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I. INTRODUCTION 1 

A. Identification of Witness 2 

Q. Please state your name. 3 

A. My name is John P. Stabile. 4 

Q. Are you the same John P. Stabile who submitted direct testimony on behalf of each of 5 

North Shore Gas Company (“North Shore”) and The Peoples Gas Light and Coke 6 

Company (“Peoples Gas”) (together, the “Utilities”) in these consolidated Dockets? 7 

A. Yes. 8 

Q. On whose behalf are you offering this rebuttal testimony? 9 

A. I am offering this rebuttal testimony on behalf of North Shore and Peoples Gas. 10 

B. Purpose of Rebuttal Testimony 11 

Q. What is the purpose of your rebuttal testimony? 12 

A. I address the risks associated with the election of certain tax accounting method changes, 13 

which were questioned by Governmental and Consumer Intervenors1 (“GCI”) witnesses 14 

Messrs. Effron and Morgan.  I also correct and update prior testimony amounts related to 15 

tax accounting method changes.  I will address the Utilities’ inclusion of a deferred tax 16 

asset related to its Net Operating Loss (“NOL”) carryforward and tax normalization 17 

requirements.  Finally, I discuss an issue related to Peoples Gas’ Rider ICR and deferred 18 

taxes.   19 

C. Summary of Conclusions 20 

Q. Please summarize the conclusions of your rebuttal testimony. 21 

                                                 
1 GCI includes the Illinois Attorney General, the Citizens Utility Board, and the City of Chicago. 
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A. In brief, I conclude that: 22 

 There is substantial Internal Revenue Service (“IRS”)  risk associated with 23 
both of the Utilities’ tax accounting changes;  24 

 The Illinois Commerce Commission (“Commission”) should approve a 25 
deferred tax asset for the Utilities’ NOLs; and 26 

 If deferred income taxes are included in Rider ICR, care should be taken 27 
to avoid a normalization violation.  28 

D. Itemized Attachments to Rebuttal Testimony 29 

Q. Please describe the attachments to your rebuttal testimony. 30 

A. Yes. NS-PGL Exhibit (“Ex.”) 26.1 is an IRS consent letter received by the Utilities. 31 

II. TAX ACCOUNTING METHOD CHANGES 32 

Q. What will you address in your rebuttal testimony with respect to the tax method 33 

accounting changes? 34 

A. I will address two tax accounting changes.  First, I discuss a change in method of 35 

accounting related to the determination of unit of property used for repairs and 36 

retirements (“Repairs Change”); which was reflected in the Utilities’ Part 285 filings.  In 37 

rebuttal testimony, I will address updates to the amounts for these changes.  Second, I 38 

address a tax method accounting change disclosed in the Utilities’ Schedules G-3 and 39 

G-5 but not included in the original revenue requirement calculations related to a non-40 

automatic change to the capitalization of certain indirect and overhead costs (“Overhead 41 

Change”).  Finally, in relation to both tax accounting changes, I address the rebuttal 42 

testimony of GCI witnesses Messrs. Effron and Morgan. 43 
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A. Update to Amounts Related to Tax Accounting Change 44 

Q. Do the amounts reflected in your direct testimony related to the Repairs Change need to 45 

be updated? 46 

A. Yes.  Upon preparing the supplemental response to Staff data request TEE 1.17, the 47 

Utilities discovered that the full estimate of the Repairs Change had been recorded 48 

instead of having just recorded the deduction in the year of change as required under 49 

Section 481 of the Internal Revenue Code (“IRC”).  50 

Q. What was the effect of this data presented in direct testimony?   51 

A. While the full benefit of the changes was always reflected in deferred income taxes, the 52 

adjustment Mr. Hengtgen proposed in direct testimony (PGL Ex. 7.0 and NS Ex. 7.0) to 53 

share the risk between shareholder and customers was understated.   54 

Q. Has this been rectified? 55 

A. Yes.  In preparing the supplemental response to Staff data request TEE 1.17, the Utilities 56 

reflected the correct amount associated with the Repairs Change.  Thus, the change will 57 

result in increased deferred income tax liabilities of $19.2 million at December 31, 2011, 58 

and $27.9 million at December 31, 2012, for Peoples Gas and increased deferred tax 59 

liabilities of $1.7 million at December 31, 2011, and $2.9 million at December 31, 2012, 60 

associated with plant in service.  Mr. Hengtgen also reflects these amounts in his rebuttal 61 

testimony (NS-PGL Ex. 23.0).   62 

B. Overhead Tax Accounting Change 63 

Q. In their Schedules G-3 and G-5 submitted in the Part 285 filing, did the Utilities indicate 64 

that they had made another tax accounting change election? 65 



 

Docket Nos. 11-0280, 11-0281 Cons. Page 4 of 26 NS-PGL Ex. 26.0 

A. Yes.  Schedules G-3 and G-5 indicated that the Utilities had received IRS approval of 66 

their Overhead Change.  Unlike the Repairs Change, the Overhead Change differs in that 67 

a company must receive explicit consent from the IRS before the change can be included 68 

on a tax return.  As a result, because a company is legally prohibited from reflecting the 69 

change on a tax return, there is no basis to reflect the tax benefit amounts in the 70 

company’s financial statements.  For the Utilities, until they received consent, the benefit 71 

of the Overhead Change could not be reflected in their financial statements or forecasts.  72 

The Utilities received IRS consent in December 2010 and therefore are now able to 73 

reflect the change on their amended 2009 tax return and in their financial statements and 74 

forecasts.  Because consent was not received until December 2010, the Utilities did not 75 

include the effects of the change in their original revenue requirement calculations.  The 76 

effect of the Overhead Change was reflected in the Utilities’ supplemental response to 77 

Staff data request TEE 1.17. 78 

Q. Can you briefly explain the Overhead Change? 79 

A. Yes.  Conceptually, the change in the capitalization of overheads for tax purposes 80 

redefines what overheads will be allocated to plant and inventory to be capitalized for tax 81 

purposes, and what overheads will be allocated to cost of goods sold and operations and 82 

maintenance to be expensed for tax purposes.  83 

At the same time, the definition of what overheads will be allocated and 84 

capitalized to plant for book purposes will not change.  This will result in increased book 85 

to tax differences which will increase deferred tax liabilities for Peoples Gas of 86 

$10.0 million at the end of 2011 and $11.7 million at 2012.  For North Shore, the 87 

increased deferred tax liability is $4.2 million estimate for 2011 and $4.1 million for 2012 88 
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associated with plant in service.  This increased deferred tax liability will displace both 89 

debt and equity capital required to support the Utilities’ operations, and lower their rate 90 

bases. 91 

Q. Will these changes benefit the Utilities’ customers? 92 

A. Yes, they will, because the changes will increase the balance of the Utilities’ deferred 93 

income tax liabilities associated with plant in service, they will decrease rate base.  The 94 

decreased rate base will lower the Utilities’ revenue requirements, and therefore lower 95 

customer rates. 96 

Q. In rebuttal testimony, have the Utilities reflected the amount of the Overhead Change in 97 

rate base?  98 

A. Yes.  Please see the rebuttal testimony of Mr. Hengtgen. 99 

C. Risks Associated with Tax Accounting Changes 100 

1. Risks Associated with the Repairs Change 101 

Q. GCI witness Mr. Morgan does not believe that there is risk related to the Repairs Change. 102 

(See GCI Ex. 1.0 Corr. at 11-15)  Do you agree?  103 

A. I do not.  Mr. Morgan argues there is no significant risk; however, his arguments related 104 

to certain proposed regulations are at best misplaced.  See GCI Ex. 1.0 Corr. at 12:1-13:2, 105 

13:23-14:17.   106 

Q. Mr. Morgan states: “In 2006, the United States Department of Treasury proposed changes 107 

that affect Section 1.263(a)-0 through Section 1.263 (a)-3(h)(2) of Treasury Regulations 108 

relating to the capitalization of certain repairs and replacements of plant property.   109 

Essentially, the proposed treasury regulations change the ‘unit of property’ concept in 110 
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such a way as to make it possible to expense certain costs for tax purposes that would 111 

have to be capitalized under current regulations. The determining factor for whether 112 

project expenditures are capitalized or expensed is whether it is considered a ‘unit of 113 

property,’ as that concept is used for plant construction expenditures.”  GCI Ex. 1.0 Corr. 114 

at 12:1-8.  Has he accurately portrayed the effects of the proposed regulations? 115 

A. No.  While Mr. Morgan has accurately portrayed that the proposed regulations were first 116 

proposed in 2006 and generally attempt to define a unit of property, the rest of his 117 

description is incorrect.  Specifically, when re-proposing the regulations in 2008, the 118 

Treasury Department made clear that it could not accomplish defining a unit of property 119 

as it relates to network assets.  Network assets are the bulk of a gas company’s property.  120 

Specifically network assets are defined in the proposed regulations as follows:  121 

the term network assets means railroad track, oil and gas pipelines, water and 122 
sewage pipelines, power transmission and distribution lines, and telephone and 123 
cable lines that are owned or leased by taxpayers in each of those respective 124 
industries. The term includes, for example, trunk and feeder lines, pole lines, and 125 
buried conduit. It does not include property that would be included as a structural 126 
component of a building under paragraph (d)(2)(ii) of this section, nor does it 127 
include separate property that is adjacent to, but not part of a network asset, such 128 
as bridges, culverts, or tunnels   129 

Proposed Treasury Regulation §§ 1.263(a)- 2 1.263(a)-3 73 Fed Reg. 12857 (2008).  The 130 

preamble to the 2008 proposed regulations specifically states:  131 

These new proposed regulations provide the same definition of network assets as 132 
the 2006 proposed regulations and continue to reserve on providing a special rule 133 
for network assets. The IRS and Treasury Department think that in many 134 
situations, the unit of property for network assets should be smaller than the unit 135 
of property determined under the functional interdependence test. The IRS and 136 
Treasury Department generally think that the unit of property rules for network 137 
assets should be addressed on an industry by industry basis in Internal Revenue 138 
Bulletin guidance. Industries are invited to submit requests for guidance under the 139 
Industry Issue Resolution (IIR) program after these regulations are finalized.   140 

Proposed Treasury Regulation §§ 1.263(a)- 2 1.263(a)-3 73 Fed Reg. 12857 (2008). 141 
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As is clear from the preamble, neither the 2006 proposed regulations nor the 2008 142 

re-proposed regulations have ever provided for a definition of unit of property for 143 

network assets.  Mr. Morgan also errs when he implies the proposed regulations are the 144 

basis for Repairs Change made by Peoples Gas and North Shore as well as other utilities.  145 

In fact, under Revenue Procedure 2009-39, which provides for automatic consent, use of 146 

the proposed regulations is explicitly prohibited.  In particular, Section 2.06(7) of 147 

Revenue Procedure 2009-39 states: 148 

The Department of the Treasury has published proposed regulations that address 149 
the application of §§ 162 and 263 to expenditures paid or incurred to repair, 150 
maintain, or improve tangible property. See Guidance Regarding Deduction and 151 
Capitalization of Expenditures Related to Tangible Property, 73 FR 12838-01 152 
(March 10, 2008), 2008-1 C.B. 871. The proposed regulations are not effective 153 
until publication of a Treasury decision adopting them as final regulations in the 154 
Federal Register. Thus, taxpayers may not change a method of accounting in 155 
reliance upon the rules contained in the proposed regulations until the rules are 156 
published as final regulations in the Federal Register. If final regulations are 157 
adopted with positions that are inconsistent with the method of accounting 158 
implemented by the taxpayer under section 3.06 of this APPENDIX, that method 159 
will no longer be regarded as proper. In such event, the taxpayer will be required 160 
to follow any instructions in the final regulations or other guidance published in 161 
the IRB concerning methods of accounting for the repair, maintenance, or 162 
improvement of tangible property for future taxable years.  (emphasis added)   163 

Q. Based on the foregoing, is Mr. Morgan correct in stating that there is no risk?  164 

A. No.  First, neither the 2006 proposed regulations nor the 2008 re-proposed regulations 165 

can be relied upon.  Even if they could be relied upon, neither the 2006 nor the 2008 166 

proposed regulations ever included a definition of a unit of property for network assets.  167 

In fact, because of the complexity of the issue, it has been suggested by the Treasury 168 

Department and the IRS in the preamble to the re-proposed regulations that individual 169 

industries work separately within the confines of the Industry Issue Resolution (“IIR”) 170 

program.  The natural gas industry, through the American Gas Association and Interstate 171 
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Natural Gas Association of America, has only in May 2011 initiated the IIR process for 172 

the industry.  Even if the IIR process is successful, no individual company’s method will 173 

necessarily be the same as the IIR result, thus, requiring changes.  Also, even if the IIR 174 

process is successful and the result were not to be too dramatically different from 175 

Utilities’ methodology, the final regulations could be issued rendering the Utilities’ 176 

changes and IIR guidance null and void.  Thus, until final regulations are issued or the 177 

IIR process is completed, the Utilities’ tax accounting change is at risk.   178 

Q. Are there any other risks? 179 

A. Yes.  Revenue Procedure 2009-39 also states that  180 

The consent granted under this revenue procedure for this change is not a 181 
determination by the Commissioner that the taxpayer is using the appropriate unit 182 
of property in determining the deductibility of repair and maintenance costs and 183 
does not create any presumption that the proposed unit of property is permissible. 184 
The director will ascertain whether the taxpayer's determination of its unit of 185 
property is correct.   186 

Once again we see the IRS, while granting consent, reserving the right to make an 187 

adverse determination.  Thus, setting all of the previous risks aside, there is audit risk  188 

Q. With respect to audit risk, Mr. Morgan states “Moreover, the risk does not appear to be as 189 

significant as the Companies suggest. The Companies acknowledge that this tax 190 

accounting change has become more common in the utility industry. The Companies 191 

have access to the best practices of the industry and accounting guidance from industry 192 

groups regarding this tax accounting change. Given that the Company is not on the 193 

forefront on this issue, its risk of errors is diminished.”  GCI Ex. 1.0 Corr. at 14:7-12.  Do 194 

you agree?   195 
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A. No.  To portray the risk in such a manner indicates there is not an in depth understanding 196 

of the issue.  For example, Mr. Morgan seems to believe an IRS audit is simply about 197 

finding errors.  Instead, IRS auditors focus on issues.  Even if the unit of property is 198 

reasonable, and even if a company has applied that unit of property correctly, there is still 199 

a lot of judgment and factual information that the IRS can challenge.  For example, even 200 

with the unit of property concept, no amount incurred that will materially increase the 201 

value or substantially prolong the useful life of any unit of property, adapt the property 202 

for a new use, or as part of a plan of rehabilitation, modernization, or improvement to any 203 

unit of property would ever be able to be considered as a repair.  The audit risks in a 204 

post-change environment are going to be extremely significant until the whole of the IIR 205 

and regulation process settle.   206 

Q. Is the increased risk level that you have explained long term?   207 

A. I believe that there is a significantly elevated risk level until such time as the IIR process 208 

is completed.  Assuming it is completed, at that time, the Utilities will be able to better 209 

assess the risks.  Ultimately, this is such a controversial area of tax law, as evidenced by 210 

the inability of Treasury to finalize the regulations in six years, that until the regulations 211 

are final these risks will be above and beyond any normal audit risk the Utilities 212 

experience.  213 

Q. Has the Commission addressed the issue of risk related to the Repairs Change in any 214 

prior proceeding?  215 

A. Yes.  In its final Order in Commonwealth Edison Company’s (“ComEd”) last rate case, 216 

ICC Docket No. 10-0467, the Commission stated, with respect to ComEd’s decision not 217 

to elect to make the Repairs Change: 218 
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The Commission cannot conclude that ComEd’s cautious behavior with the IRS, 219 
without more, is an act of imprudence. The Commission also cannot conclude that 220 
only ComEd’s shareholder will benefit when and if ComEd elects to use this new 221 
tax procedure. As Staff points out, when the IRS issues guidelines on this new 222 
procedure, and when ComEd avails itself of this procedure, (providing it proves to 223 
be beneficial) ratepayers will benefit in the future. Additionally, ComEd used a 224 
historic test year. As Staff points out, any change regarding the IRS will not occur 225 
during the test year. The Commission therefore declines to adjust ComEd’s rate 226 
base in the manner that Mr. Effron recommends.  227 

ICC Docket No. 10-0467, Order (5/24/2011) at 114.  If the Commission recognized that 228 

there were risks to ComEd, and that the issue had not developed to a more certain level, it 229 

is clear that the Utilities have risk with the method changes.   230 

2. Risks Associated with the Overhead Change 231 

Q. GCI witness Mr. Effron does not believe that there is risk related to the Overhead 232 

Change. (See GCI Ex. 2.0 Corr. at 12-13)  Do you agree?  233 

A. No.  I do not. 234 

Q. Please describe the risks related the Overhead Change. 235 

A. In many ways, the risks are very similar to the audit risks associated with the Repairs 236 

Change, but in other ways they differ.  To explain these similarities and differences, I will 237 

provide some background related to the Overhead Change.   238 

Q. Can you explain the history of the Overhead Change? 239 

A. Yes.  The Overhead Change has its genesis in the Simplified Service Cost Method 240 

(“SSCM”) contained in the regulations relating to IRC Section 263A – Uniform 241 

Capitalization Rules.  Without elaborating on its mechanics, SSCM deals with allocating 242 

the same types of overhead costs i.e. mixed service costs (“MSC”) that are in our 243 

Overhead Change.  The method was and still is a standard method prescribed by the 244 
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regulations.  However, usage of the method was only available to production activities 245 

that were “routine and repetitive”.  Around 2001, many utilities pursuant to tax advice 246 

began to make the change to adopt SSCM, which at the time could be made 247 

automatically.  However, as the number of utilities making the change increased, the 248 

change was removed from the list of changes in the automatic revenue procedure.  249 

Specifically IRS Notice 2003-36 states: “After May 8, 2003, the Service will not accept 250 

applications filed under the automatic consent procedures of Rev. Proc. 2002-9 that 251 

request consent to change to either the simplified service cost method or the simplified 252 

production method for self-constructed assets under §§ 1.263A-1(h)(2)(i)(D) and 1.263A-253 

2(b)(2)(i)(D).”  Ultimately, changes to the regulations excluded any property with a life 254 

of more than three years.  The implementation of the regulations change disallowing use 255 

of the SSCM by utilities was abnormally harsh in that it required an immediate change in 256 

accounting in the middle of a tax year with no estimated payment relief.  To summarize, 257 

an Industry Director Directive (“IDD”), number 5, issued in 2009 states as follows:   258 

The allocation of MSC under section 263A became a Tier I issue after more than 259 
sixty taxpayers (mostly utilities) filed requests to change their method of 260 
accounting for MSC from a “facts and circumstances” method to the Simplified 261 
Service Cost Method (SSCM) beginning in 2001. See Treas. Reg. § 1.263A-1(h). 262 
In the typical case involving an electric utility, the main effect of applying the 263 
SSCM is a significant de-capitalization of costs previously capitalized to self-264 
constructed assets (SCA). For tax years ending before August 2, 2005 (Phase I), 265 
the primary dispute is whether the SCA qualify as eligible property for the SSCM. 266 
See Rev. Rul. 2005-53, 2005-2 C.B. 425. For tax years ending on or after August 267 
2, 2005 (Phase II), regulations prospectively resolve the question of eligibility by 268 
clarifying when SCA are considered to be produced on a routine and repetitive 269 
basis. See T.D. 9217, 2005-2 C.B. 498 (Aug. 3, 2005). The regulations require 270 
taxpayers using SSCM to change their method of accounting for MSC allocable to 271 
ineligible SCA to a “facts and circumstances” method. In Phase II, the primary 272 
issue is not whether the SCA qualify as eligible property but rather whether the 273 
taxpayer's “facts and circumstances” method of allocating indirect costs among 274 
production, resale, and other activities is reasonable as required by the 275 
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regulations. See Treas. Reg. § 1.263A-1(e)(3)(i). This directive relates to Phase II 276 
cases subject to that requirement. 277 

Q. IDD 5 refers to the election of the SSCM as a Tier I issue.  What is a Tier I issue? 278 

A. The Large Business and International (“LB&I”) Division of the IRS adopted a 279 

compliance issue tiering strategy in 2006 to ensure that high-risk compliance issues are 280 

properly addressed and treated consistently across the division for all LB&I taxpayers 281 

that are involved in the issue.  Thus, it provides a consistent framework for identifying, 282 

prioritizing and addressing significant compliance risks in a nationally coordinated 283 

manner.  There are three tiers in the strategy, Tier I, Tier II and Tier III.  Tier I is defined 284 

as follows: 285 

“Tier I - High Strategic Importance. Tier I issues are of high strategic 286 
importance to LB&I and have significant impact on one or more Industries. Tier I 287 
issues could include areas involving a large number of taxpayers, significant 288 
dollar risk, substantial compliance risk or high visibility, where there are 289 
established legal positions and/or LB&I direction. 290 

Tier I includes listed transactions as well as other “high-risk” transactions and 291 
issues that represent LB&I’s highest compliance priorities.” 292 

Thus, Tier I issues include those compliance issues that the IRS has defined as 293 

“high-risk” transactions and represent the “highest compliance priorities.”2   294 

Q. Did the Utilities make this change to SSCM initially? 295 

A. No, the Utilities did not make the change.  At the time, the Utilities were concerned about 296 

the “routine and repetitive” argument regarding production actives and were also very 297 

concerned about the overall circumstances surrounding the change.   298 

                                                 
2 For more information, please see the IRS website at 

http://www.irs.gov/businesses/corporations/article/0,,id=200574,00.html. 
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Q. When the regulations were changed in 2005 did utilities that had elected the SSCM 299 

simply return to their previous method for accounting for Overheads?   300 

A. No.  Similar to Repairs Change, prior to electing SSCM most utilities capitalized the 301 

same overheads for tax that were capitalized for financial and regulatory purposes.  302 

However, upon being required to move off the SSCM method, instead of simply 303 

reversing the benefits previously received, utilities began to develop alternative methods 304 

that were not the SSCM, but instead were more in line with Uniform Capitalization Rules 305 

as defined in the 263A regulations.  Based on the evolution of the issue driven by the 306 

work of those utilities, Peoples Gas and North Shore, along with other Integrys utilities, 307 

determined that the issue had developed to an extent that while still risky, an election 308 

should be made.   309 

Q. Was the issuance of IDD 5 a significant event in Integrys’ decision to pursue the 310 

Overhead Change?   311 

A. IDD 5 had not been released at the time the decision was made, but it did get released 312 

during the time the Utilities were working on their change.  IDD 5 provided some 313 

significant guidance on alternative methods that if used were of lesser concern to the IRS.  314 

On a softer note, IDD 5 is an indication that while this issue remains a Tier I issue, the 315 

focus of LB&I has shifted to determining acceptable methods. 316 

Q. Does IDD 5 apply to gas utilities?  317 

A. While not directly stated, IDD 5 is written in a manner that discussed electric utilities.  318 

We also understand from industry group meetings and our own tax advisors that the IRS 319 

views IDD 5 as applicable only to electric utilities.   320 
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Q. Will there be an IDD 6?  321 

A. While I cannot say for certain, it is my understanding that during the process of reviewing 322 

Form 3115s (Application for Change of Accounting Method) filed by companies in the 323 

gas industry, the IRS National Office worked with major accounting firms, including our 324 

firm, Deloitte & Touche, to learn more about the gas industry.  Specifically the Utilities 325 

were asked if IRS National Office could share our Form 3115 filed for the Overhead 326 

Change with the LB&I branch of the IRS. 327 

Q. Does this mean that the Utilities’ Form 3115 for the Overhead Change was reviewed by 328 

multiple groups of the IRS, and thus, the consent received was fully vetted by the IRS?   329 

A. No.  I only indicate that activity for two reasons.  First, I do want to say that there is 330 

significant risk, even though many positive developments have occurred since the early 331 

days of the SSCM and the harsh treatment of utilities that made the original election.  332 

Second, I want to stress that the focus on the gas industry has only just begun.   333 

Q. What does consent mean as it was used in the last question?    334 

A. Like Revenue Procedure 2009-39 applicable to Repairs Change that contained disclaimer 335 

language, our consent letter (NS-PGL Ex. 26.1) contains the same types of disclaimer 336 

language.  In particular, the last three sentences just before the first full paragraph on 337 

page 5 and the first full paragraph on page 5 of the letter state: 338 

We express no opinion regarding the propriety of the taxpayer’s method of 339 
allocating mixed service costs between production and non production 340 
activities using a reasonable method under § 1.263A-1(g)(4)(i).  We express 341 
no opinion regarding the propriety of the factors or relationships used to 342 
allocate indirect costs to the departments.  We also express no opinion as to 343 
weather specific departments and their associated costs are capatalizable, 344 
mixed service or deductable departments or costs.  (emphasis added)  345 
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We express no opinion regarding the propriety of the factors or relationships used 346 
to determine whether 90 percent or more of a cost center’s costs are deductible 347 
service costs or capitalizable service costs under the de minimis rule described in 348 
§ 1.263A-1(g)(4)(ii).  We express no opinion as to whether a particular cost is 349 
deductible under § 162 or § 263(a).  We further express no opinion regarding the 350 
propriety of the taxpayers’ self –developed method of allocating indirect costs 351 
(other than mixed service costs) to electric inventory.  Finally we express no 352 
opinion regarding the propriety of the taxpayers’ method of capitalizing additional 353 
§ 263A costs aong units of property produced.  These determinations are to be 354 

made by the director in connection with the examination of the taxpayers’ 355 
federal income tax returns. (emphasis added)  356 

Q. Please explain the above disclaimers. 357 

A. The consent letter is in no uncertain terms making it clear that any item that would be 358 

material to the determination of whether or not our method change will not be challenged 359 

or accepted has been disclaimed.  In other words, we can make the change, but only in a 360 

post change environment, most likely a standard audit, will the actual key determinations 361 

be made. 362 

Q.  Please summarize your opinion of the risks.  363 

A. As mentioned earlier in this section, there are similarities related to the risks of this 364 

change and the Repairs Change and there are differences.  Both have developed to a place 365 

where it seems better and firmer guidance will be available in the not too distant future.  366 

However, the Repairs Change guidance will be, if the IIR process is successful a well-367 

defined set of guidance that will have a certain level of authority attached to it.  The 368 

Overhead Change will have guidance such as IDDs that are not authoritative and only 369 

reflect guidance and policy of the Industry director.  Both changes even with guidance 370 

will always carry audit risk, and in the near term carry a significantly greater risk than 371 

normal issues. Both changes even with the best of guidance available are open to 372 
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judgment and application to specific sets of facts.  No guidance or issue development will 373 

eliminate the subjectivity that affords an auditor. 374 

III. UTILITIES’ NET OPERATING LOSS AND NORMALIZATION RULES 375 

Q. Has a Net Operating Loss (“NOL”) issue risen since the Part 285 filing on February 15, 376 

2011? 377 

A. Yes.  The Utilities only recently determined that a NOL would likely occur in 2011. 378 

Q. Have the Utilities included in their rebuttal rate base a deferred tax asset related to 379 

NOLs? 380 

A. Yes.  The deferred tax asset is necessary in that like any deferred tax asset it represents 381 

future benefit yet to be received as opposed to a current benefit.  In addition, because the 382 

NOL is driven by increased accelerated depreciation driven mostly by bonus 383 

depreciation, the NOL must be included in rate base to offset the deferred tax liabilities 384 

arising from accelerated depreciation in order to avoid a normalization violation.  In order 385 

to explain the need for the deferred asset, I will discuss accelerated depreciation, bonus 386 

depreciation and normalization requirements, including the need to include the deferred 387 

tax asset for the NOL in rate base. 388 

Q. What is accelerated depreciation and what is its purpose? 389 

A. Accelerated depreciation refers to the depreciation method used for income tax purposes 390 

that reflects more depreciation in the early years of an asset’s useful life than straight line 391 

depreciation of that asset.  Using accelerated depreciation defers income taxes in the early 392 

years of an asset’s life by reducing taxable income in those early years in exchange for 393 

increased taxable income in future years.  This deferral is a significant tax incentive that 394 
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Congress adopted with the specific intent of encouraging business to make capital 395 

investment.  Because the related accumulated deferred income tax liabilities are generally 396 

credited to rate base for ratemaking purposes, accelerated depreciation also benefits 397 

customers by reducing the rate base upon which utilities earn their returns. 398 

Q. How does straight line depreciation compare to accelerated depreciation? 399 

A. In contrast to accelerated depreciation, straight line depreciation recovers the cost of an 400 

asset in equal amounts each year over the asset’s expected productive life.  Straight line 401 

depreciation is used for financial accounting and regulatory purposes. 402 

Q. What is bonus depreciation and what is its purpose? 403 

A. Bonus depreciation is an additional investment incentive that increases the amount of first 404 

year federal tax depreciation beyond the amount of accelerated depreciation that would 405 

normally be available.  Bonus depreciation is set as a percentage of the cost of the 406 

depreciable asset and is subtracted before the regular depreciation rules are applied to the 407 

remaining cost.  For example, if bonus depreciation is 50 percent and a $1,000 asset is 408 

placed into service, the bonus depreciation deduction in the first year would be $500, and 409 

the remaining $500 would be depreciated and deducted at normal accelerated 410 

depreciation rates.  Congress has enacted bonus depreciation provisions in an effort to 411 

stimulate investment and create jobs at various times and at various levels over the past 412 

decade.  With the onset of the deep recession, Congress has extended bonus depreciation 413 

through 2012.  This has allowed the Utilities to offset rate base and keep rates lower than 414 

they otherwise would have been.  However, the depreciation deductions have now caused 415 

Peoples Gas to be in a tax loss position for 2011 and 2012. 416 
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Q. For tax purposes, what happens when a utility has more deductions, including accelerated 417 

and bonus depreciation, than it has income? 418 

A. If a utility has more tax deductions than taxable income in a given tax year, it has a tax 419 

NOL. 420 

Q. Please briefly explain how NOLs are determined for the Utilities. 421 

A. Even though they are part of a consolidated filing, under applicable federal income tax 422 

law, the Utilities taxable income or loss is the result of a federal income tax determination 423 

made on a separate company basis. 424 

Q. Have the Utilities recently had NOLs? 425 

A. Yes. the Utilities had NOLs for federal income tax purposes in 2009 and will also have 426 

NOLs in 2011 and 2012.  Until 2011, under the tax sharing agreement of which the 427 

Utilities are a part, the Utilities have been compensated for their  losses.  In 2011, the 428 

consolidated group is expected to be in a loss and as the Utilities will not receive cash for 429 

their losses but instead record a deferred tax asset.   430 

Q. What caused the Utilities’ NOLs? 431 

A. The Utilities’ NOLs are the result of the unanticipated levels of bonus depreciation.  432 

Congress provided 50 percent bonus depreciation for 2008 and 2009, and then in 433 

September 2010, extended the bonus depreciation through the end of 2010.  Then in 434 

December 2010, the Tax Relief Act of 2010 extended bonus depreciation through 2012 435 

and expanded the bonus to 100 percent for qualifying assets acquired and placed in 436 

service from September 9, 2010 through December 31, 2011.  This is the first time that 437 

100 percent bonus depreciation has been implemented. 438 
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Q. How can NOLs be used? 439 

A. For tax purposes, NOLs can be carried back and applied against separate company 440 

taxable income (if any) in the two prior years.  Then any remaining unused NOL is 441 

carried forward until utilized up to 20 years. 442 

Q. How does the existence of the NOLs for the consolidated group in 2009 and 2010 affect 443 

the use of the 2011 and 2012 NOL or unused tax credits? 444 

A. The existence of the consolidated NOLs in 2009 and 2010 prevents the carry back of the 445 

NOL arising in 2011.  All of the NOLs will be carried forward as of December 31, 2011. 446 

Q. For tax purposes, what happens when a utility has more deductions including accelerated 447 

and bonus depreciation, than it has income? 448 

A. If a utility has more tax deductions than taxable income in a given tax year, it has a tax 449 

NOL. 450 

Q. How do the Utilities account for these NOL carry forwards? 451 

A. Under accounting rules, the Utilities will establish deferred tax assets for their NOL’s 452 

The Utilities request that the deferred tax asset estimated to be established during 2011 453 

and 2012 for the federal and state tax effect of the Utilities’ 2011 and 2012 net operating 454 

losses be included in rate base for the purpose of computing the Utilities’ 2012 revenue 455 

requirement.   456 

Q. If a deferred asset is not included, what is the result? 457 

A. The Utilities would be in violation of the normalization rules.  458 

Q. What are the normalization rules? 459 



 

Docket Nos. 11-0280, 11-0281 Cons. Page 20 of 26 NS-PGL Ex. 26.0 

A. When accelerated depreciation came into effect in 1954, the handling of the tax benefit of 460 

the accelerated depreciation became a hot topic in the world of utility regulation.  In 461 

general, for rate making purposes, the benefit could, in those days be either “flowed 462 

through” to customers currently or “normalized.”  463 

Q. Please explain what you mean by “flowed through.”  464 

A. Under flow through, the actual tax expense as reduced by accelerated depreciation is 465 

included in cost of service.  As a result, no deferred taxes exist as customers received the 466 

benefit immediately.  In the future, when the regulatory depreciation becomes greater 467 

than the tax depreciation, the tax expense is higher.  At that time, utility customers bear 468 

the cost of the increased tax expense.  Critics of flow-through concept say customers in 469 

the early life of the asset pay lower rates and burden future generations with the higher 470 

cost.   471 

Q. Please explain what you mean by “normalized.” 472 

A. Normalization generally means the tax expense that is recovered from customers is that 473 

tax expense that would be computed if the company was to deduct the depreciation 474 

computed for regulatory purposes in tax computation.  Under normalization, the 475 

difference between the tax expense computed and the tax expense in the return is credited 476 

to a deferred income tax liability.  Normalization, unlike flow through, results in the cost 477 

of the asset, net of its tax benefit, being recovered generally evenly over the life of the 478 

asset.  Customers are compensated for paying the utility more tax expense than the utility 479 

pays via a reduction to rate base for the deferred tax liability.  Customers are being 480 

compensated for the time value of money.   481 
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Q. Are the two different accounting methods elective for Utilities?   482 

A. The Tax Reform Act of 1969 mandated the normalization requirements for the effects of 483 

accelerated depreciation.  Subsequent legislative and regulatory developments have 484 

confirmed the commitment to normalization of accelerated depreciation.   485 

Q. Please explain the specific normalization rule that relates to an NOL. 486 

A. The normalization rules require certain limitations on the amount of the deferred income 487 

tax liability that can be included in rate base.  One such rule is that where taxes computed 488 

with accelerated depreciation produce a NOL carryover, the amount and time of the 489 

deferral is left to the IRS’s discretion.   490 

An example of this can be found in Private Letter Ruling (“PLR”) 8818040.  In 491 

that ruling, the taxpayer did not realize the entire tax benefit from the ACRS [Accelerated 492 

Cost Recovery System] depreciation claimed in 1985 and 1986 because the depreciation 493 

resulted in a NOL carryover to 1987. Therefore, in order to reflect the tax benefit of the 494 

NOL carryover to 1987, the taxpayer reduced its deferred Federal income tax expense 495 

and liability for 1985 and 1986 for financial reporting purposes. The net effect of this 496 

accounting in 1985 and 1986 was to record no deferred taxes applicable to the amount of 497 

ACRS depreciation that produced no current tax savings but rather caused or increased 498 

taxpayer's NOL carryover to 1987. The taxpayer only recorded deferred taxes applicable 499 

to ACRS when and to the extent that the use of ACRS produced an actual tax deferral. 500 

The IRS approved the taxpayers’ tax treatment.  Specifically the ruling states 501 

“The taxpayer maintains that where the computation utilizing ACRS results in a NOL, 502 

the deferral is appropriately made at the time the taxpayer realizes an actual tax benefit 503 

from the use of ACRS. The taxpayer will realize the benefit of the NOL attributable to 504 
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the accelerated depreciation in 1987. Therefore, the taxpayer should record the deferred 505 

taxes in 1987. We conclude that this approach is consistent with the normalization 506 

requirements under sections 167 and 168 of the Code.” 507 

Q. Will including the deferred tax asset in rate base in this proceeding be akin to what 508 

occurred in this circumstance as described in the PLR? 509 

A. Yes.  Recording the effects of an NOL as a deferred tax asset, is the modern day 510 

equivalent of the reduction in deferred tax liability in the ruling.  By including the 511 

deferred tax asset related to the NOL, the tax benefit recorded in the deferred tax liability 512 

related to accelerated depreciation is effectively eliminated until such time as the loss is 513 

realized. 514 

Q. What effect would a normalization violation have on customers? 515 

A. A violation of the normalization rules would create severe detriment for both customers 516 

and the Utilities.  The normalization rules are long-standing and Congress has been 517 

unwavering in its mandate.  These rules have been in force and the impact of 518 

noncompliance has been known to utilities and their regulators for the past four decades.  519 

Compliance with these rules is not optional and cannot be violated directly or indirectly.  520 

Thus, while the Utilities can understand the desire to reduce rates, it is important not to 521 

take steps that would have the unintended consequence of losing the ability to continue to 522 

claim the rate base reducing impacts of accelerated and bonus depreciation. 523 

IV. RIDER ICR – DEFERRED TAXES 524 

Q. Is GCI witness Mr. Effron proposing to include deferred taxes in the computation of 525 

Rider ICR?  526 
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A. Yes.  527 

Q. Do you have any comments or concerns related to his proposal? 528 

A. Yes, I do.  My main concern is that if the deferred income taxes are included in the Rider, 529 

other actions must be taken to avoid violation of the normalization rules. 530 

Q. Are the normalization rules you refer to the same rules you described above? 531 

A. Yes.   532 

Q. In particular what give you this concern?   533 

A. As described above, the normalization rules are complex and are an absolute requirement.  534 

Managing those rules within the context of a traditional rate case sometimes can present 535 

challenges, such as the issue above related to NOLs.  Pulling some of the deferred taxes 536 

out of the traditional four corners of a standard rate case setting does mean a utility and 537 

therefore its customers are accepting an increased level of risk associated with incurring a 538 

normalization violation.  539 

Q. How would you describe the application of the NOL discussion above to Rider ICR? 540 

A. As a practical matter, the tax normalization rules preclude the consideration of an 541 

economic benefit related to accelerated depreciation (including bonus depreciation) in the 542 

aggregate set of estimates and projections that are used to set cost of service rates.  For 543 

example, if the Rider ICR calculation considers a deferred tax liability for accelerated 544 

depreciation deductions, but does not consider the fact that the taxpayer NOL carry 545 

forward position has increased due to those same accelerated depreciation deductions, 546 

then the taxpayer would be in violation of the normalization requirements due to 547 

imputing an economic benefit that is greater than the utility has realized.  If the additional 548 
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deductions arise from the additional plant contained in the Rider result in an NOL or an 549 

increased NOL, the deferred taxes must be eliminated from the computation. 550 

Q. In addition to specific rules related to NOLs, are any specific requirements necessary to 551 

avoid a violation?  552 

A. In addition to the previous discussion on normalization, I will stress the consistency 553 

requirement.  Section 168(i)(9)(i) and (ii) of the IRC requires consistency as follows:  554 

(i) In general. One way in which the requirements of subparagraph (A) are not 555 
met is if the taxpayer, for ratemaking purposes, uses a procedure or adjustment 556 
which is inconsistent with the requirements of subparagraph (A).  557 

(ii)Use of inconsistent estimates and projections. The procedures and adjustments 558 
which are to be treated as inconsistent for purposes of clause (i) shall include any 559 
procedure or adjustment for ratemaking purposes which uses an estimate or 560 
projection of the taxpayer's tax expense, depreciation expense, or reserve for 561 
deferred taxes under subparagraph (A)(ii) unless such estimate or projection is 562 
also used, for ratemaking purposes, with respect to the other such items and with 563 
respect to the rate base 564 

Specifically, no overlap of deferred taxes used in the rate case and in Rider ICR 565 

can occur for the same period of time.    566 

In addition, any averaging convention for plant in the return computation of 567 

Rider ICR must be also applied to deferred income taxes.  Also, special rules such as the 568 

above discussion with NOLs must be followed.  In any year that an NOL is anticipated, 569 

the deferred income taxes must not be included. 570 

Q. Do you believe the special proration formula, such as the one performed by Peoples Gas 571 

and documented on Schedule G-7 is required if deferred taxes are included in Rider ICR?  572 

A. I do.  The normalization regulations state, in part,  573 

For the purpose of determining the maximum amount of the reserve to be 574 
excluded from the rate base (or to be included as no-cost capital) under 575 
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subdivision (i) of this subparagraph, if solely an historical period is used to 576 
determine depreciation for Federal income tax expense for ratemaking purposes, 577 
then the amount of the reserve account for the period is the amount of the reserve 578 
(determined under subparagraph (2) of this paragraph) at the end of the historical 579 
period. If solely a future period is used for such determination, the amount of the 580 
reserve account for the period is the amount of the reserve at the beginning of the 581 
period and a pro rata portion of the amount of any projected increase to be 582 
credited or decrease to be charged to the account during such period. If such 583 

determination is made by reference both to an historical portion and to a 584 
future portion of a period, the amount of the reserve account for the period is 585 
the amount of the reserve at the end of the historical portion of the period 586 
and a pro rata portion of the amount of any projected increase to be credited 587 
or decrease to be charged to the account during the future portion of the 588 
period. The pro rata portion of any increase to be credited or decrease to be 589 
charged during a future period (or the future portion of a part-historical and 590 
part-future period) shall be determined by multiplying any such increase or 591 
decrease by a fraction, the numerator of which is the number of days 592 
remaining in the period at the time such increase or decrease is to be 593 
accrued, and the denominator of which is the total number of days in the 594 
period (or future portion). (emphasis added)  595 

Treasury Regulation Section 1.167(l)-1(h)(6)(ii). 596 

The bolded portion in the above quote is the applicable portion related to our test 597 

year in the instant case.  It is what requires the proration computation contained in 598 

Schedule G-7.  Rider ICR is modeled with the same future test year concept.  The 599 

amounts are projected over an annual period with the percentage used to compute the 600 

charge to the customers going into effect on April 1st.  As a result, if including deferred 601 

income taxes in the Rider ICR computation, deferred taxes first must be run through the 602 

proration formula.  This is in addition to, and computed before any averaging convention.  603 

Q. What is the consequence of a normalization violation related to Rider ICR?   604 

A. The utility loses its right to claim accelerated depreciation on its public utility assets.   605 

Q. What is your recommendation regarding the inclusion of deferred taxes in Rider ICR? 606 
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A. Given the risk of the violation of the normalization rules and the associated 607 

consequences, I cannot recommend this change as it creates risk for Peoples Gas and its 608 

customers.  609 

Q. Are certain safeguards needed if the Commission determines that the deferred taxes 610 

should be included in Rider ICR?  611 

A. Yes.  First, all parties need to acknowledge the need for conformity with the 612 

normalization rules.  Mr. Effron is not proposing anything that is inconsistent with 613 

normalization, as he is allowing deferred income tax accounting.  However, he is silent 614 

on the matter of normalization.  To the extent the Commission approves Mr. Effron’s 615 

recommendation, the Commission should acknowledge the risks and require Rider ICR to 616 

be computed in a manner that would not violate normalization.  To this end, Peoples Gas 617 

must have full authority within the context of Rider ICR to make any necessary 618 

adjustment to deferred taxes to avoid a normalization violation.  Peoples Gas must have 619 

full discretion upon discovering any circumstance that could result in a violation to 620 

eliminate the deferred taxes from the computation.  Further, no adjustment can be made 621 

in a reconciliation proceeding that uses hindsight beyond the dates of the annual 622 

reconciliation.  Finally, no adjustment can be made in the context of any reconciliation 623 

proceeding that Peoples Gas in its sole opinion believes would be a violation of the 624 

normalization requirements until such time as Peoples Gas can secure a binding private 625 

letter ruling that indicates the adjustment would not be a violation.  626 

Q. Does this complete your rebuttal testimony? 627 

A. Yes.  628 


