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I. INTRODUCTION AND BACKGROUND 1 

A. Identification of Witness 2 

Q. Please state your name and business address. 3 

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

(“IBS”), 130 E Randolph Street, Chicago, IL 60601. 5 

Q. Are you the same John P. Stabile who submitted direct testimony on behalf of The 6 

Peoples Gas Light and Coke Company (“Peoples Gas”) and North Shore Gas 7 

Company (“North Shore”) (together, “the Utilities”) in these consolidated dockets? 8 

A. Yes.   9 

B. Purpose of Rebuttal Testimony 10 

Q. What is the purpose of your rebuttal testimony in this proceeding? 11 

A. The purpose of my testimony is to address the direct testimonies of Illinois Commerce 12 

Commission (“Commission” or “ICC”) Staff (“Staff”) witness Bonita A. Pearce, Illinois 13 

Attorney General (“AG”) witnesses Michael L. Brosch, and David J. Effron and Citizens 14 

Utility Board and City of Chicago (“CUB-City”) witness Ralph C. Smith.  In particular, I 15 

testify concerning the following issues: the increase in the corporate state tax rate, sharing 16 

of benefits related to tax accounting method changes, net operating losses (“NOLs”) and 17 

the calculation of invested capital taxes. 18 

C. Summary of Conclusions 19 

Q. Please summarize the conclusions of your rebuttal testimony. 20 

A. In my testimony, I conclude as follows: 21 

 The Intervenor proposed adjustments resulting from changes to the state 22 
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income tax rate used for determining 2013 deferred income tax expense 23 
are inappropriate.   24 

 Based on recent events, the Utilities are withdrawing their proposed 25 
sharing of risk mechanism for a tax accounting method change.  The 26 
Utilities are updating their position on tax accounting method related to 27 
repairs, which results in the elimination of tax repair deductions for 28 
Accelerated Main Replacement Program (“AMRP”) costs.  It is currently 29 
an unreasonable position to assume that Peoples Gas could avail itself of 30 
these deductions given what is known at this juncture regarding technical 31 
merits. 32 

 As a result of eliminating the repair deductions for certain AMRP costs, 33 
the Utilities do not expect to be in a NOL carryover position during 2013 34 
on a consolidated basis or on a standalone Utility basis. Therefore, no 35 
resulting deferred tax asset need be created in computing rate base.  36 
However, if an NOL materializes as a matter of adjustments being made in 37 
the resolution of the instant case, a deferred tax asset adjusting rate base 38 
will be need in setting the Utilities rates, otherwise a violation of the tax 39 
normalization rules may occur. 40 

 The proper amount to include in the 2013 test year for invested capital tax 41 
before rate making adjustments is the amount that is estimated to appear 42 
on the 2013 invested capital tax return that will be filed on or before 43 
February 15, 2014.  The amount of 2013 estimated tax will be adjusted to 44 
reflect the long term debt and the equity balances included in the Utilities’ 45 
rebuttal filing. 46 

D. Attachments to Testimony 47 

Q. Please describe the attachments to your rebuttal testimony. 48 

A. I am including one exhibit, NS-PGL Exhibit (“Ex.”) 30.1, that is a simplified 49 

computation of revenue requirement impacts over the life of an asset which demonstrates 50 

that the Intervenor proposed adjustment to state taxes distorts the normalized pattern of 51 

recovery of an asset.    52 

II. ADJUSTMENTS REGARDING THE STATE INCOME TAX RATE 53 

Q. Has Staff or Intervenors proposed adjustments with respect to state income tax 54 

rate? 55 
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A. Yes.  CUB-City witness Mr. Smith (CUB-City Ex. 1.0 at 55-67) and AG witness Mr. 56 

Brosch (AG Ex. 1.0 at 33-42) both propose adjustments.  I will primarily address Mr. 57 

Smith’s testimony; however, my testimony equally applies to Mr. Brosch’s testimony. 58 

Q. Please summarize your understanding of the method of accounting proposed by Mr. 59 

Smith for the January 13, 2011 change in Illinois Law relating to the state income 60 

tax rate. 61 

A. Mr. Smith has described a hybrid method of accounting that has components of: the full 62 

normalization and average rate assumption method (“ARAM”) approved in the ICC 63 

Order in Docket No. 83-0309 (“83-0309 Order”); and the liability method or flow-64 

through method that would apply to non-regulated companies under Generally Accepted 65 

Accounting Principles (“GAAP”).  Consistent with the 83-0309 Order, Mr. Smith allows 66 

for the re-measurement of deferred taxes as of the date of enactment, January 13, 2011, 67 

deferring the resulting re-measurement allowing for recovery in future rates using 68 

ARAM.  Consistent with GAAP and flow-through principles, Mr. Smith describes a 69 

method of accounting that would compute current tax expense for a temporary book to 70 

tax difference at its current Illinois corporate income tax rate, and would compute 71 

deferred tax expense for that same temporary book to tax difference using an estimate for 72 

the composite Illinois corporate income tax rates that are currently expected to be in place 73 

as the temporary book to tax difference reverses.  Mr. Smith proposes that any resulting 74 

estimated and unrealized difference between current and estimated deferred taxes be 75 

flowed through to customers in the current year. 76 

Q. Can you briefly explain what you mean by a “book to tax difference” and how it 77 

reverses? 78 
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A. Yes.  In general, any difference between how income and deductions are recognized for 79 

financial statement purposes as compared to tax return purposes are called “book to tax 80 

differences.”  Sometimes the effects are permanent, such as the case of meals and 81 

entertainment whereby for income tax purposes the taxpayer can only deduct 50% of the 82 

meals and entertainment amount.  Thus, the remaining 50% of these expenses will never 83 

be deductible for tax purposes and are considered a permanent book to tax difference.  84 

More often, book to tax differences are timing or temporary differences.  For financial 85 

statement purposes, also commonly referred to as “book purposes”, certain timing rules 86 

exist.  For example, for book purposes, if significant, a company must provide a reserve 87 

for bad debt.  Similarly, for income tax purposes, there are rules related to the timing of 88 

income and deductions.  Using the same example, no reserve is allowed for income tax 89 

purposes for the cost of a bad debt, instead the tax rule requires a deduction only when a 90 

debt is considered worthless.  The fact that there is a difference in methods of ultimately 91 

accounting for a bad debt, the adjustment made to income to affect that difference 92 

between book and tax purposes is called, among other names, a “book to tax difference”.  93 

Generally, for a utility, the most common temporary book to tax difference relates to 94 

depreciation expense for plant in service, where the rates of depreciation differ for book 95 

and tax purposes.  In this case, the basis for the Intervenor adjustment relates to the 96 

change in the state income tax rate, which is a temporary book to tax difference.   97 

Q. Please summarize how the Utilities’ method of accounting has been applied since 98 

enactment of the January 13, 2011 change in Illinois Law. 99 

A. The Utilities have applied the full normalization and average rate assumption method 100 

(“ARAM”) called for in the 83-0309 Order.  The Utilities consistently applied this 101 
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method of accounting both to the re-measurement of the deferred taxes for the scheduled 102 

change in Illinois corporate income tax rates applicable to all cumulative temporary book 103 

to tax differences that existed as of the date of enactment. It also consistently applies it to 104 

any accrual of additional temporary book to tax differences in subsequent periods, as well 105 

as the reversal of any temporary book to tax difference in subsequent periods. 106 

Q. Please describe your understanding of Mr. Smith’s application of his method of 107 

accounting in proposing to adjust the Utilities’ estimate for deferred taxes in this 108 

proceeding. 109 

A. To adjust the Utilities’ method and results, Mr. Smith proposed a decrease in 2013 110 

deferred tax expense.  Mr. Smith first computed an estimated composite deferred tax rate 111 

based on the scheduled change in Illinois tax rates that will occur over time, and an 112 

estimate of when book to tax differences are expected to reverse.  For the estimate 113 

described in the proceeding sentence Mr. Smith used scheduling reflecting when the 114 

Company estimated 2011 and prior book to tax differences would reverse.  He then 115 

computed a federally effected tax rate differential based on the difference between the 116 

current Illinois tax rate and his estimated composite deferred tax rate.  Lastly, he applied 117 

that rate differential to an estimate for 2013 plant-related originating book to tax 118 

differences. 119 

Q. Is the adjustment and method of accounting proposed by Mr. Smith related to state 120 

income taxes appropriate? 121 

A. No, the adjustment and method of accounting proposed by Mr. Smith are not appropriate 122 

for the Utilities for a number of reasons.  In summary, those reasons are: 123 
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 Mr. Smith’s proposed method distorts cost of service, and does not balance and 124 
protect the interest of all stakeholders (current customers, future customers, and 125 
shareholders).  126 

 Mr. Smith’s proposed method that would flow through a deferred tax benefit is 127 
not consistent with ICC Orders with respect to accounting for deferred income 128 
taxes, and is not consistent with GAAP methods applicable to a regulated entity.  129 
Mr. Smith’s method and adjustment as applied in the instant case is a hybrid 130 
method that normalizes a prior excess and/or deficiency in deferred taxes, but 131 
flows through the current accrual of an estimated future excess or deficiency in 132 
deferred taxes.  133 

 Mr. Smith’s adjustment is not complete and therefore is not an accurate estimate 134 
in terms of the method of accounting he has proposed.  135 

Finally, if the CUB-City proposal is adopted, modification of the Utilities’ 136 

deferred tax accounting systems to compute and track deferred taxes over the service life 137 

of the asset applying Mr. Smith’s hybrid approach would likely be required. 138 

Q. Why does Mr. Smith’s proposed method and adjustment distort the cost of service 139 

of utility assets across its in-service life? 140 

A. As previously noted, Mr. Smith’s adjustment is based on originating plant related book / 141 

tax differences that the Utilities previously expected to arise in 2013. The tax positions 142 

driving the majority of these originating plant related book to tax differences are: tax 143 

repair deductions taken on capital expenditures that will be capitalized and depreciated 144 

and accelerated tax depreciation deductions over book depreciation deductions. The 145 

effect of Mr. Smith’s method and adjustment for a tax repair is that it lowers cost of 146 

service for an estimated future tax benefit in the initial year(s) an asset is in service, 147 

flowing through a benefit to tax expense that is uncertain and that will actually be 148 

realized in a future period.  For that asset individually, this benefit will not be repeated, 149 

and there is a resulting increase in the carrying cost of that asset in each subsequent year 150 

the asset is in service. 151 
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Q. Can you illustrate with an example your conclusion that the method and adjustment 152 

Mr. Smith proposes distorts the cost of service for utility asset across its service life? 153 

A. Yes.  NS-PGL Ex. 30.1 illustrates an example where during 2013, the Utilities make 154 

$100 million of capital additions that qualify as a tax repair and are currently deductible.  155 

Customers in 2013 would pay approximately $2.1 million less for the use of those assets, 156 

as compared to customers in 2014.  This is due to the flow-through of the state tax 157 

differential being a year 1 (2013) event only. Customers in 2014 and beyond will pay 158 

higher rates over the remaining life of the asset by virtue of the fact that  tax expense after 159 

2013 is higher than tax expense otherwise would be under ARAM.   In addition, while 160 

not modeled in my exhibit, customers in 2014 and beyond, will pay a higher carrying cost 161 

(higher return because of reduced deferred income tax balance) on the increase in rate 162 

base caused by paying out the flow-through tax expense to 2013 customers.  163 

Q. Does the Utilities’ method provide for the benefit of this rate differential in a 164 

manner that spreads that benefit out to customers over the assets entire service life? 165 

A. Yes, the Utilities’ method computes the same benefit of the rate differential as it is 166 

actually realized on a tax return and normalizes the tax benefit into rates over the assets 167 

in-service life using ARAM.  168 

Q. Why does Mr. Smith’s proposed method of accounting and adjustment not balance 169 

and protect the interest of all stakeholders? 170 

A. The distortion in cost of service across years that an asset is placed in service benefits 171 

current customers at the expense of future customers and/or shareholders. Current 172 

customers are receiving a benefit that is uncertain and subject to adjustment, leaving 173 
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future customers and shareholders to absorb the impact of any required future adjustment 174 

of the benefit up until the point the benefit is actually realized, which could be over 40 175 

years.  In addition, future customers are also providing for debt service and an equity 176 

return on rate base for the payout of tax benefit not yet realized or a tax benefit that may 177 

never be realized. 178 

Q. Can you give an example? 179 

A. Yes.  In 2011, bonus depreciation existed at an unprecedented one time level of 100%.  180 

Due to a “quirk” in the income tax law, while Illinois generally did not allow bonus 181 

depreciation, in 2011, 100% bonus depreciation was allowed.  In its last rate case, Docket 182 

Nos. 11-0280/0281 (cons.), the Utilities did not set rates based upon a 2011 test year; 183 

instead they chose a 2012 future test year.  Under Mr. Smith’s method, the tax benefit of 184 

bonus depreciation relative to the differential in rates deductions would have flowed 185 

through in 2011, and no ratepayer past, present or future would have enjoyed that benefit.  186 

Mr. Smith’s method would have created a windfall for the Utilities simply due to 187 

regulatory lag and timing.   188 

Q. Under the Utilities’ ARAM method, how is the benefit of 100% bonus depreciation 189 

for 2011 relative to the rate differential being reflected? 190 

A. By following the 83-0309 Order, the benefit is affecting cost of service over the life of 191 

the asset ensuring that ratepayers pay a normalized cost of the asset including tax effects, 192 

such as the benefit of bonus depreciation. 193 

Q. Please explain why the flow through amount is an estimate and subject to 194 

adjustment. 195 
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A. The underlying plant-related spend on which Mr. Smith computed his adjustment is an 196 

estimate, and the estimated spend is still being contested in the instant rate case.  The tax 197 

position that was the primary driver of Mr. Smith’s adjustment was a tax repair deduction 198 

on estimated 2013 capital expenditures; as stated elsewhere in my testimony this position 199 

and amount is highly uncertain.  The composite state deferred tax rate Mr. Smith used to 200 

compute his adjustment was based on scheduling of when book to tax differences would 201 

reverse for 2011 and prior additions, and not when the 2013 additions would be expected 202 

to reverse. 203 

Q. Why is Mr. Smith’s flow-through adjustment a tax benefit that may never be 204 

realized? 205 

A. The proposed flow-through tax benefit is attributable to the difference between the 206 

current tax rate and the future tax rate applicable to when the book to tax difference will 207 

reverse.  As I stated previously, the proposed flow through adjustment is based on other 208 

estimates that may not be realized.  It is therefore, dependent on future events occurring 209 

as estimated.  The most significant of these is the assumption that tax rates will actually 210 

be as current Illinois law has them.  If the current higher rates are extended, the benefit 211 

flowed through in 2013 will not exist.    212 

Q. Does the Utilities’ method of accounting balance and protect the interest of all 213 

stakeholders? 214 

A. Yes.  Under the Utilities’ method of accounting, the benefit or detriment of any rate 215 

differential is provided in rate base only to the extent it is actually realized, and then is 216 

normalized into rates as a component of cost of service over the reversal period of the 217 

underlying book to tax difference, which in the case of utility assets is the remaining 218 
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service life of the asset.  As such, the tax impact of any future adjustment of a tax 219 

estimate related to a temporary book to tax difference is minimized and normalized over 220 

the remaining life of the underlying asset or liability.  In doing this, ratepayers, current 221 

and future, all share in the burden of tax rate increases and all enjoy the benefit of tax rate 222 

decreases.  No class of customers is given a disproportionate benefit or detriment.  In 223 

addition, the Utilities’ method, which was approved in the 83-0309 Order, prevents the 224 

possibility of windfall benefits to either customers or shareholders as described above in 225 

the bonus depreciation example. 226 

Q. Please summarize the Federal Energy Regulatory Commission (“FERC”) and ICC 227 

Orders that the Utilities have relied on in adopting a method of accounting for 228 

income taxes that consistently applies the principles of full normalization and 229 

ARAM. 230 

A. Beginning with FERC Order 144 (issued May 6, 1981), the flow-through method of 231 

accounting for deferred income taxes as applied to ratemaking was rejected, in favor of 232 

the tax normalization method of accounting for deferred income taxes.  The FERC 233 

Uniform System of Accounts, which has been consistently used since at least the early 234 

1980’s, contains General Instruction 18 on comprehensive inter-period tax allocation.   235 

The Commission also adopted full normalization.  In their 1983 rate cases, the Utilities 236 

and the Commission addressed the conversion to full normalization.  The Orders in those 237 

rate cases deferred resolution of that issue to the resolution of Docket No. 83-0309.  In 238 

1985, the ICC issued the 83-0309 Order, adopting full normalization and ARAM as the 239 

accounting method of choice for Illinois ratemaking. 240 
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Q. In his testimony, Mr. Smith concludes that the 83-0309 Order only applies to Reagan 241 

era tax cuts.  Do you agree? 242 

A. No.  The 83-0309 Order does not indicate that it applies to Reagan era tax cuts or federal 243 

income taxes.  Nor did the Commonwealth Edison Company (“ComEd”) testimony that 244 

Mr. Smith cites.  In fact, while testifying that the 83-0309 Order does not apply, Mr. 245 

Smith quotes ComEd testimony that states the 83-0309 Order applies.  I note that the 246 

Utilities relied on the 83-0309 Order in their last rate cases and Staff and Intervenors did 247 

not object.   248 

Q. Do you have any further comment? 249 

A. Yes.  The following sections of the 83-0309 Order make it clear that normalization of 250 

deferred taxes using ARAM is the prescribed method of accounting that utilities should 251 

use and applied to changes in federal and Illinois corporate income tax rates: 252 

the record herein establishes that the utilization of the so-called weighted 253 
average method, requiring reversals or debits to the accumulated deferred 254 
tax reserve account by applying a weighted average historical tax rate to 255 
the excess of book depreciation for a given asset, appears most appropriate 256 
for ratemaking purposes for Illinois utilities which utilize deferred tax 257 
accounting in that (a) it is consistent with generally accepted accounting 258 
principles and APB 11, (b) it is consistent with the Commission's Uniform 259 
System of Accounts, (c) it appears nonviolative of the IRS's prescription 260 
of normalization for utility ratemaking purposes, and (d) it is fair and 261 
equitable to both utility ratepayers and [*30]  stockholders, and such 262 
uniform treatment for ratemaking purposes of such deferred tax accounts 263 
for Illinois utilities which utilize deferred tax accounting should be 264 
adopted in each utility's next rate filing, unless sooner prescribed by the 265 
Commission; provided, however, that such treatment should be 266 
presumptive only and can be rebutted for good cause shown;  267 

IT IS THEREFORE ORDERED by the Illinois Commerce Commission 268 
that Illinois utilities subject to the Commission's jurisdiction over rates 269 
which utilize deferred tax accounting shall for ratemaking purposes 270 
account for reversals resulting from changes in federal and Illinois 271 
corporate income tax rates for income taxes deferred in prior years at the 272 
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weighted average rates at which such deferred income taxes were 273 
originally recorded.  274 

Q. Is Mr. Smith’s proposal a direct violation of the Federal income tax normalization 275 

rules? 276 

A. No.  Mr. Smith’s proposal is not a violation of the Federal income tax normalization 277 

rules; however, that does not mean it is not flow through nor does it mean that it is proper 278 

given prior ICC guidance.  As mentioned above, Illinois is a full normalization state, the 279 

ICC has instructed regulated utilities to normalize deferred taxes into rates applying 280 

ARAM, and the Utilities have applied the normalization method to all federal and state 281 

items and not just those covered by the Federal income tax normalization rules. 282 

Q. Are you aware if any law changes that occurred subsequent to the issuance of the 283 

83-0309 Order where Peoples Gas or North Shore has applied ARAM? 284 

A. Yes.  The ARAM methodology was used to incorporate the changes resulting from the 285 

following law changes: 286 

 Tax Reform Act of 1986 (Corporate Rate dropped from 46% to 35%)  287 

 Omnibus Budget Reconciliation Act of 1993 (Corporate Tax rate increased from 288 
34% to 35%) 289 

 Illinois – 1989 - (Corporate combined rate from 6.4% to 7.18%) 290 

 Illinois – 2003 – (Corporate combined rate from 7.18% to 7.3%) 291 

 Patient Protection and Affordability Act of 2010 (changed the effective rate of 292 
deferred income taxes on post retirement temporary difference)  293 

Q. Should the 83-0309 Order and the prescribed method of normalization apply only to 294 

excess and deficient deferred taxes for scheduled rate changes computed as of the 295 

date of enactment of the Illinois law? 296 
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A. No.  The 83-0309 Order does not draw such a distinction and addresses rates changes in 297 

a more generic fashion not specific to those resulting from a change in tax law.  ARAM 298 

as a method of computing deferred taxes computes the deferred tax on build-up of 299 

originating book to tax differences based on the current tax rate in effect, and computes 300 

the deferred taxes for the reversal of that book to tax difference based on the weighted 301 

average rate. 302 

Q. Should Mr. Smith’s analysis and summary of the record in the ComEd and Ameren 303 

formula rate proceedings be determinative in addressing how deferred taxes are 304 

computed by the Utilities in the instant case? 305 

A. No, my understanding is that those proceedings reconcile an actual test year and 306 

transition those utilities to formula rates.  The instant rate case addresses a request for 307 

traditional base rates estimated based on a forecasted test year, with no mechanism for a 308 

reconciliation.  Therefore, it is difficult to compare the appropriateness of methods given 309 

those distinctions, between rate cases and utilities.  The record in those cases has a 310 

absence of substantive debate on the merits of flow through of deferred tax resulting from 311 

a rate change, versus what the Utilities propose in the instant rate case which is tax 312 

normalization using the ARAM method. 313 

Q. In any prior cases where the Utilities were requesting tariff base rates, did the ICC 314 

rule that normalization using ARAM was the appropriate method in the context of 315 

the 2011 change in Illinois tax law? 316 

A. Yes, the Utilities’ last rate cases, Docket Nos. 11-0280/0281 (cons.). (“2011 Order”) 317 
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Q. Why would the Utilities’ existing deferred tax accounting systems need to be 318 

modified to be able to apply the method proposed by Mr. Smith? 319 

A. Like most utilities, Peoples Gas and North Shore use PowerPlan Consultants PowerTax 320 

software to compute deferred taxes both for plant and non-plant related deferred taxes.  321 

The issue that I see is that for any cumulative book to tax difference tracked in the 322 

system, normalization is turned on or off selecting a normalization method as applicable 323 

to the regulatory jurisdiction.  For the same item, normalization cannot be turned on, 324 

normalizing some activity, but flowing through other activity for the same item. 325 

Q. Could the Utilities’ existing deferred tax accounting systems be modified to be able 326 

to apply the method proposed by Mr. Smith? 327 

A. I have not discussed this potential with applicable IT professionals or PowerPlan 328 

consultants.  It would take time and cause the Utilities to incur costs not anticipated in 329 

this proceeding to complete any required upgrades or modifications to the system as well 330 

as any data structuring. 331 

Q. Please summarize the Utilities’ position. 332 

A. The Utilities should be allowed to continue their long-standing application of methods of 333 

accounting for deferred taxes as supported by prior ICC rulings.  The merits and premise 334 

of this position are best summarized by the following language from the 83-0309 Order 335 

and FERC Order 144.  The 83-0309 Order states in part: 336 

the record herein establishes that the utilization of the so-called weighted 337 
average method, requiring reversals or debits to the accumulated deferred 338 
tax reserve account by applying a weighted average historical tax rate to 339 
the excess of book depreciation for a given asset, appears most appropriate 340 
for ratemaking purposes for Illinois utilities which utilize deferred tax 341 
accounting in that (a) it is consistent with generally accepted accounting 342 
principles and APB 11, (b) it is consistent with the Commission's Uniform 343 
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System of Accounts, (c) it appears nonviolative of the IRS's prescription 344 
of normalization for utility ratemaking purposes, and (d) it is fair and 345 
equitable to both utility ratepayers and [*30]  stockholders, and such 346 
uniform treatment for ratemaking purposes of such deferred tax accounts 347 
for Illinois utilities which utilize deferred tax accounting should be 348 
adopted in each utility's next rate filing, unless sooner prescribed by the 349 
Commission; provided, however, that such treatment should be 350 
presumptive only and can be rebutted for good cause shown; 351 

Docket No. 83-0309, Final Order dated 9/18/85, 1985 Ill. PUC Lexis 5*29-30 (emphasis 352 

added).  FERC Order 144 states in part: 353 

We find that tax normalization more appropriately comports with sound 354 
regulatory principles and with the public interest than flow-through.   355 

As reiterated throughout this rule, tax normalization better achieves the 356 
goals of equity and fairness in rates than does flow through.  The primary 357 
rationale for tax normalization is matching: the recognition in rates of the 358 
tax effects of expenses and revenues with the expenses and revenues 359 
themselves. In terms of expenses only, this means that tax normalization 360 
matches tax benefits with cost responsibility. Tax normalization allocates 361 
the tax benefits of an expense to the same time periods that the expense 362 
itself is allocated. The Commission finds (in Section II-B) that this 363 
matching results in a more equitable interperiod allocation of tax costs to 364 
customers than does flow-through. Flow-through, through its inequitable 365 
allocation of tax costs over time, is found to distort the Commission's 366 
pricing policies. 367 

FERC Order 144 dated May 6, 1981 at 11. 368 

Mr. Smith’s method is partial flow through, and it essentially revisits settled 369 

debates on the merits of normalization versus flow-through.  Mr. Smith’s method is 370 

contrary to the FERC Order 144.  Instead of “matching … the expenses and revenues 371 

themselves,” his method distorts tax rate differentials and mismatches the timing 372 

significantly.  Instead of “allocates the tax benefit of the expense to … the expense 373 

itself,” Mr. Smith’s method flows benefits up front and not over the life of the related 374 

asset.  Mr. Smith’s method is a dangerous policy issue leading to the piece by piece 375 
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elimination of normalization.  Finally, Mr. Smith’s method is inconsistent with the 83-376 

0309 Order that is on point and applicable.    377 

Q. If the Commission approved his methodology, why is Mr. Smith’s proposed 378 

adjustment incomplete in terms of the method of accounting he has proposed? 379 

A. First, Mr. Smith’s proposal has decreased deferred income taxes on the income statement, 380 

which serves to reduce cost of service and revenue requirement, but his entry is one 381 

sided.  He fails to record the same decrease in accumulated deferred income taxes on the 382 

balance sheet.  Recording the balances sheet effects would decrease deferred tax balances 383 

which in turn would increase rate base and increase revenue requirement.  Second, Mr. 384 

Smith’s adjustment is based solely on plant related book to tax differences, and does not 385 

reflect non-plant book to tax differences.  Third, Mr. Smith’s adjustment does not provide 386 

for a reversal of rate effects that would have taken place in 2013, assuming the Utilities 387 

would have followed Mr. Smith’s proposed method of accounting for plant related 388 

activity in 2011-2012.  In addition, Mr. Smith’s adjustment does not provide a clear 389 

means or the adjustment to transition from the method of accounting used by the Utilities 390 

for 2011-2012 pursuant to the 83-0309 Order and reaffirmed in the 2011 Order. 391 

III. TAX ACCOUNTING METHOD CHANGES 392 

A. Updates to Tax Accounting Change Methods 393 

Q. Please provide an update with respect to the tax accounting method change related 394 

to the capitalization of certain types of indirect and overhead charges (“Overhead 395 

Change”). 396 

A. Due to recent audit activity surrounding the Overhead Change and the subsequent 397 

deductions that new method created in 2009 and 2010, the Utilities no longer believe that 398 
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the risks associated with the tax accounting change warrant the need for a sharing 399 

mechanism.  Thus, the Utilities are withdrawing their proposal to share the benefits with 400 

customers.  A significant portion of cash flow benefit of having claimed this uncertain tax 401 

position has not yet been received by the Utilities, as the payment of the resulting federal 402 

refund claim is not expected to occur until the federal audit is completed in 2013, and the 403 

Joint Committee on Taxation will complete their review of those results in 2014.  Thus, 404 

in withdrawing their proposal to share the benefits with customers, there will be a cost to 405 

shareholders for the differential between the federal interest rate paid on the refund, and 406 

the benefit given to customers for the rate base reduction in this case. 407 

Q. Can you provide an update with respect to the tax accounting change related to the 408 

determination of whether an expenditure is a capital asset or repairs and 409 

maintenance expense for tax purposes (“Repairs Change”)? 410 

A. Yes.  In its direct filing, the Utilities’ original estimation of the Repairs Change assumed 411 

that the AMRP costs that Peoples Gas incurs were no different than the amounts for other 412 

distribution facility projects.  This position was based on the assumption that the yet to be 413 

issued safe harbor related to gas distribution property would contain simple bright-line 414 

tests.  As described further below, this was not the case in the Electric transmission and 415 

distribution (“T&D”) safe harbor issued as part of Revenue Ruling 2011-43 (dated 9-12-416 

2011).  As a result, the Utilities must address this Revenue Ruling and the effects on 417 

AMRP costs. 418 

Q. How does the Revenue Ruling affect the level of tax deductions for the Repairs 419 

Change? 420 
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A. With respect to the Repairs Change, the Utilities no longer believe that it is reasonable to 421 

expect the Internal Revenue Service (“IRS”) to allow repair deductions to be taken on 422 

AMRP projects.  Without a reasonable expectation that the IRS will allow these 423 

deductions or the ability to seek competent authority before IRS guidance is issued, the 424 

Utilities will not be able claim these benefits on an originally filed or amended tax return.  425 

In addition, irrespective of FASB1 Interpretation No. (“FIN”) 48, because the Utilities do 426 

not currently intend to take the position on an originally filed tax return or amended 427 

claim, GAAP would not allow recognition of the tax benefits and resulting deferred 428 

taxes.  Therefore, deferred tax liabilities should be decreased by $47.2 million as of 429 

December 31, 2013 reflecting AMRP costs being capitalized instead of expensed. 430 

Q. Why do the Utilities now believe that they would not be able to support a filing 431 

position that a substantial portion of AMRP projects should be deductible as a tax 432 

repair? 433 

A. In 2011, the IRS issued Revenue Ruling 2011-43.  Revenue Ruling 2011-43 was intended 434 

to provide a safe harbor method that an electric T&D company could use in determining 435 

if an expenditure related to its T&D property constituted a repair for tax purposes.  436 

However, during 2012, as electric T&D companies attempted to apply the safe harbor 437 

method, issues arose leaving a great deal of uncertainty as to whether the safe harbor 438 

guidance should be applied to certain projects allowing for a repair deduction.  AMRP 439 

projects would be potentially exposed to two exceptions under Revenue Ruling 2011-43.  440 

The Utilities currently believe those exceptions would also apply to a safe harbor released 441 

for gas distribution property.  Until the application of those exceptions are clarified or 442 

                                                 
1 Financial Accounting Standards Board or “FASB” 
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eliminated for gas distribution property, the Utilities have no reasonable basis on which 443 

to estimate a repair deduction for the AMRP project.  The exceptions from Revenue 444 

Ruling 2011-43 are: 445 

 Per se capital expenditures. The following expenditures must be 446 
capitalized, notwithstanding any other provision of this revenue 447 
procedure: (1) The costs of replacing overhead conductor with 448 
underground conductor within a circuit, regardless of the percentage of 449 
conductor in the circuit that is replaced; (2) The costs of property 450 
necessary to add one or more new customers; (3) The costs of property 451 
that materially increases rated capacity (i) in a unit of property or (ii) 452 
to one or more customers.; (4) The costs of property that extends an 453 
existing circuit.  454 

 Aggregation rule. For purposes of determining whether more than 10 455 
percent of the unit of linear property is replaced, a taxpayer must 456 
aggregate multiple replacements within a circuit if (a) the 457 
replacements are initiated at the same time; (b) the replacements are 458 
required by the occurrence of a single event; or (c) a regulatory 459 
commission decision authorizes the replacements as part of an 460 
identified program aimed at a specific purpose.  461 

Q. How would the Per Se rule be applied to gas distribution property and Peoples Gas’ 462 

AMRP program? 463 

A. The Per Se rule basically states that even if all aspects of the safe harbor were otherwise 464 

met, a per se capital expenditure is still a capital expenditure and cannot be considered a 465 

repair.  Specifically, the Revenue Ruling states, “[t]he costs of property that materially 466 

increases rated capacity.”  In the context of gas distribution, the interpretation absent 467 

specific guidance to the contrary, is that replacements of cast iron with other materials or 468 

replacements that involve pressure changes from low to medium would be an increase to 469 

capacity as that term is intended in the context of electric T&D safe harbor. 470 

Q. How would the Aggregation rule be interpreted relative to Peoples Gas’ AMRP? 471 
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A. While, at this time, we do not know what measure would be used for a unit of property or 472 

what the percentage of replacement of that unit of property is, whatever those factors 473 

ultimately are, the Utilities have to assume there will be an Aggregation rule.  Barring 474 

guidance to the contrary, the AMRP clearly is “replacements as part of an identified 475 

program aimed at a specific purpose.” 476 

Q. Is the change you are making due to an uncertain tax position? 477 

A. No.  Given the above guidance and our understanding of what it meant in the context of 478 

electric T&D, there is no uncertainty.  The tax deductions in the Utilities’ direct filing are 479 

not supportable given the guidance issued for electric T&D companies. 480 

B. Response to Staff and Intervenor Testimony Regarding the Sharing 481 
Mechanism 482 

Q. Staff witness Ms. Pearce, CUB-City witness Mr. Smith, and AG witness Mr. Effron 483 

all recommended that the Utilities’ proposal related to risk sharing be rejected.  484 

Even though the Utilities are no longer proposing a sharing mechanism for the 485 

Overhead Change, do you agree with their arguments? 486 

A. No. 487 

Q. Please describe the arguments made by Ms. Pearce and Messrs. Smith and Effron. 488 

A. Ms. Pearce and Mr. Smith provide a discussion related to FIN 48 in developing their 489 

conclusion that the Utilities’ proposed sharing mechanism should be disallowed.  Neither 490 

Ms. Pearce nor Mr. Smith provide an alternative risk sharing mechanism.  In fact, they 491 

each discount the need for one on the basis that the Utilities are holding cash on an 492 

interest free basis in that they are able to invest that cash with the return on those 493 

investments protecting the Utilities and their shareholders from any downside risk of an 494 
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adverse IRS assessment.  Mr. Effron does not discuss FIN 48 as the reason for his 495 

disallowance, but like Ms. Pearce and Mr. Smith, he concludes that the Utilities’ 496 

proposed sharing mechanism should be disallowed.  However, unlike the others, Mr. 497 

Effron indicates the Utilities should be allowed to recover any interest imposed by the 498 

IRS as a result of an adverse assessment.  In particular, he states: 499 

If there is any disallowance of deductions related to the indirect and overhead 500 
charges, then the Companies should be able to recover from customers any 501 
interest imposed by IRS that apply to the time when the rates being charged 502 
by the Companies reflected the ADIT on the disallowed deductions as 503 
reductions to the Companies’ rate bases. 504 

AG Ex. 2.0, 17:368-374  505 

Q. Why do Ms. Pierce and Mr. Smith not provide a risk sharing mechanism related to 506 

uncertain tax positions under any circumstance? 507 

A. Mr. Smith testifies that, “If the uncertain tax positions were resolved by the tax authority 508 

fully disallowing the uncertain amounts, North Shore and Peoples would have to pay the 509 

taxes with interest.  However, that interest would be tax-deductible, and the Companies 510 

would have had the use of the money (similar to a government loan) during the period before 511 

payback for only the cost of the interest.”  CUB-City Ex. 1.0, 28:668-672, see also Staff Ex. 512 

4.0, 18:409-419. 513 

Q. How do you respond to Ms. Pearce’s and Mr. Smith’s argument with respect to the 514 

need for a sharing mechanism? 515 

A. Ms. Pearce and Mr. Smith do not address that once the tax benefits of uncertain tax position 516 

are reflected in rate base, rates are reduced.  Further, unlike Mr. Effron who appears to 517 

acknowledge this point, it is the customers that benefit from the Utilities having use of the 518 

cash flow, and not the Utilities’ shareholders. 519 
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Q. Mr. Smith notes that a tax interest assessment would be tax deductible.  How do you 520 

respond? 521 

A. It is true that tax interest assessments are generally deductible in computing state and 522 

federal taxable income.  However, it is equally true that any O & M cost the utilities incur 523 

that is recovered in rates is tax deductible.  In all of my years of experience, I am not 524 

aware of any cost being disallowed from recovery on the basis that it is tax deductible.  525 

Therefore, I am not sure of the relevance of his point on the risk assessment. 526 

Q. Are there other risks that the Utilities’ proposed mechanism accounts for other than the 527 

risks of interest being assessed? 528 

A. Yes.  Given a future test period and the material tax benefits involved, protection from an 529 

interest assessment is a simplistic view of the risks associated with taking an uncertain tax 530 

position.  At a given point in 2012, the Utilities are providing estimates of significant tax 531 

benefits with only minimal guidance and experience.  The Utilities’ sharing mechanism not 532 

only protected them from unrecovered interest costs, but it also protected the Utilities from 533 

risks that the benefit provided (and reflected in rates) may be eliminated as a result of 534 

guidance issued or other new information between the point of time the estimates are 535 

prepared and the time the amounts are reflected on a tax return.  While guidance has been 536 

issued for electric T&D companies, no such guidance has been issued related to gas 537 

distribution property.  In addition, because the Utilities do not even know what the guidance 538 

ultimately will provide, the costs of implementing the gas distribution property safe harbor 539 

when issued, and the costs of ultimately defending the final product at the audit level, appeal 540 

level, or in litigation are also not able to be forecasted.   541 
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Q. The Utilities have estimation risks on every item in a forecasted test period.  Why is this 542 

different? 543 

A. With respect to uncertain tax positions, the risks are different.  The Utilities are taking on this 544 

risk in an attempt to provide customers with the correct tax position and greatest tax benefits 545 

possible.  The tax issues on which the Utilities proposed sharing were not normal issues or 546 

simply any issue that they could have created a FIN 48 reserve.  The tax positions the 547 

Utilities proposed sharing on in this case and in the previous rate case were issues where 548 

guidance is not complete and available.  The Utilities cannot be expected to take an action 549 

that is undeveloped, risky and that solely benefits customers and the Utilities bear the risk 550 

alone.  For example, if the Utilities choose not to take an action, the Utilities are only 551 

subjected to an analysis of prudence with respect to not taking the action.  If on the other 552 

hand, the Utilities take a material uncertain tax position and between the time the position is 553 

estimated and incorporated in a rate case, and the time the position is actually taken on the 554 

tax return, an event occurs that substantially reduces the benefit, the Utilities have no way to 555 

recover the benefit embedded in rates.   556 

Q. Staff witness Ms. Pearce and CUB-City witness Mr. Smith cite recent Commission 557 

Orders regarding uncertain tax positions.  How do you respond? 558 

A. In the last year, there has been a number of ICC Orders addressing uncertain tax 559 

positions.  In ComEd’s last traditional rate case, Docket No. 10-0467, the ICC ruled that 560 

a regulated utility should not be required to take an uncertain tax position until it had 561 

sufficient guidance from the relevant taxing jurisdiction to rely on, and no tax benefit 562 

should be imputed.  The ICC stated in part: 563 

The Commission cannot conclude that ComEd’s cautious behavior with 564 
the IRS, without more, is an act of imprudence. The Commission also 565 
cannot conclude that only ComEd’s shareholder will benefit when and if 566 
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ComEd elects to use this new tax procedure. As Staff points out, when the 567 
IRS issues guidelines on this new procedure, and when ComEd avails 568 
itself of this procedure, (providing it proves to be beneficial) ratepayers 569 
will benefit in the future. Additionally, ComEd used a historic test year. 570 
As Staff points out, any change regarding the IRS will not occur during 571 
the test year. The Commission therefore declines to adjust ComEd’s rate 572 
base in the manner that Mr. Effron recommends.  573 

Docket No. 10-0467, Final Order dated 5/24/11 at 113.  In the 2011 Order, the ICC ruled 574 

that the sharing mechanism was and acceptable means of sharing risks for an uncertain 575 

tax position and stated: 576 

The Commission agrees with Staff and the Utilities and finds the 577 
Companies’ proposed 50/50 risk sharing for ADIT reasonable. As Staff 578 
notes, the Utilities may benefit from ratepayer-provided free or low-cost 579 
capital in the short term, but if they prevail, ratepayers will receive 100% 580 
of the benefit of reduced rate base in subsequent rate cases. We agree that 581 
having the Utilities assume all of the risk of uncertain tax positions would 582 
discourage them from taking tax positions that have some risk associated 583 
with them when such positions are appropriate and could benefit 584 
ratepayers 585 

Docket Nos. 11-0280/0281 (cons.), Final Order dated 1/10/12 at 40 586 

CUB witness Mr. Smith cites extensively from the Proposed Order in Ameren 587 

Illinois’ (“Ameren”) last traditional rate case, Docket No. 11-0279.  My understanding is 588 

that a Proposed Order does not reflect Commission actions only the Administrative Law 589 

Judges’ (“ALJs”) findings.  In this Proposed Order, the ALJs’ proposed ruling was that 590 

the FIN 48 recognition method of sharing risk was not an acceptable method of sharing 591 

risks.  However, the ALJs further stated that as an alternative, Ameren was authorized to 592 

recover from ratepayers any interest accrued on FIN 48 funds in its cost of service: 593 

In light of GCI's arguments, the Commission can see no clear reason why 594 
FIN 48 funds that have not been repaid to the taxing authorities should not 595 
be deducted from rate base. The primary argument against GCI's proposal 596 
is that it would discourage utilities from taking aggressive tax positions. 597 
But by allowing AIC to recover from ratepayers any interest accrued on 598 
FIN 48 funds in its cost of service, AIC should still have an incentive to 599 
make such tax arguments. 600 
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Docket No. 11-0279, Proposed Order dated November 15, 2011 at 18.  Further, in the 601 

Ameren formula rate proceeding, the Commission states that Ameren’s rate base will be 602 

trued up to actual during reconciliation portion of the formula rate process.  In particular, 603 

the Order states: 604 

As AG/AARP point out, the rate base deduction for the FIN 48 liability 605 
poses no risk to AIC as long as the rate base originally used to establish 606 
rates in a given filing is ultimately trued-up to the actual rate base. That is, 607 

if some portion of the FIN 48 liability is ultimately paid back to the 608 
government, AIC will be made whole when the rate base is reconciled. 609 
But as long as the FIN 48 liability is outstanding, it represents a source of 610 
non-investor supplied funds to AIC and should be included in the ADIT 611 
deducted from AIC's rate base.  612 

Docket No. 12-0293, Final Order, dated 12/5/12, at 21   613 

Q. What conclusions do you draw from the ICC Order and ALJs’ Proposed Order and 614 

the facts in this proceeding? 615 

A. I draw two conclusions.  First, comparisons to a formula rate proceeding may not be an 616 

apples to apples comparison.  My understanding of a formula rate proceeding is that there 617 

are annual reconciliations that function as a true-up, which differs from a traditional rate 618 

case.  If we forecast a level of tax deferred taxes, set rates based upon that assumption, 619 

and then have guidance issued that results in a lower benefit, the Utilities will not have 620 

any means of reconciling our rates.  Second, the Utilities’ proposed sharing mechanism in 621 

this proceeding was an adjustment to rate base to address the risk of a tax, interest 622 

assessments and other estimation risks on a highly uncertain tax position.  It also 623 

reflected the fact that most of the federal and state tax cash-flow benefit from claiming 624 

this position would not likely be received until after the IRS completed its examination of 625 

2009-2010 filings in 2013.  With the Joint Committee review of the refund claim likely 626 



 

Docket Nos. 12-0511, 12-0512 Page 26 of 36 NS-PGL Ex. 30.0 

being necessary, the full tax cash flow benefit of claiming this uncertain tax position 627 

might not be received until 2014.  Therefore, the Utilities likely have different facts with 628 

respect to its uncertain tax positions than the ICC was presented with in other rate cases. 629 

Q. Do you have any comments with respect to the FIN 48 recognition method 630 

addressed in detail by Mr. Smith?   631 

A. The Utilities believe FERC accounting guidance on FIN 48 should be followed, and have 632 

reported all their current tax and deferred tax activity to the ICC in accordance to this 633 

FERC guidance.  Further, FIN 48 is limited in the context of a forecast.  This is because 634 

the extreme lag associated with a forecast of an amount to be included on a tax return for 635 

a 2013 test year that will be filed in 2014 is nearly two years.  Even in the short period of 636 

time between the Utilities’ estimates of taxes that were prepared in March for the direct 637 

filing and the rebuttal testimony, the Utilities have gathered extremely valuable 638 

information which is allowing them to appropriately modify their forecasted deductions.   639 

Q. As a general policy matter should the Commission continue allowing the use of a 640 

sharing mechanism? 641 

A. Absolutely.  Without a sharing mechanism or at least adopting a mechanism allowing 642 

recovery of deferred interest and other costs as alluded to by Mr. Effron, I would no 643 

longer be able to recommend that certain tax positions be taken until the Utilities are 644 

comfortable that all appropriate guidance is issued.  Customers will have to wait to enjoy 645 

benefits that the Utilities are currently providing to them. 646 

IV. UTILITIES’ NET OPERATING LOSS AND NORMALIZATION RULES 647 

Q. What is the status of a NOL in the Utilities’ rebuttal filing? 648 
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A. Inclusive of adjustments proposed in my rebuttal testimony and based on the Utilities’ 649 

revised revenue requirement request, is the Utilities are not in an NOL  position at any 650 

point during 2013, and no deferred tax asset exists as of the end of 2012 due to the 651 

consolidated groups income.      652 

Q. If adjustments are made in this case to the Utilities’ revised request, and those 653 

adjustments create an NOL carryforward balance, would the Utilities’ rates need to 654 

be set to include a deferred tax asset for a NOL in rate base? 655 

A. Yes.  The NOL deferred tax asset is necessary in that, like any deferred tax asset, it 656 

represents future benefit yet to be received as opposed to a current benefit.  In addition, 657 

because the NOL is driven by increased accelerated depreciation driven mostly by bonus 658 

depreciation, the NOL must be included in rate base to offset the deferred tax liabilities 659 

arising from accelerated depreciation in order to avoid a normalization violation.  In order 660 

to explain the need for the deferred asset, I will discuss accelerated depreciation, bonus 661 

depreciation and normalization requirements, including the need to include the deferred 662 

tax asset for the NOL in rate base. 663 

Q. What is accelerated depreciation and what is its purpose? 664 

A. Accelerated depreciation refers to the depreciation method used for income tax purposes 665 

that reflects more depreciation in the early years of an asset’s useful life than straight line 666 

method of depreciation of that asset.  Using accelerated depreciation defers income taxes 667 

in the early years of an asset’s life by reducing taxable income in those early years in 668 

exchange for increased taxable income in future years.  This deferral is a significant tax 669 

incentive that was enacted with the specific intent of encouraging business to make 670 

capital investments.  Because the related accumulated deferred income tax liabilities are 671 
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generally credited to rate base for ratemaking purposes, accelerated depreciation also 672 

benefits customers by reducing the rate base upon which the Utilities earn their returns. 673 

Q. How does straight line method of depreciation compare to accelerated method of 674 

depreciation? 675 

A. In contrast to accelerated depreciation, straight line depreciation recovers the cost of an 676 

asset in equal amounts each year over the asset’s expected useful life.  The straight line 677 

method of depreciation is used for financial accounting and regulatory purposes. 678 

Q. What is bonus depreciation and what is its purpose? 679 

A. Bonus depreciation is an additional investment incentive that increases the amount of first 680 

year federal tax depreciation beyond the amount allowed for using the accelerated 681 

method of depreciation.  Bonus depreciation is calculated as a percentage of the cost of 682 

the depreciable asset and is subtracted before the regular depreciation rules are applied to 683 

the remaining cost.  For example, if bonus depreciation is 50% and an asset with a cost of 684 

$1,000 is placed into service, the total depreciation deduction in the first year would be: 685 

the bonus deprecation of $500 (50% x $1,000) plus the normal accelerated depreciation 686 

based on the remaining $500 asset cost basis ($1,000 cost of asset minus $500 of bonus 687 

depreciation).  The bonus depreciation provisions were enacted in an effort to stimulate 688 

investment and create jobs at various times and at various levels over the past decade.  689 

Most recently, bonus depreciation was extended through 2012.  This has allowed the 690 

Utilities to offset rate base and keep rates lower than they otherwise would have been.  691 

However, the depreciation deductions have now caused Peoples Gas to be in a tax loss 692 

position for 2011 and 2012. 693 
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Q. For tax purposes, what happens when a utility has more deductions, including 694 

accelerated and bonus depreciation, than it has income? 695 

A. If a utility has more tax deductions than taxable income in a given tax year, it has a tax 696 

NOL. 697 

Q. Please briefly explain how NOLs are determined for the Utilities. 698 

A. Even though they are part of a consolidated filing, under applicable federal income tax 699 

law, the Utilities’ taxable income or loss is the result of a federal income tax 700 

determination made on a separate company basis. 701 

Q. Have the Utilities recently had NOLs? 702 

A. Yes.  The Utilities have had NOLs  in the past, however, the Utilities have either been 703 

able to carry back their NOL, or have been compensated  by other members of the 704 

consolidated group.     705 

Q. What caused the Utilities’ NOLs? 706 

A. The Utilities’ NOLs are the result of the unanticipated levels of bonus depreciation.  A 707 

50% bonus depreciation was enacted for the years 2008 and 2009, and then in September 708 

2010, it was extended through the end of 2010.  Then, in December 2010, the Tax Relief 709 

Act of 2010 extended bonus depreciation through 2012 and expanded the bonus to 100% 710 

for qualifying assets acquired and placed in service from September 9, 2010 through 711 

December 31, 2011.  In addition, the Utilities have elected the previously described tax 712 

accounting method changes, which have created deductions as well.   713 

Q. How can NOLs be used? 714 
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A. For tax purposes, NOLs can be carried back and applied against taxable income (if any) 715 

in the two prior years.  Then any remaining unused NOL is carried forward until utilized 716 

up to 20 years. 717 

Q. If consolidated NOLs arise in 2012 or 2013, will the consolidated group be able to 718 

carry those losses back to 2011 ? 719 

A. There is a limited amount of taxable income that can absorb a loss, but after that the 720 

losses would have to be carried forward. 721 

Q. How do the Utilities account for these NOL carry forwards? 722 

A. Under accounting rules, the Utilities will establish deferred tax assets for their NOLs.  If 723 

an NOL arises, the Utilities request that the deferred tax asset estimated to be established 724 

during 2012 and 2013 for the federal and state tax effect of the Utilities’ 2012 and 2013 725 

NOLs be included in rate base for the purpose of computing the Utilities’ 2013 revenue 726 

requirement.   727 

Q. If a deferred asset is determined to be necessary and not included, what is the 728 

result? 729 

A. The Utilities would be in violation of the normalization rules.  730 

Q. What are the normalization rules? 731 

A. When accelerated depreciation came into effect in 1954, the handling of the tax benefit of 732 

the accelerated depreciation became a hot topic in the world of utility regulation.  In 733 

general, for rate making purposes, the benefit could, in those days be either “flowed 734 

through” to customers currently or “normalized.”  735 
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Q. Please explain what you mean by “flowed through.”  736 

A. Under flow through, the actual tax expense as reduced by accelerated depreciation is 737 

included in cost of service.  As a result, no deferred taxes exist as customers received the 738 

benefit immediately.  In the future, when the regulatory depreciation becomes greater 739 

than the tax depreciation, the tax expense is higher.  At that time, utility customers bear 740 

the cost of the increased tax expense.  Critics of flow-through concept say customers in 741 

the early life of the asset pay lower rates and burden future generations with the higher 742 

cost.   743 

Q. Please explain what you mean by “normalized.” 744 

A. Normalization generally means the tax expense that is recovered from customers is that 745 

tax expense that would be computed if the company was to deduct the depreciation 746 

computed for regulatory purposes in tax computation.  Under normalization, the 747 

difference between the tax expense computed and the tax expense in the return is credited 748 

to a deferred income tax liability.  Normalization, unlike flow through, results in the cost 749 

of the asset, net of its tax benefit, being recovered generally evenly over the life of the 750 

asset.  Customers are compensated for paying the utility more tax expense than the utility 751 

pays via a reduction to rate base for the deferred tax liability.  Customers are being 752 

compensated for the time value of money.   753 

Q. Are the two different accounting methods elective for Utilities?   754 

A. The Tax Reform Act of 1969 mandated the normalization requirements for the effects of 755 

accelerated depreciation.  Subsequent legislative and regulatory developments have 756 

confirmed the commitment to normalization of accelerated depreciation.   757 
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Q. Please explain the specific normalization rule that relates to an NOL. 758 

A. The normalization rules require certain limitations on the amount of the deferred income 759 

tax liability that can be included in rate base.  One such rule is that where taxes computed 760 

with accelerated depreciation produce a NOL carryover, the amount and time of the 761 

deferral is left to the IRS’ discretion.   762 

An example of this can be found in Private Letter Ruling (“PLR”) 8818040.  In 763 

that ruling, the taxpayer did not realize the entire tax benefit from the ACRS [Accelerated 764 

Cost Recovery System] depreciation claimed in 1985 and 1986 because the depreciation 765 

resulted in a NOL carryover to 1987.  Therefore, in order to reflect the tax benefit of the 766 

NOL carryover to 1987, the taxpayer reduced its deferred Federal income tax expense 767 

and liability for 1985 and 1986 for financial reporting purposes.  The net effect of this 768 

accounting in 1985 and 1986 was to record no deferred taxes applicable to the amount of 769 

ACRS depreciation that produced no current tax savings but rather caused or increased 770 

taxpayer's NOL carryover to 1987.  The taxpayer only recorded deferred taxes applicable 771 

to ACRS when and to the extent that the use of ACRS produced an actual tax deferral. 772 

The IRS approved the taxpayers’ tax treatment.  Specifically the PLR states: 773 

The taxpayer maintains that where the computation utilizing ACRS results 774 
in a NOL, the deferral is appropriately made at the time the taxpayer 775 
realizes an actual tax benefit from the use of ACRS.  The taxpayer will 776 
realize the benefit of the NOL attributable to the accelerated depreciation 777 
in 1987.  Therefore, the taxpayer should record the deferred taxes in 1987.  778 
We conclude that this approach is consistent with the normalization 779 
requirements under sections 167 and 168 of the Code. 780 

Q. If necessary, will including the deferred tax asset in rate base in this proceeding be 781 

akin to what occurred in this circumstance as described in the PLR? 782 
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A. Yes.  Recording the effects of an NOL as a deferred tax asset, is the modern day 783 

equivalent of the reduction in deferred tax liability in the ruling.  By including the 784 

deferred tax asset related to the NOL, the tax benefit recorded in the deferred tax liability 785 

related to accelerated depreciation is effectively eliminated until such time as the loss is 786 

realized. 787 

Q. What effect would a normalization violation have on customers? 788 

A. A violation of the normalization rules would create severe detriment for both customers 789 

and the Utilities.  The normalization rules are long-standing and Congress has been 790 

unwavering in its mandate.  These rules have been in force and the impact of 791 

noncompliance has been known to utilities and their regulators for the past four decades.  792 

Compliance with these rules is not optional and cannot be violated directly or indirectly.  793 

Thus, while the Utilities can understand the desire to reduce rates, it is important not to 794 

take steps that would have the unintended consequence of losing the ability to continue to 795 

claim the rate base reducing impacts of accelerated and bonus depreciation. 796 

V. CALCULATION OF INVESTED CAPITAL TAXES 797 

Q. AG witness Mr. Brosch, and CUB-City witness Mr. Smith have proposed their own 798 

adjustments to invested capital tax expense.  Do you agree with their adjustments?   799 

A. While I agree that the calculation should be updated, I do not agree with their calculation.  800 

It appears that they misunderstood the Utilities’ data request responses and as a result, 801 

they are proposing to accrue invested capital for the wrong year.  See the rebuttal 802 

testimony of Utilities witness Ms. Moy for a discussion of the adjustments related to the 803 

Invested Capital Tax.   804 
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Q. Are the Utilities proposing a change to the invested capital tax expense?  805 

A. Yes.  The Utilities have updated invested capital tax estimates to be consistent with the 806 

long term debt and equity in the rebuttal filing in this preceding.    807 

Q. Please explain the invested capital tax.  808 

A. The invested capital tax is a tax that is applicable to the Utilities.  The tax base consists of 809 

long term debt and equity.  The tax rate is 8 tenths of one percent.  Specifically Illinois 810 

law provides “In addition to the taxes imposed by the Illinois Income Tax Act and Section 811 

2 of this Act, there is hereby imposed upon persons engaged in the business of 812 

distributing, supplying, furnishing or selling gas and subject to the tax imposed by this 813 

Act (other than a school district or unit of local government as defined in Section 1 of 814 

Article VII of the Illinois Constitution of 1970), an additional tax in an amount equal to 815 

.8% of such persons' invested capital for the taxable period”  35 ILCS 615/2a.1 816 

Q. How is “taxable period” defined?  817 

A. “Taxable period” is defined as each period which ends after the effective date of the Gas 818 

Revenue Tax Act and which is covered by an annual report filed by the taxpayer with the 819 

Commission.  35 ILCS 615/1.   820 

Q. What is the test year in this case? 821 

A. The Utilities are using a 2013 test year in this proceeding.   822 

Q. Will there be an ICC annual report filed related to the 2013 test year?  823 

A. Yes.   824 
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Q. Will the Utilities’ annual report filed with the Commission for 2013 contain data 825 

related to beginning and ending balances in long term debt and equity for the 2012 826 

or 2013 year? 827 

A. The 2013 ICC annual report will contain data related to 2013 opening and closing 828 

balances.   829 

Q. What is the taxable period for invested capital tax that relates to the 2013 test year? 830 

A. Since the 2013 test year will ultimately be an annual period that is the subject year of an 831 

annual report to the Commission, the annual period for the invested capital tax is 2013.   832 

Q. Are Mr. Brosch and Mr. Smith using 2013 information to compute the 2013 tax? 833 

A. No.  They are using 2012 information to calculate their adjustment. 834 

Q. Do Mr. Brosch and Mr. Smith offer any reasoning why they are using 2012 835 

amounts?   836 

A. No.  They both indicate that the tax for 2013 is based upon 2012 data, but neither 837 

provides any basis for that conclusion.  They correctly note the 2012 tax return will be 838 

filed in 2013, but they do not explain how that fact matters with respect to the 2013 839 

invested capital tax. 840 

Q. Would accruing a tax expense in 2013 that results from the 2012 taxable period be 841 

consistent with and acceptable under GAAP?  842 

A. No.  Accruing a tax that relates to 2012 in 2013 would be inconsistent with GAAP. 843 

Q. Please explain the merits of the Utilities’ rebuttal adjustment to invested capital tax.   844 
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A. The Utilities’ adjustment syncs the estimated tax base to the latest available estimated 845 

numbers for invested capital tax rendering any prior questions of amount and estimate 846 

moot.  In addition, it uses 2013 amounts that are consistent with the law and consistent 847 

with GAAP accrual principals.    848 

Q. Does this complete your rebuttal testimony? 849 

A. Yes. 850 


