

after December 31, 2012, to be offset against an employer's deduction for health care 40 

expenses, thus reducing the employer’s associated tax deduction that was previously 41 

allowed for post-2012 health care expense.  That is, the change in tax treatment does not 42 



 

Docket 11-____ Page 3 of 9 NS Ex. 10.0 

affect the taxation of the RDS itself, but reduces the employer's tax deduction for the cost 43 

of health care for retirees by the amount of the RDS received. 44 

As a result of the PPACA, in 2010, North Shore must reflect in its deferred tax 45 

accounting the portion of its expected future actual health care expenditures that will not 46 

be deductible as a result of the PPACA.  Therefore, the non-deductible portion of North 47 

Shore’s future health care expenditures will be measured based on the amount of the RDS 48 

that it expects to receive after 2012. 49 

Q. What is North Shore’s proposed regulatory accounting for the re-measurement of 50 

deferred tax balances caused by enactment of the Health Care Reform Legislation in 51 

2010? 52 

A. North Shore accounts for a re-measurement of its deferred taxes resulting from changes 53 

in tax law following the principles of full normalization, and using average rate 54 

assumption method (“ARAM”).  In its Order in Illinois Commerce Commission (“ICC” 55 

or “Commission”) Docket No. 83-0309, the Commission determined that the average rate 56 

methodology is appropriate to reverse deferred taxes.  As required by the order, North 57 

Shore adopted the methodology before filing its first rate case subsequent to issuance of 58 

the Order in ICC Docket No. 83-0309.  North Shore proposes to account for this change 59 

in tax law, and the resulting effects on its deferred tax balances, following the principles 60 

of full normalization and using ARAM as described in the Order in ICC Docket No. 61 

83-0309.  In that Order, the Commission stated: 62 

the record herein establishes that the utilization of the so-called weighted average 63 
method, requiring reversals or debits to the accumulated deferred tax reserve 64 
account by applying a weighted average historical tax rate to the excess of book 65 
depreciation for a given asset, appears most appropriate for ratemaking purposes 66 
for Illinois utilities which utilize deferred tax accounting in that (a) it is consistent 67 
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with generally accepted accounting principles and APB 11, (b) it is consistent 68 
with the Commission's Uniform System of Accounts, (c) it appears nonviolative 69 
of the IRS's prescription of normalization for utility ratemaking purposes, and (d) 70 
it is fair and equitable to both utility ratepayers and stockholders, and such 71 
uniform treatment for ratemaking purposes of such deferred tax accounts for 72 
Illinois utilities which utilize deferred tax accounting should be adopted in each 73 
utility's next rate filing … 74 

ICC Docket No. 83-0309, Final Order (9/18/85), 1985 Ill. PUC LEXIS 5, *29-30. 75 

Q. How does North Shore account for deferred taxes under ARAM for regulatory purposes?   76 

A. For regulatory accounting purposes, companies using ARAM calculate the timing 77 

differences related to these deferred taxes.  Under the ARAM methodology, if the 78 

temporary difference in a year increases, deferred taxes are increased at the tax rate in 79 

effect for that year.  On the other hand when temporary differences reverse, the deferred 80 

taxes are decreased at the weighted average rate that exists during the period of reversal.  81 

The result of this accounting is that re-measurements of deferred taxes for tax rate and 82 

other tax law changes are reflected in the deferred taxes used for regulatory purposes, but 83 

they affect cost of service over the life of the deferred tax difference.  84 

With respect to the Health Care Reform Legislation, when applying the 85 

methodology described above, the re-measurement of deferred taxes will affect cost of 86 

service in the first year the temporary difference reverses which will be no sooner than 87 

January 1, 2013, when this provision of the new law takes effect, and it will continue 88 

over the time period that the accrued benefit expenses for post-retirement prescription 89 

drug charges are actually incurred.  Such methodology is consistent with the 90 

Commission’s Order in ICC Docket No. 83-0309.  91 

Q. How does North Shore account for the requirement contained in Financial Accounting 92 

Standard 109 (“FAS 109”) requiring deferred taxes to reflect current tax law including 93 
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the requirement to reflect re-measurements resulting from tax law changes in the period 94 

of enactment? 95 

A. Utilities across the nation, including North Shore, must comply with the provisions of 96 

FAS 109.  As a result, upon adoption of FAS 109, and continuing through the present 97 

day, adjustments to deferred taxes are made to reflect that the deferred taxes would be 98 

different under FAS 109 as compared to being computed under ARAM.  However, those 99 

adjustments do not go to the income statement but instead are recorded to regulatory 100 

assets or liabilities.  These deferred taxes are tracked separately, and are accounted for 101 

consistent with the accounting guidance issued by the Federal Energy Regulation 102 

Commission (“FERC”) in Docket No. AI93-5-000 on April 23, 1993.  With respect to the 103 

Health Care Reform Legislation, the deferred taxes were adjusted, but that adjustment 104 

was recorded in the separate accounts maintained for that purpose, and was offset by a 105 

FAS 109 related regulatory asset. 106 

Q. How do the deferred taxes and the related regulatory assets and liabilities resolve 107 

themselves over time? 108 

A. As described above, ARAM effectively causes the re-measurement of deferred taxes, but 109 

this re-measurement occurs over a period of time instead of immediately.  As the re-110 

measurement occurs under ARAM, the adjustments recorded to the separate accounts are 111 

no longer needed and reverse. 112 

Q. In sum, how have you accounted for the Health Care Reform Legislation? 113 

A. In simple terms, North Shore has treated the effects of Health Care Reform Legislation 114 

on deferred taxes in a manner consistent with the Commission’s Order in ICC Docket 115 
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No. 83-0309 and consistent with any change in tax rates that required re-measurement of 116 

deferred taxes in the past. 117 

Q. Does this issue affect other Integrys utilities? 118 

A. Yes.  This issue is common to all Integrys utilities, which plan to treat his item in a 119 

similar manner. 120 

Q. Have any of the Integrys utilities in states other than Illinois received approval to use this 121 

accounting treatment? 122 

A. Yes.  The Michigan Public Service Commission authorized the use of ARAM for Upper 123 

Peninsula Power Company (“UPPCO”) in its recent rate case.  In particular, the Michigan 124 

Public Service Commission stated:  125 

Upper Peninsula Power Company is authorized to apply the principles of full 126 
normalization using the average rate assumption method to account for the impact 127 
on deferred tax balances of any tax changes resulting from 2010 federal health 128 
care legislation, effective with the enactment date of 2010 federal health care 129 
legislation.  130 

Case No. U-16166, Final Order (12/21/10) at 7. 131 

III. TAX ACCOUNTING METHOD CHANGE 132 

Q. Please describe the change in the capitalization of repairs for tax purposes. 133 

A. Conceptually, the change in the capitalization of repairs for tax purposes is to align the 134 

determination of what is a repair or maintenance activity versus a capital expenditure 135 

based on what is allowed for tax purposes as opposed to our historical practice, which 136 

generally followed the determination made for financial and regulatory accounting 137 

purposes.  As a result, certain expenditures that previously would have been considered 138 

“capitalized for tax purposes” will now be defined as “operations and maintenance 139 
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expense for tax purposes.”  This will result in a current year tax deduction to adjust the 140 

tax basis for the cumulative effect of this change in the tax method of accounting.  141 

At the same time, determinations of repair and maintenance versus capital will not 142 

change for regulatory and financial accounting purposes.  This will result in a book-to-tax 143 

difference ($2,386,000 at December 31, 2011, and $2,284,000 at December 31, 2012, 144 

reflected in this filing) that will result in an increased deferred tax liability ($948,000 at 145 

December 31, 2011, and $908,000 at December 31, 2012, reflected in this filing) 146 

associated with plant in service.  This increased deferred tax liability will lower North 147 

Shore’s revenue requirement and decrease Peoples Gas’ capital requirement needs.  148 

Q. Why is North Shore making these changes at this time? 149 

A. North Shore is making the change at this time because it is becoming more common in 150 

the utility industry to do so.  The change is based on Internal Revenue Code (“IRC”) 151 

Section 263, which provides that:  152 

No deduction shall be allowed for . . .Any amount paid out for new buildings or 153 
for permanent improvements or betterments made to increase the value of any 154 
property or estate.”  Regulatons issued under this section expand upon the concept 155 
and provide that “In general, the amounts referred to in paragraph (a) of this 156 
section include amounts paid or incurred (1) to add to the value, or substantially 157 
prolong the useful life, of property owned by the taxpayer, such as plant or 158 
equipment, or (2) to adapt property to a new or different use. Amounts paid or 159 
incurred for incidental repairs and maintenance of property are not capital 160 
expenditures within the meaning of subparagraphs (1) and (2) of this paragraph.   161 

For tax purposes, it is a common practice for many companies, especially 162 

regulated entities, to use the determination made for financial reporting purposes as to 163 

what is a capital expenditure.  However, the distinction between what types of 164 

expenditures constitute a capital expenditure versus the types of expenditures that 165 

constitute a repair has been disputed for tax purposes.  As a result, the IRS and Treasury 166 
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Department issued proposed regulations in 2006.  Following many comments from 167 

taxpayers, accounting firms, law firms, and many trade groups, the proposed regulations 168 

were withdrawn and new proposed regulations were issued on March 10, 2008.  The 169 

preamble to these proposed regulations states “The IRS and Treasury Department 170 

recognize that conformity with the regulatory accounting rules in these industries 171 

frequently may result in the overcapitalization of costs, and sometimes the 172 

undercapitalization of costs, as compared to the general rules”.  Further, the Treasury 173 

Department also indicates that network assets were again to be excluded from the 174 

regulations, but invited industries affected to work with Treasury to achieve relevant 175 

guidance via the Industry Issue Resolution program (“IIR”).  It is the activities 176 

surrounding the issuances of these new proposed regulations including the industries 177 

participating in the IIR program that prompted North Shore to make this tax accounting 178 

method change.   179 

Q. Will the change in the capitalization of repairs for tax purposes benefit North Shore’s 180 

customers? 181 

A. Yes.  The change will increase the balance of North Shore’s deferred income tax liability 182 

associated with plant in service.  This increased deferred tax liability will decrease North 183 

Shore’s capital requirement needs, rate base, and revenue requirement. 184 

Q. Does this change require approval from IRS? 185 

A. It does not require prior approval.  The change was implemented under procedures that 186 

result in “deemed consent” of the IRS, however, it will also be subject to modification 187 

upon examination by the IRS.  Deloitte & Touche assisted North Shore in the execution 188 

of these changes, and will support the resulting proposed tax deductions.  However, the 189 
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deemed consent of the IRS does not mean the change is certain, and during the 190 

examination, the IRS could propose substantial reductions to the amounts.  Further, as 191 

described in detail above, the Treasury Department has issued and reissued proposed 192 

regulations.  The reissued proposed regulations specifically excluded the network assets 193 

from their scope of guidance and therefore provide little certainty.  Ultimately while the 194 

electric, telecommunications and natural gas industry trade groups have been working 195 

with the IRS, within the IIR process, there is no way of predicting what will come out in 196 

the final regulations or other guidance.  As the IIR process develops, it should ultimately 197 

produce guidance for natural gas companies, no particular companies method will 198 

specifically be the result. 199 

Q. Has the change described above been incorporated in North Shore’s instant rate case 200 

filing for the 2012 test year? 201 

A. Yes, it has.  However, as outlined in Mr. Hengtgen’s testimony, consistent with the risks 202 

described here, North Shore is proposing to share the risk with customers and only 203 

include in rate base a portion of the rate base reduction. 204 

Q. Does this complete your direct testimony? 205 

A. Yes.  206 


