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North Shore Gas Company's Response to
 

Attorney General Data Requests AG 7.01-7.36
 
Dated: October 9,2012
 

REQUEST NO. AG 7.03: 

Ref: NSG Response to AG 2.11 (Temporary Increase in State Income Tax Rate). The 
Company's response to this data request refers to calculations "approved in North Shore's last rate 
case (Docket No. 11-0280/11-0281 cons)" and also states, "North Shore computes deferred taxes 
consistent with the Commission's Order in Docket No. 83-0309" indicating, "Therefore, for 
ratemaking purposes, the economic effects included in rate base and cost of service are only those 
amounts and balances computed consistent with that Order and that method." Please provide the 
following additional information: 

a. State with specificity what specific methods or procedures are believed by the 
Company to have been, "approved in North Shore's last rate case" that apply 
directly to the temporary increase in State Income Tax rates in the 2013 projected 
test year. 

b. Provide specific quotations from the Commission Order in the last rate case and 
complete copies of all other documents that contain the authority relied upon for 
your response to part (a). 

c. State with specificity what specific methods or procedures are believed by the 
Company to have been, determined within the Commission's Order in Docket No. 
83-0309 that apply directly to the temporary increase in State Income Tax rates in 
the 2013 projected test year. 

d. Provide specific quotations from the Commission Order in Docket No. 83-0309 and 
complete copies of all other documents that contain the authority relied upon for 
your response to part (c). 

e. According to the response, "Under FAS 109, North Shore Gas must have for 
financial reporting purposes deferred income taxes that represent the estimated 
liability that will be paid when the temporary differences related to the deferred 
income taxes turn around." Does the Company believe that its method of 
accounting for deferred income taxes for regulatorv purposes is or should be 
different than for financial reporting purposes? 

f. If your response to part (e) is affirmative, please explain and identify each reason 
why regulatory and financial reporting for deferred income taxes should be applied 
differently, specifically with regard to the scheduled reduction in state income tax 
rates from the current 9.5% rate to lower 7.5% and 7.3% rates after 2014. 

g.	 Provide complete copies of all reports, orders, rules, statutes and other authority 
relied upon by the Company in its response to parts (e) and (f). 

RESPONSE: 
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a: North Shore objects to this subsection of this data request to the extent it seeks a
 
legal conclusion. Subject to and without waiving this objection and its General Objections,
 
North Shore states:
 
The Illinois tax rate change was computed as follows.
 

•	 North Shore changed the income tax rate to reflect the income tax rate in effect 
for the 2012 test year of 9.5%. Current taxes were computed with that rate 

•	 North Shore computed income statement deferred income taxes consistent with 
Commission order in Docket No. 83-0309. 

See NS AG 7.03 Attach 01 for North Shore's response to TEE 1.17 that was submitted in 
Docket No. 11-0280/0281 (cons.). 

b: North Shore objects to this subsection of this data request to the extent it seeks a
 
legal conclusion. Subject to and without waiving this objection and its General Objections,
 
North Shore states:
 
See the Commission's Order in Docket Nos. 11-0280/0281 (cons.) at 9:
 

The commission order in the last rate case states "Regarding 
Accumulated Deferred Income Taxes ("ADIT"), the Utilities and Staff 
have agreed to adjustments which account for the new State income 
tax rate and tax accounting method changes, as they relate to bonus 
depreciation, for both Utilities. NS PGL Exs. 23.4N and 23.4P; Staff 
Ex. 10.0 at 6. This is uncontested. Therefore, the Commission 
approves these adjustments for both Utilities." 

c; The Average Rate Assumption Method or ARAM. 

d: North Shore objects to this subsection of this data request to the extent it seeks a 
legal conclusion. Subject to and without waiving this objection and its General Objections, 
North Shore states: The following are excerpts from the Commission's Order in Docket 
No. 83-0309 

•	 "the record herein establishes that the utilization of the so-called weighted average 
method, requiring reversals or debits to the accumulated deferred tax reserve 
account by applying a weighted average historical tax rate to the excess of book 
depreciation for a given asset, appears most appropriate for ratemaking purposes 
for Illinois utilities which utilize deferred tax accounting in that (a) it is consistent 
with generally accepted accounting principles and APB 11, (b) it is consistent with 
the Commission's Uniform System of Accounts, (c) it appears nonviolative of the 
IRS's prescription of normalization for utility ratemaking purposes, and (d) it 
is fair and equitable to both utility ratepayers and r30] stockholders, and 
such uniform treatment for ratemaking purposes of such deferred tax accounts for 
Illinois utilities which utilize deferred tax accounting should be adopted in each 
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utility's next rate filing, unless sooner prescribed by the Commission; provided, 
however, that such treatment should be presumptive only and can be rebutted for 
good cause shown;" 

•	 'Tf IS THEREFORE ORDERED by the Illinois Commerce Commission that Illinois 
utilities subject to the Commission's jurisdiction over rates which utilize deferred 
tax accounting shall for ratemaking purposes account for reversals resulting from 
changes in federal and Illinois corporate income tax rates for income taxes 
deferred in prior years at the weighted average rates at which such deferred 
income taxes were originally recorded" 

e: North Shore objects to this subsection of this data request to the extent it seeks a 
legal conclusion. Subject to and without waiving this objection and its General Objections, 
North Shore states: 

Yes. North Shore is in compliance with a Commission Order. To use the liability method 
required by FAS 109 for income statement and cost of service would be a direct violation 
of federal income tax normalization rules. Further, even without the normalization rules, 
the liability method of deferred income tax accounting is problematic as it would cause 
significant over or under recoveries. For example, if rates decreased in a period outside of 
a test year, the liability method would result in a windfall to the utility. ARAM is a self
correcting method that results in the tax effects of differences in tax rates being normalized 
over the reversing portion of temporary differences. 

f: See response to subpart e of this data request. 

g: See NS AG 7.03 Attach 02 
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ILLINOIS COMMERCE COMMISSION On Its Own Motion: Investigation into the ap
propriate accounting treatment of the deferred tax reserve resulting from changes in statu

tory income tax rate 

83-0309 

ILLINOIS COMMERCE COMMISSION 

1985 Ill. PUC LEXIS 5; 69 P.U.R.4th 353 

September 18, 1985 

OPINION: [*1] 

ORDER 

By the Commission: 

On June IS, 1983, the Commission entered an Order in this matter directing Illinois utilities, subject to the jurisdic
tion of the Commission, which utilize deferred tax accounting, to appear before the Commission to explain present ac
counting treatment of deferred tax accounts in light of changes in statutory income tax rates and show cause why a uni
form treatment of such deferred tax reserve accounts should not be required. 

Pursuant to notice duly given in accordance with the rules and regulations of the Commission, the matter came on for 
hearing before a duly authorized Examiner of the Commission on July 29, 1983. Further hearings were held on Sep
tember 22, 1983, January 26, January 27 and February 10, 1984, at the close of which hearing the matter was marked 
"Heard and Taken." All Illinois utilities are hereby considered Respondents to the proceeding. As required by the Order 
of June IS, 1983, however, those utilities which do not use deferred tax accounting in the computation of rates, upon filing 
of a verified statement to that effect, are not considered parties to the proceeding. Appendix "A" attached hereto and 
made a part hereof sets forth [*2] certain utilities which have so filed, as well as other utilities which chose to file ju
risdictional or explanatory affidavits or statements herein. 

Nine utilities, among numerous utilities and other persons appearing herein, presented testimony and other docu
mentary evidence at the hearings. Petitions to Intervene were filed by the Illinois Telephone Association, Inc., The 
People of Cook County, Illinois, and Community Action For Fair Utility Practice, which are hereby granted. The In
tervenors did not present any evidence herein. 

On February 14 and IS, 1984, respectively, Northern Illinois Gas Company, on the one hand, and The Peoples Gas 
Light and Coke Company and North Shore Gas Company, on the other hand, filed motions requesting that the Proposed 
Order ofthe Examiner be released prior to the entry of a final Commission order in this matter. The Examiner's Proposed 
Order was served on the parties on August 19, 1985, and briefs on exceptions and responses thereto, as filed, were con
sidered herein. 

Pursuant to the procedural schedule established in the proceeding, the Accounts and Finance Department of the 
Public Utilities Division of the Commission Staff presented the testimony [*3] of Edward Bodmer who summarized the 
issue herein as follows: 

Normalization accounting is the recording of depreciation on a straight-line basis for ratemaking purposes even 
though the taxpayer may be using an accelerated depreciation method for tax purposes. The difference between the 
amount of taxes the company would pay under straight-line depreciation and accelerated depreciation is placed in a re
serve account. The commission sets rates as if the utility taxpayer were still claiming straight-line depreciation, even when 
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annual depreciation deductions decline and actually full below the straight-line rate. At that time, the so-called "cross
over point," the utility will (theoretically) draw upon the reserve account to make up the difference between the larger tax 
liability actually owed and the smaller tax liability calculated for ratemaking purposes that is based upon straight-line 
depreciation. 

In 1979, the tax rate for the highest corporate (federal) income tax bracket was changed from 48 percent to 46 percent. 
Therefore, the reserves that the utilities had built up to comply with the 48 percent rate were in excess of those which 
would eventually be required to be paid at [*4] the 46 percent rate. The issue to be resolved is what is the appropriate 
method for lIIinois utilities to return the excess funds collected in the reserve accounts to ratepayers. 

In his testimony, Mr. Bodmer outlined seven alternative treatments for the deferred tax accounting subsequent to an 
income tax rate change, which he summarized as follows: 

(1) make no special adjustment to the accumulated deferred tax account when the tax rate changes (the "deferred 
method"); 

(2) wait to adjust any remaining balance in accumulated deferred taxes from a tax rate change until retirement of the 
asset; 

(3) adjust any "excess" accumulated deferred taxes (to be defined subsequently) in the period of the change in stat
utory income tax rates; 

(4) amortize any "excess" accumulated deferred taxes over the remaining life of the asset which created the book/tax 
timing differences; 

(5) amortize any "excess" accumulated deferred taxes over an established period longer than one year; 

(6) compute debits to the accumulated deferred tax account at a "weighted average" income tax rate; 

(7) utilize the "South Georgia Method" proposed by the Federal Energy Regulatory Commission ("FERC"). 

Mr. Bodmer [*5] indicated that he believes the advantages of alternative (I) are ease of computation since tax 
expense reflects taxes which would have been paid if the tax return had reflected the same timing of expenses and rev
enues as the financial statements. Moreover, it best adapts to the possibility that tax rates could again change. However, 
alternative (I) fails to measure the amount of taxes that must be paid in the future due to past timing differences. More 
seriously, it results in ratepayers receiving no direct benefit from the tax rate reduction, and after retirement of the asso
ciated assets, the balance in the accumulated deferred tax reserve account would exceed the appropriate balance. Mr. 
Bodmer's further economic analysis of alternative (I) indicated that without adjustment prices will never move to the 
theoretically correct levels of the new tax rate which result is unjust and inefficient. Use of this method would also result 
in intergenerational inequities in that rate base would be reduced for up to twenty years. 

Mr. Bodmer indicated that alternative (2) can result in a sudden reduction in revenue requirements when large assets 
are retired which could either be considered [*6] nonrecurring and, therefore, disallowed, or cou ld occur in some period 
other than a test year. The adjustment at time of retirement could also distort the income statement in that period. 
Additionally, according to Mr. Bodmer, use of this method results in deviations from optimal economic pricing. Prices 
do not achieve their proper level until the plant has completed a full life cycle since the tax rates change. 

Mr. Bodmer testified that alternative (3) recognizes immediately (on the income statement) the present determination 
of the liability for future tax payments. It also involves a sudden, one-time adjustment, as in alternative (2), with the 
same resulting ratemaking difficulties. On the other hand, this method fosters achievement of economically appropriate 
rates by the end of the life cycle ofthe plant involved. This smooth adjustment process does have certain advantages over 
those methods with more abrupt adjustment. 

Mr. Bodmer stated that alternative (4) eliminates the ratemaking problem involved with alternatives (2) and (3), but 
raises the theoretical question as to the reason for using the remaining life as opposed to any other amoritization period. 
Under this [*7] method, however, rates gradually approach their theoretically correct level, and, therefore, rate modi
fications are not severe in anyone period and eventually reach the appropriate level. 

Mr. Bodmer testified that some states have elected to amortize the surplus in the accumulated deferred tax reserve 
account over a specified period between two and ten years. This alternative (5) also reduces the ratemaking problem of 
alternatives (2) and (3) and permits recognition of cash flow and financing considerations. However, Mr. Bodmer feels 

NS 0007667 

kcrossett
Typewritten Text
AG Exhibit 1.9, Page 5 of 15



NS AG 7.03 
Attach 02 

Page 3 
1985 II1. PUC LEXTS 5, *; 69 P.U.R.4th 353 

that the arbitrary selection of an amortization period may prove to be unacceptable to the Internal Revenue Service 
("IRS"). 

Mr. Bodmer's alternative (6) would require reversals or debits to the accumulated deferred tax reserve account by 
applying weighted average historical tax rate to the excess of book depreciation for a given asset. The difference be
tween this method and alternative (4) is that for a particular asset no adjustment to the accumulated deferred tax reserve 
account is necessary until later in the life of the asset. However, when assets of different vintages are considered (a more 
realistic analysis), this method produces results [*8] which are very similar to amortizatio over the remaining life. 

Mr. Bodmer's alternative (7), a method that has been approved by the FERC, is referred to as the "South Georgia" 
method. It makes an adjustment to deferred taxes due to a tax rate change but also attempts to establish a reserve for past 
flow-through. Mr. Bodmer testified to the inadequacy of this method from either an accounting or a ratemaking point of 
view. Use of this method when switching from flow-through to normalization results in revenue requirements that are 
more volatile than either flow-through or normalization, and produces an inferior result in terms of asset valuation. 

By way of summarization and conclusion, Mr. Bodmer testified that given the current federal income tax regulations, 
the risk of accelerating amortization of "excess" deferred taxes over a time period shorter than the average remaining life 
of a utility's assets outweighs any possible benefit to be derived from such a regulatory objective. Accordingly, he 
recommended that utilities implement either alternative (4), the remaining life method, or alternative (6), the weighted 
average method, both methods which he felt would not violate IRS [*9] prescriptions of normalization for ratemaking 
purposes. 

Craig D. Nelson, Supervisor of Taxes and Plant Accounting for Centrallllinois Public Service Company ("CIPS"), 
testified that while he generally believes Mr. Bodmer's testimony to be comprehensive and accurate, he does not fully 
agree with Mr. Bodmer's conclusions and also believes that Commission action in this matter should be deferred until 
federal income tax regulations are issued. Mr. Nelson stated that of the two methods recommended by Mr. Bodmer, 
alternative (6) should be favored over alternative (4), principally because under alternative (4), a decline in the income tax 
rate occurring prior to the year in which reversal of the deferred tax reserve begins (the year in which book depreciation 
exceeds tax depreciation) would result in the insufficiency ofthe amount added to the reserve in years prior to the reversal 
to satisfy the requirements of section 168(e) (3)or section 167(1) (g) ofthe Internal Revenue Code ("Code"). For years in 
which tax depreciation exceeds book depreciation, those Sections require additions to the deferred tax reserve equal to the 
difference between tax depreciation and book depreciation [* I0] multiplied by the existing income tax rate. If the tax 
rate has declined, however, an "excess" deferred tax reserve would exist (assuming that no other changes occur). If the 
tax rate decline occurs prior to the year in which the reserve begins to reverse, alternative (4) would require that additions 
to the reserve be offset by the amount of amortization of the "excess" reserve attributable to the tax year. This offset to 
the reserve addition, according to Mr. Nelson, would be inconsistent with the requirements of the Code. Alternative (6), 
however, provides for reversal (at the weighted average rate of accrual) of the "excess" reserve attributable to a tax rate 
decline, commencing the year in which reversal of the reserve begins. Thus, the amount added to the reserve in years 
preceding the reversal would be the amount required by the normalization provisions of the Code. Accordingly, unlike 
the use of alternative (4), use of alternative (6) would not be inconsistent with the provisions of the Code when a decline in 
the tax rate occurs prior to reversal of the deferred tax reserve. Furthermore, Mr. Nelson stated that he believes that 
alternative (4) may constitute a normalization [*II] violation of the Code as specifically articulated in a 1983 IRS pri
vate letter ruling addressing the situation (described later herein), wherein a regulatory commission approved utility rates 
using a tax rate less than the statutory rate for providing deferred taxes. Mr. Nelson also testified that the current 
American Institute of Certified Public Accountants ("ATCPA") interpretation of the Accounting Principles Board Opinion 
11 ("APB II ") states that, when deferred taxes have been accumulated over a period of years at varying rates, it is ap
propriate to amortize a portion of the aggregate deferred tax balance by use of either the first-in, first-out assumption or 
the average rate assumption. Thus, Mr. Nelson concluded that the AICPA sanctions alternative (6), but not alternative 
(4). 

Mr. Paul R. Bjorn, a partner in the Audit and Accounting Services Division of Price Waterhouse, testified on behalf 
oflllinois Power Company ("TPC"), and indicated that IPC normalizes the effects of timing differences, as such are de
fined in APB II, between book and tax income as such timing differences arise. The resulting deferred income tax 
charges and credits are provided for at the statutory [*12] income tax rates in effect at the time the differences originate. 
The deferred taxes provided are then amortized at the weighted-average rate at which they were provided over the reversal 
period of the underlying timing differences and this method is applied to vintage year property by functional classifica
tion. This method, according to Mr. Bjorn, fully amortizes the deferred taxes provided leaving a zero balance of deferred 
taxes on IPC's books at the end of the property life regardless of whether the statutory tax rate remains constant or 
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changes. WC has followed these policies and procedures for ratemaking purposes. The result of this method is that the 
customers receive the full benefit of the associated income tax benefits during the life of the property. Mr. Bjorn stated 
that this method, identical to Mr. Bodmer's alternative (4), not only conforms to APB 11 but, also to the Commission's 
Uniform System of Accounts for Gas and Electric Utilities pertaining to provision for and amortization of deferred in
come taxes in that the Commission's accounting procedures for deferred taxes are identical to the requirements ofAPB 11. 
Further, Mr. Bjorn stated that any change in [*13] IPC's current practices with respect to deferred taxes would increase 
its risk of loss of the tax benefits of accelerated depreciation. 

George J. Riley, Tax Supervisor for Iowa-Illinois Gas and Electric Company ("l-IGE"), testified that, in his opinion, 
Mr. Bodmer's weighted average method, alternative (6), is appropriate in that it provides for the proper amount of deferred 
taxes pursuant to the Code's normalization requirements, which weighted average method has been followed by I-IGE for 
tax accounting purposes since 1954, consistent with APB II. Mr. Riley stated, however, that he believes Mr. Bodmer's 
alternative (4) does not satisfy the Code's normalization requirements in that use of such method would result in a defi
ciency in the deferred tax reserve during a period in which the tax rate is reduced prior to the point of turnaround from tax 
provision to tax payback, as admitted by Mr. Bodmer during his cross-examination. 

Gary D. Lillmars, Staff Supervisor - Tax Accounting for General Telephone Company of Illinois ("GTE"), among 
other GTE operating companies, testified that GTE utilizes a system of computing deferred taxes based on a reversal of 
the original deferral of tax [*14] computed at 48% by a weighted average tax rate over the life of the asset. Under this 
method, the witness stated that when excess depreciation becomes negative, i.e., straight line tax depreciation exceeds the 
tax accelerated depreciation, the total amount of deferred tax to date for the particular vintage is divided by the cumulative 
excess to date for that vintage to arrive at a composite deferred percentage. This rate is applied to the negative excess to 
determine the payback for the particular tax year. Thus, the payback of the change from 48% to 46% will be reversed 
over the remaining life ofthe property and by the time a vintage is fully retired, the entire amount previously deferred will 
have been reversed. Under the weighted average methodology, a composite deferred percentage is derived which rep
resents a weighted average of the statutory tax rates in effect during the life of the plant. Mr. Lillmars stated that GTE's 
method comports with APB II and Code normalization requirements that all reserves for deferred income taxes 
flow-back over the remaining life of the property to which they relate. 

Mr. Thomas D. Hutchinson, Manager of Tax Accounting of Central Illinois [*15] Light Company ("CILCO"), 
testified that he generally agrees with Mr. Bodmer's testimony, except that Mr. Hutchinson believes the weighted average 
method, alternative (6), is superior to the remaining life method, alternative (4), since the latter results in an adjustment to 
deferred taxes prior to the natural turnaround point at an increased risk of IRS disallowance of certain accelerated de
preciation benefits due to normalization violations. Mr. Hutchinson further testified that he believes the Commission 
should take no action on this matter until federal tax regulations are issued since, in his opinion, the benefits to be gained 
by making utilities which are presently using another method switch to the weighted-average method are so small that 
customers of those utilities would not suffer any measurable harm if the Commission deferred a decision until the IRS 
came out with a firnal pronouncement. 

Howard A. Graening, Comptroller and Secretary oflllinois Bell Telephone Company ("lIlinois Bell"), testified that 
I\linois bell, which began filing consolidated tax returns with Ameritech on January I, 1984, continues to use accelerated 
depreciation as it had in the past, namely, its [*16] current year deferrals are always at the current year federal tax rate, 
which deferrals are recorded in the deferred tax account until such time as straight-line book depreciation exceeds ac
celerated tax depreciation for a particular vintage and account. At that time, payback of the deferred taxes begins, not at 
the current year's tax rate, but at the weighted average of the prior years' deferrals for the particular vintage and account. 
This weighted average method results in total eventual payback with no surplus and normalizes the effect of any change in 
federal tax rates by paying the deferred taxes back over the life of the plant involved. Mr. Graening stated that this 
weighted average method, in his opinion, is in accord with generally accepted accounting principles and federal income 
tax normalization constraints, and is appropriate for llIinois Bell, but he believes it would be prudent for the Commission 
to defer prescribing a uniform accounting treatment for tax deferrals until such time as the IRS has issued a definitive tax 
ruling. 

Ralph L. Heumann, Vice President of Commonwealth Edison Company ("Edison"), testified that Edison's position is 
that net accumulations in [*17] deferred income tax reserve accounts should be reversed at the weighted average income 
tax rate at which the provisions for same were originally recorded in order to provide an approximation of a dol
lar-for-dollar relationship between the original recoveries actually retained and the current credits. This is consistent, 
according to Mr. Heumann, with Edison's practice ofrecording reversals, except for amounts subject to the provisions of 
currently effective income tax regulations, at a weighted average income tax rate for all accounting and ratemaking 
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purposes. Notwithstanding Edison's accounting treatment as set forth in his testimony, Mr. Heumann, concerned, ap
parently because at the time of his testimony the IRS had declined to rule on Edison's request for a determination of the tax 
consequences of reversing its deferred taxes at the average rate at which the deferrals were originally recorded, recom
mended that the Commission allow utilities to follow "the letter of the Internal Revenue Code and the Income Tax Reg
ulations" to assure continuation of tax benefits to ratepayers and not prescribe uniform ratemaking treatment based on the 
weighted average method until federal tax [* 18] policy is made clear. 

Jay H. Price, Jr., a partner of Arthur Andersen & Co., testified on behalf of The Peoples Gas Light and Coke Com
pany ("Peoples") and North Shore Gas Company ("North Shore") (collectively referred to as "the Companies"). 

Mr. Price described the Companies' present treatment of deferred tax accounts as follows. The Companies' treat
ment in 1983 and prior years is to apply the current statutory rate to the net difference between straight-line depreciation 
and tax accelerated deductions to the extent that the net differences are subject to normalization for ratemaking and ac
counting purposes. The resulting product is recorded as a charge (or credit) to Provision for Deferred Income Taxes and 
the contra credit (or debit) is to Accumulated Deferred Income Taxes. Reversals of timing differences are netted in the 
computation to the extent that straight-line depreciation on any property exceeds tax accelerated deductions. 

In prior years, deferred tax accounting was not allowed for ratemaking purposes for certain differences between book 
and tax depreciation and deferred taxes were not provided. For reversals of differences that relate to prior years' 
flow-through [*19] of the tax effects of capitalized overheads, the Companies' tax expense is increased to reflect the 
higher taxes payable not covered by accumulated deferred taxes. 

In Mr. Price's opinion, the Companies' present procedure is consistent with the Commission's Uniform System of 
Accounts. With respect to the question of whether there should be a uniform treatment of the effect of changes in stat
utory tax rates, Mr. Price testified that the Commission should establish a uniform set of standards or guidelines that 
utilities subject to its jurisdiction should comply with for accounting and for ratemaking purposes. 

Mr. Price proposed that the Commission establish the following guidelines for accounting and ratemaking purposes: 

I. the method should be consistent with the concept and requirements of normalization accounting as set forth in 
APB I I and subsequent pronouncements of the Financial Accounting Standards Board; 

2. the method should be consistent with the Uniform System of Accounts prescribed by the Commission; 

3. the method should encompass all taxes on income (federal and state) and should be consistently applied to both 
increases and decreases in statutory tax rates; 

4. [*20] the effect of tax rate changes should be achieved over the remaining life of the related properties; 

5. the method used should avoid, to the.extent possible, volatile and sudden swings in revenue requirements; 

6. the method should be one that management believes would not endanger the right of that company to claim ac
celerated depreciation and the Accelerated Cost Recovery System ("ACRS") deductions for income tax purposes. 

Mr. Price described the method proposed by the Companies, the South Georgia Method, to bring the balance of 
accumulated deferred income taxes to the appropriate level over time. Briefly, each of the Companies has determined 
that the appropriate balance of its accumulated deferred taxes is different from the balance recorded on its books. Each 
proposes to bring its balance to the appropriate level, over the weighted remaining life of plant at the computational date, 
by an annual adjustment to its provision for deferred taxes. He testified that that method has the virtue of clearly meeting 
the IRS normalization requirements while at the same time reflecting the effect of changes in the statutory tax rates con
sistent with the manner prescribed by the FERC [*21] in 1981 in its Order No. 144. Mr. Price testified that the South 
Georgia Method is appropriate for the Companies and is consistent with the six guidelines recommended by him. The 
method is appropriate for the following reasons: 

I. the Companies' records are such that accumulated deferred taxes by vintage years are not available; such records 
would not be required if the Companies' proposal were adopted since only one difference would need to be computed and 
that difference would be eliminated over the appropriate period; and the Uniform System of Accounts to which the 
Companies are subject does not require that vintage year records be maintained; 

2. the Companies' method allocates the differences over the remaining life of the property in a manner that prevents 
volatile swings in revenue requirements; 
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3. the Companies' procedure automatically reflects the effects ofprior changes in tax rates and allocates such effects 
as increases or decreases in tax expense over the property's remaining life; it also meets the generally more serious 
problem of shortfalls in the accumulated deferred tax account because of prior flow-through; 

4. the Companies' method complies with the IRS [*22] normalization requirements, no matter how interpreted. 

Mr. Price testified that the Companies' proposal is consistent with the method adopted by the FERC since the South 
Georgia Method is given as an example of an acceptable method in Order No. 144. 

Mr. Price explained the Companies' proposed adjustment is also consistent with generally accepted accounting 
principles. Eliminating the difference over the remaining life of the plant in the annual provision for deferred taxes is 
consistent with paragraph 37 of APB II. That paragraph requires that the appropriate level of accumulated deferred 
taxes be reflected no later than when the tax effects of timing differences, which were flowed through, reverse. 

In his testimony, Mr. Price also commented on the testimony of Mr. Bodmer. Mr. Price testified that of the two 
methods Mr. Bodmer recommends, alternative (6) is more clearly consistent with the requirements of APB II and also 
with the FERC's Uniform System of Accounts and that Commission's Accounting Release AR-2 (August 31, 1965). Mr. 
Price addressed in detail Mr. Bodmer's allegedly erroneous statements concerning the South Georgia Method. While Mr. 
Bodmer stated that the South [*23] Georgia Method does not "produce adequate results from either an accounting or a 
ratemaking standpoint," Mr. Price believes that Mr. Bodmer made errors in coming to that conclusion. Mr. Price testified 
that Mr. Bodmer's example does not adequately illustrate the effect of the South Georgia Method, and therefore resulted in 
the erroneous conclusion that the method produces "more volatile revenues than either flow-through or normalization." 

The Commission is aware that other regulatory commissions have taken varying approaches on how, if at all, to 
accelerate returns of overpaid deferred taxes (amounts no longer necessary to retire future tax liabilities) because of the 
reduction in 1979 of the maximum marginal federal corporate income tax rate from 48% to 46%. While numerous 
jurisdictions have acted to require so-called "quick payback" of such tax reserve surpluses, others have not for several 
reasons but principally because of the IRS proscription against flowing any deferred tax benefits through to ratepayers 
which might be construed as a departure from mandatory normalization accounting for ratemaking purposes. This 
concern relative to mandatory normalization accounting for [*24] ratemaking purposes becomes more compelling in 
light of a 1983 private letter ruling that effectively contradicts the quick payback methodologies adopted in various ju
risdictions. In that ruling, the IRS concluded that such a proposed quick payback of excess tax reserves accumulated by 
a utility as a result of the change in the corporate tax rate would violate Treasury regulation § 1.167( 1)-(1)(h)-(2)(i), which 
states that any such deferred tax account "shall not be reduced except to reflect the amount ... by which federal income 
taxes are greater." Therefore, it noted, the proposed accelerated refund to retepayers to be theoretically withdrawn from 
funds accumulated in the tax reserve would be violative of normalization for ratemaking purposes and would result in loss 
of tax benefits to the utility. While the 1983 private letter ruling is by its very terms non-binding except upon the par
ticular taxpayer and cannot be cited for precedental value by other taxpayers, it is apparent that any methodology which 
requires a faster reduction of the deferred tax account than permissible under normalization rules might be construed by 
the IRS as a flow-through of benefits to ratepayers constituting [*25] a violation of the Code. On the other hand, when 
a methodology such as the weighted average method is examined, it would appear to be within the parameters of § 167(1) 
since a strong argument can be made that it does not require a utility to reduce its deferred tax balance more quickly than 
over the life of the asset. 

In a June 6, 1985 private letter ruling issued to Edison, the IRS confirmed the appropriateness ofthe weighted average 
method for that taxpayer. In that ruling, the IRS stated, in part: 

Since part ofthe deferred tax reserve was established during a period when the federal tax rate was at 48 percent and 
the federal income tax rate has been reduced to 46 percent, the amount of the reserve with respect to a particular asset is 
larger than required. If [Edison] reduced its deferred income tax reserve at the weighted-average federal corporate in
come tax rate at which the deferred income tax reserve was accumulated, the reserve would not be exhausted until the 
assets that caused the creation of the accumulated reserve were fully depreciated. This method of adjusting the reserve 
for deferred taxes will not violate the normalization requirements of section 167( I) and [*26] the regulations thereunder. 

Therefore, based on your representations and our legal analysis, we rule that "reversals" of federal corporate income 
taxes deferred in prior years, which reversals are based on the weighted-average rates at which the deferred income taxes 
were recorded (rather than at the rate in effect for the year of the reduction), would be a proper normalization method of 
accounting under section 167( 1)(3XG), and section 1.167(a)-11 (b) (6)(ii) of the regulations. 
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Specifically, we rule that [Edison] will not lose the right to accelerated methods of depreciation and the shorter 
CLADR lives, if weighted-average federal corporate income tax rates were used for calculating the reversals of deferred 
income tax that result when straight-line depreciation of property, based on lives used on its regulated books of account 
and for ratemaking purposes, is in excess ofthe depreciation deductions or cost-recovery deductions reported in its federal 
income tax returns for a particular vintage account. 

The Commission is mindful that numerous regulatory commissions which previously have opted for a quick payback 
of excess deferred tax reserves have not reacted to the 1983 private [*27] Jetter ruling and changed methodologies to 
accord with that ruling. The Commission is also mindful, as stated elsewhere herein, that private letter rulings are 
non-binding generically and of no precedental value. At the same time, IRS regulations have not been issued with re
spect to this issue, although anticipated by most of the utilities' witnesses who testified herein as long as two years ago 
(most of whom requested deferral of Commission action herein until such regulations were issued). The Code, existing 
regulations and the two private letter rulings referenced and described herein, among others, have provided the only real 
direction as to IRS policy, which policy is ultimately crucial to any effective definitive disposition of the issue before us 
herein. Moreover, possible proposed changes in maximum corporate federal tax rates may require another look at these 
issues and may finally compel issuance of appropriate federal tax regulations. Accordingly, and in recognition of the 
general consensus of those major Illinois utilities presenting evidence in this docket that the weighted average method is, 
in fact, consistent with generally accepted accounting principles and tax [*28] normalization for ratemaking purposes, it 
would appear appropriate, at least until such time as appropriate IRS regulations are forthcoming or major changes in 
federal tax policy are implemented, which may compel further order or rulemaking, to adopt, on an interim basis, the 
weighted average method for deferred tax accounting for ratemaking purposes related to changes in income tax rates, the 
utilization of such methodology to be presumptive unless good cause is shown to do otherwise. 

The Commission, having considered the entire record herein and being fully advised in the premises, is ofthe opinion 
and finds that: 

(I) on June 15, 1983, the Commission entered an Order herein directing all utilities subject to the jurisdiction of the 
Commission which utilize deferred tax accounting to appear before the Commission to explain present treatment of such 
deferred tax accounts in response to changes in statutory income tax rates and to show cause why certain uniform ac
counting for such deferred tax accounts for ratemaking purposes should not be implemented by the Commission; 

(2) said Order of June 15, 1983, also directed all utilities subject to the jurisdiction of the Commission which [*29] 
do not utilize deferred tax accounting to file a verified statement to that effect with the Commission, and Appendix "A" 
attached hereto and made a part hereof sets forth those utilities which have so filed; 

(3) the Comm ission has jurisdiction ofthe parties hereto and the subject matter ofthis proceeding by virtue of, among 
other things, its responsibilities under Section 11 of the Public Utilities Act to require consistent accounting by utilities 
subject to its jurisdiction; 

(4) the record herein establishes that the utilization of the so-called weighted average method, requiring reversals or 
debits to the accumulated deferred tax reserve account by applying a weighted average historical tax rate to the excess of 
book depreciation for a given asset, appears most appropriate for ratemaking purposes for Illinois utilities which utilize 
deferred tax accounting in that (a) it is consistent with generally accepted accounting principles and APB II, (b) it is 
consistent with the Commission's Uniform System of Accounts, (c) it appears nonviolative of the IRS's prescription of 
normalization for utility ratemaking purposes, and (d) it is fair and equitable to both utility ratepayers and [*30] 
stockholders, and such uniform treatment for ratemaking purposes of such deferred tax accounts for Illinois utilities which 
utilize deferred tax accounting should be adopted in each utility's next rate filing, unless sooner prescribed by the Com
mission; provided, however, that such treatment should be presumptive only and can be rebutted for good cause shown; 

(5) it is anticipated that issuance of certain anticipated federal income tax regulations and proposed federal tax leg
islation, among other things, may require further order or rulemaking and the Commission should retain jurisdiction 
herein. 

IT IS THEREFORE ORDERED by the Illinois Commerce Commission that Illinois utilities subject to the Com
mission's jurisdiction over rates which utilize deferred tax accounting shall for ratemaking purposes account for reversals 
resulting from changes in federal and Illinois corporate income tax rates for income taxes deferred in prior years at the 
weighted average rates at which such deferred income taxes were originally recorded (i.e., by applying a weighted av
erage historical tax rate to the excess of book depreciation for given assets); provided, however, that any accounting 
change required [*31] to conform with the weighted average method shall not be required until each utility'S next rate 
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filing, unless sooner prescribed by the Commission; and further provided, however, that such accounting treatment for 
ratemaking purposes shall be presumptive only and can be rebutted for good cause shown. 

IT IS FURTHER ORDERED that the JIIinois Commerce Commission retain jurisdiction of the parties hereto and 
subject matter hereoffor the purpose of issuing such further order or orders as it may deem necessary. 

APPENDIX "A" 

I. Cedar Point Light & Power Company 

2. McDonough Telephone Cooperative, Inc. 

3. Wabash Telephone Cooperative, Inc. 

4. Flat Rock Mutual Telephone Company 

5. Central States Utility Company 

6. Chicago Communication Service Inc. 

7. Chicago, Milwaukee, St. Paul and Pacific Railroad Company 

8. The Belt Railway Company of Chicago 

9. Scenic Stage Line, Inc. 

10. DuPage Utility Company 

I I. Holiday Utilities Corporation 

12. South Suburban SafeWay Lines, Inc. 

13. Chicago, Peoria and Western Railway Company 

14. IIIini Swallow Lines 

15. Execcomm, Inc. 

16. Algonquin Pipe Line Co. 

17. Marathon Pipe Line Company 

18. LaSalle & Bureau County Railroad [*32] 

19. Greyhound Lines, Inc. 

20. Dome Pipeline Corporation 

21. Amoco Pipeline Company 

22. Elgin, Joliet and Eastern Railway Company 

23. The Ohio River Company 

24. Williams Pipe Line Company 

25. Indiana Harbor Belt Railroad Company 

26. Kaskaskia Gas Company 

27. Cincinnati, Indianapolis and Western Railroad Company 

28. Joliet Union Depot Company, on behalf of Northeast Illinois Railroad Corporation 

29. Panhandle Eastern Pipe Line Company 

30. Peoria and Pekin Union Railway Company 

31. South Shore Radio-Telephone, Inc. 

32. Chicap Pipe Line Company 
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33. Answer lIlinois, Inc. 

34. Mobilecomm of Illinois, Inc. 

35. Martin Kramer, Deluxe Trailways, Inc. 

36. Martin Kramer, Peoria Rockford Bus Company 

37. Central Illinois Utility 

38. South Beloit Water, Gas and Electric Company 

39. Wolverine Pipe Line Company 

40. Illinois Central Gulf Railroad Company 

41. Seaboard System Railroad, Inc. 

42. Centel Corporation 

43. Rockford Communications 

44. Continental Air Transport Co., Inc. 

45. Lincoln Water Corporation 

46. Preston Utilities Corporation 

47. Illinois Municipal Water Company 

48. Aircall Communications, Inc. 

49. Houser Communications, Inc. [*33] 

50. Joliet Telephone Answering Service, Inc. 

51. Cybertel Springfield Corporation 

52. Cybertel Illinois Corporation 

53. Kankakee Telephone Answering Service, Inc. 

54. Radio-Telephone DuPage, Inc. 

55. Metropolitan Mobile Telephone Company, Inc. 

56. Chicago and Northwestern Transportation Company 

57. Telecourier Communications Corporation 

Legal Topics: 

For related research and practice materials, see the following legal topics:
 
Energy & Utilities Law Administrative ProceedingsRatemakingEnergy & Utilities Law Administrative ProceedingsU.S.
 
Federal Energy Regulatory CommissionGeneral OverviewEnergy & Utilities LawTaxation
 

NS 0007674 

kcrossett
Typewritten Text
AG Exhibit 1.9, Page 12 of 15



ICC Docket No. 12-0512
 
The Peoples Gas Light and Coke Company's Response to
 

Attorney General Data Requests AG 7.01-7.36
 
Dated: October 9,2012
 

REQUEST NO. AG 7.21: 

Ref: PGL Response to AG 2.38 (Temporary Increase in State Income Tax Rate). The 
Company's response to this data request refers to calculations "approved in Peoples Gas' last rate 
case (Docket No. 11-0280/11-0281 cons)" and also states, "Peoples Gas computes deferred taxes 
consistent with the Commission's Order in Docket No. 83-0309" indicating, "Therefore, for 
ratemaking purposes, the economic effects included in rate base and cost of service are only those 
amounts and balances computed consistent with that Order and that method." Please provide the 
following additional information: 

a. State with specificity what specific methods or procedures are believed by the 
Company to have been, "approved in Peoples Gas' last rate case" that apply directly 
to the temporary increase in State Income Tax rates in the 2013 projected test year. 

b. Provide specific quotations from the Commission Order in the last rate case and 
complete copies of all other documents that contain the authority relied upon for 
your response to part (a). 

c. State with specificity what specific methods or procedures are believed by the 
Company to have been, determined within the Commission's Order in Docket No. 
83-0309 that apply directly to the temporary increase in State Income Tax rates in 
the 2013 projected test year. 

d. Provide specific quotations from the Commission Order in Docket No. 83-0309 and 
complete copies of all other documents that contain the authority relied upon for 
your response to part (c). 

e. According to the response, "Under FAS 109, Peoples Gas must have for financial 
reporting purposes deferred income taxes that represent the estimated liability that 
will be paid when the temporary differences related to the deferred income taxes 
turn around." Does the Company believe that its method of accounting for deferred 
income taxes for regulatory purposes is or should be different than for financial 
reporting purposes? 

f. If your response to part (e) is affirmative, please explain and identify each reason 
why regulatory and financial reporting for deferred income taxes should be applied 
differently, specifically with regard to the scheduled reduction in state income tax 
rates from the current 9.5% rate to lower 7.5% and 7.3% rates after 2014. 

g. Provide complete copies of all reports, orders, rules, statutes and other authority 
relied upon by the Company in its response to parts (e) and (f). 
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ICC Docket No. 12-0512
 
The Peoples Gas Light and Coke Company's Response to
 

Attorney General Data Requests AG 7.01-7.36
 
Dated: October 9, 2012
 

RESPONSE:
 

a: Peoples Gas Shore objects to this subsection of this data request to the extent it
 
seeks a legal conclusion. Subject to and without waiving this objection and its General
 
Objections, Peoples Gas states:
 
The Illinois tax rate change was computed as follows.
 

•	 Peoples Gas changed the income tax rate to reflect the income tax rate in effect 
for the 2012 test year of 9.5%. Current taxes were computed with that rate 

•	 Peoples Gas computed income statement deferred income taxes consistent with 
Commission order in Docket No. 83-0309. 

See AG 7.21 Attach 01 for Peoples Gas' response to TEE 1.17 that was submitted in 
Docket No. 11-0280/0281 (cons.). 

b: Peoples Gas objects to this subsection of this data request to the extent it seeks a
 
legal conclusion. Subject to and without waiving this objection and its General Objections,
 
Peoples Gas states:
 
See the Commission's Order in Docket Nos. 11-0280/0281 (cons.) at 9:
 

The commission order in the last rate case states "Regarding 
Accumulated Deferred Income Taxes ("ADlr), the Utilities and Staff 
have agreed to adjustments which account for the new State income 
tax rate and tax accounting method changes, as they relate to bonus 
depreciation, for both Utilities. NS PGL Exs. 23.4N and 23.4P; Staff 
Ex. 10.0 at 6. This is uncontested. Therefore, the Commission 
approves these adjustments for both Utilities." 

c; The Average Rate Assumption Method or ARAM. 

d: Peoples Gas objects to this subsection of this data request to the extent it seeks a 
legal conclusion. Subject to and without waiving this objection and its General Objections, 
Peoples Gas states: The following are excerpts from the Commission's Order in Docket 
No. 83-0309 

•	 "the record herein establishes that the utilization of the so-called weighted average 
method, requiring reversals or debits to the accumulated deferred tax reserve 
account by applying a weighted average historical tax rate to the excess of book 
depreciation for a given asset, appears most appropriate for ratemaking purposes 
for Illinois utilities which utilize deferred tax accounting in that (a) it is consistent 
with generally accepted accounting principles and APB 11, (b) it is consistent with 
the Commission's Uniform System of Accounts, (c) it appears nonviolative of the 
IRS's prescription of normalization for utility ratemaking purposes, and (d) it 
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The Peoples Gas Light and Coke Company's Response to
 

Attorney General Data Requests AG 7.01-7.36
 
Dated: October 9, 2012
 

is fair and equitable to both utility ratepayers and r30] stockholders, and 
such uniform treatment for ratemaking purposes of such deferred tax accounts for 
Illinois utilities which utilize deferred tax accounting should be adopted in each 
utility's next rate filing, unless sooner prescribed by the Commission; provided, 
however, that such treatment should be presumptive only and can be rebutted for 
good cause shown;" 

•	 "IT IS THEREFORE ORDERED by the Illinois Commerce Commission that Illinois 
utilities subject to the Commission's jurisdiction over rates which utilize deferred 
tax accounting shall for ratemaking purposes account for reversals resulting from 
changes in federal and Illinois corporate income tax rates for income taxes 
deferred in prior years at the weighted average rates at which such deferred 
income taxes were originally recorded" 

e: Peoples Gas objects to this subsection of this data request to the extent it seeks a 
legal conclusion. Subject to and without waiving this objection and its General Objections, 
Peoples Gas states: 

Yes. Peoples Gas is in compliance with a Commission Order. To use the liability method 
required by FAS 109 for income statement and cost of service would be a direct violation 
of federal income tax normalization rules. Further, even without the normalization rules; 
the liability method of deferred income tax accounting is problematic as it would cause 
significant over or under recoveries. For example, if rates decreased in a period outside of 
a test year, the liability method would result in a windfall to the utility. ARAM is a self
correcting method that results in the tax effects of differences in tax rates being normalized 
over the reversing portion of temporary differences. 

f: See response to subpart e of this data request. 

g: See NS 7.03 Attach 02 
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