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REQUEST NO. ACC 2.01: 

(Normalization Violation) Referring to pp. 10-11 of the Companies' Application for 
Rehearing, are the Companies aware of any of their a) affiliates orb) other utilities losing 
their ability to use accelerated tax depreciation due to a violation of the IRS normalization 
rules? If so, please provide details and copies of such IRS rulings. 

RESPONSE: 

(a) The Utilities are not aware of any Integrys affiliate losing its ability to use accelerated 
tax depreciation due to a violation of the Internal Revenue Service ("IRS") normalization 
rules. The Utilities and their regulated affiliates are cognizant of the tax normalization rules 
and have consistently followed accounting practices aimed at remaining in compliance with 
the tax normalization rules. In addition, the various state and federal regulatory 
commissions that regulate the Utilities and their utility affiliates have always exercised 
great care and caution to avoid a violation from occurring. 

(b) Peoples Gas and North Shore are aware of normalization violations impacting the 
ability of other regulated utilities taking advantage of accelerated depreciation, and losing 
the benefit of investment credits. The utilities are: 

• Pacific Telephone and Telegraph Company 
• General Telephone Company of California 
• Southern California Gas Company 

Peoples Gas and North Shore have not performed an exhaustive search to determine if 
there are others. See ACC 2.01_Attach 01 for a Private Letter Ruling ("PLR") for one of 
the above utilities. The PLR concludes: 

"Accordingly, based on the facts as submitted, we believe that the Commission's 
annual average adjustment method is not a proper normalization method of 
accounting as defined under section 1.167(1)-1(h)(1)(i) of the regulations. 
Therefore, should the Commission's Decision No. X become final the taxpayer 
would no longer be eligible to use an accelerated method of depreciation to 
compute its Federal income tax liability, but would be required to use a straight line 
method of depreciation." 

As such, the three utilities listed above were no longer able to claim accelerated 
depreciation. As indicated in the Decision of the United States Court of Appeals for the 
Ninth Circuit (600 F. 2d 1309), the underlying California Public Utilities Commission 
("CPUC") order relating to the PLR is Decis,it'Wlte.~RPl §Cff ~cision No. 87838 
applied to Pacific Telephone and Telegraph~<fmp!i~'9tt€t:'G~~~hone Company 
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of California. However, Peoples Gas and North Shore believe the same or similar order 
was issued related to Southern California Gas Company. 

These utilities did ultimately regain their ability to claim accelerated depreciation through 
the enactment of law, and the utilities agreeing to various financial and administrative 
concessions. 

On January 6, 1983, Public Law ("PL") 97-424 was enacted. PL 97-424 amended Internal 
Revenue Code Section 168 by adding clarifying language to the consistency provisions of 
the normalization rules. The Legislative committee report indicates that transition relief 
was provided because: 

"Under this bill, special transition rules are also provided to preclude the loss of 
eligibility for these investment incentives with respect to rate orders entered into 
prior to March 13, 1980 affecting three California utilities" 

In order to acquire the relief in the law, the three California utilities had to first pay to the 
Treasury a tax amount equal to the benefits that had been flowed through. Second, the 
utilities had to quantify the amount of their property causing the flow-through and disallow 
accelerated depreciation on that amount of property. Finally, the utilities had to enter into 
a closing agreement with the IRS agreeing with the above. 

See PGL ACC 2.01 Attach 02 for a copy of the relevant sections of PL 97-424 and PGL 
ACC 2.02 Attach 03 for the related committee report. 

In addition to the above, there are PL Rs that address (1) situations where if an applicable 
public utility commission's order was implemented, a violation of the normalization rules 
would have occurred; and (2) situations where utilities and/or a public utility commission 
have unknowingly and inadvertently violated the tax normalization rules. It is the Utilities' 
understanding that if the Commission were to find that the 2012 NOLs be excluded from 
rate base at the conclusion of Rehearing, it would be the implementation of the 
Commission's clear decision that would lead to a tax normalization violation. It would not 
be the result of an unknowing or inadvertent action. 

An example of a situation where the implementation of a public utility commission's order 
resulted in a normalization violation is PLR 200651026 (see PGL ACC .2.02 Attach 04). In 
that ruling, the IRS found that an interim rate order contained a violation of the 
normalization rules. Specifically, the PLR states: 

"Thus, the use of a five-year average for determining certain components of rate 
base and not using that average for the deferred tax reserve component, but rather 
using an end-of-test-year amount for the deferred tax reserve component, as 
proposed by Commission, violates the normalization consistency requirement of§ 
168(i)(9)(8)." 

It was the IRS' position that not only should the final order be fixed to eliminate and correct 
the rates resulting from the violation, but the rates would have to be adjusted for the period 
of the interim order as well. Jn other words, in order to avoid the violation of the 
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normalization rules, at the time the correction is made, any period for which the violative 
rates were in effect must also be corrected. Specifically, the language in the PLR requiring 
the retroactive adjustment is as follows: 

The Commission has approved, as of Effective Date a tariff, pending the outcome of 
this ruling request, that is inconsistent with the conclusions reached herein. In our 
view, finalizing the tariff by issuing a new rate order correcting the calculations in 
accord with the foregoing prospectively only, without providing for rate relief 
from Effective Date, would trigger a normalization violation back to Effective Dale 
and the violation would continue until the new rate order was issued consistent with 
the requirements of § 168(i) of the Code. The new rate order must be consistent 
with the requirements of§ 168(1) in order to comply with the provisions of§ 168 and 
for Taxpayer to remain €ligible to use a normalization method of accounting. 

(emphasis added) 

With respect to situations where utilities and/or a public utility comm1ss1on have 
unknowingly and inadvertently violated the tax normalization rules, the IRS has 
consistently ruled that if the errors were inadvertent and not the result of actions of a public 
utility commission, whereby they required or insisted upon such inconsistent treatment, the 
violations did not result in the loss of the Investment Tax Credit ("ITC") or accelerated 
depreciation benefit. Instead, Peoples Gas and North Shore believe that the utility and 
respective commission still had to financially cure the inadvertent error in future rates, 
getting customers and the utilities back to the same place economically as if the violation 
had not occurred. Specifically, the IRS has stated: 

"For the periods during which Taxpayer erroneously calculated the template and 
thus improperly reduced rate base, the practical effect of this error was to lower 
rates and thus, to flow the ITC to its customers more rapidly than if the template had 
been correctly applied. This reduction was not the intent of either the Taxpayer or 
Commission B. Further, Taxpayer has acted upon discovery of these errors and 
adjusted its rates so that they now reflect the same amounts as if no errors 
had occurred. We conclude that Taxpayer's actions as described above are not 
inconsistent with the requirements of former § 46(f). Finally, Commission B never 
specifically addressed these matters in a rate case involving Taxpayer and so did 
not issue and order on these matters during this period. In accord with the Senate 
Reports quoted above, disallowance or recapture of the ITC should be 
imposed only after a regulatory body has required or insisted upon such 
treatment by a utility. Because Commission B did not insist on the errors 
discussed above, no disal/owance or recapture is required in this case." 

See PLR 21038004 (see PGL 2.02 Attach 05) (emphasis added). 
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Looking beyond the pure result of these PLRs, it is important to note that the utility did not 
lose ITC or accelerated depreciation, "[b]ecause Commission ... did not insist on the 
errors discussed above, no disal/owance or recapture is required in this case." 
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Private Letter Rulings & Technical Advice Me1noranda (1950 to Present) 

1978 

PLRfTAM 7836078 - 7836001 

PLR 7836048 -- IRC Sec(s). 167, 6/09/1978 

Private Letter Rulings 

Private Letter Ruling 7836048, 6/09/1978, IRC Sec(s). 167 

--------------------· -------------------

UIL No. 0167.23-00 

Headnote: 

Reference(s): Code Sec 167; 

Private Letter Ruling 7836048 

Code Sec. 167 DEPRECIATION -- special situations-- public utility properly -- average annual adjustment 

method. 

Taxpayer is utility whose rates are regulated by state commission. For its pre-1970 public utility property 

taxpayer used straight-line depreciation. After 8-1-69 it elected to use accelerated depreciation for its post-

1969 public utility property. It was permitted to do so by commission and to normalize deferred taxes 

beginning with 1970. In Decision X commission presented "average annual adjustment method" (described in 

ruling) for determining rates. Decision X also included 1969 vintage accounts (not previously considered in 

ratemaking process) in the ratemaking process by imputing How-through of accelerated depreciation for that 

property_ Taxpayer elected under CL system for its pre-1971 property and has used straight-line method for 

1969 vintage accounts and prior year accounts. In regard to use of CL 

system taxpayer has normalized difference in depreciation between that based on longer lives used for book 

purposes and that based on shorter CL systetn lives for tax purposes. Taxpayer never used accelerated 

depreciation for its 1969 vintage plant additions. IRS ruled that commission's annual average adjustment 

method isn't proper normalization method of accounting, and if Decision X becomes final taxpayer can no 

longer use accelerated depreciation but must use straight-line depreciation. Also, if Decision X becomes final 

hUps://checkpoint.riag.com/app/view/toolltem?usid=3 l Oabfw49f7d&foature~tcheckpoint&l... 9/3/201 :l 
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the amount of reserve for deferred taxes that includes an1ount based on CL system property and that is 

deducted from rate base would be in excess of permissable amount. Therefore, taxpayer won't be using 

proper normalization method and CL system election will be terminated. Also, imputed flow-through of 1969 

vintage plant additions won't affect eligibility to use CL system for its pre-1971 

public utility property as long as it complies with Reg. 1.167(a)-12(a)(4)(iii) 

Copyright 1978, Tax Analysts. 

Full Text: 

June 9, 1978 

This replies to a ruling request, dated September 29, 1977, as supplernented, the latest being dated April 21, 

1978, filed on your behalf by your representatives. 

You request a ruling whether your company (taxpayer) will remaln eligible for: (1) accelerated depreciation 

under section 167 (1) of the Internal Revenue Code; (2) the Class Life (CL) system with respect to the pre-

1971 public utility property (1969 vintage accounts) under section 1.167(a)-12(a)(4)(iii) of the Income Tax 

Regulations; and (3) the investment tax credit if Decision No. X of the Commission. dated ... becomes final? 

Taxpayer is a wholly owned subsidiary. The principal offices of its Parent are at ... Taxpayer is principally 

engaged in the business of providing .. service to residential, commercial, and industrial customers within the 

state of its incorporation, and its intrastate rates are regulated by the Commission of that state. 

By letter dated January 24, 1978 you stated that you are concerned with a timely response to the issues 

concerning accelerated depreciation under section 167 (1) of the Internal Revenue Code of 1954 and the CL 

system with respect to pre-1971 property. You ask that the ruling request be treated as two separate ones, 

with the response to the two depreciation issues first, and the response to the investment credit issue at a 

later date. In compliance with that request, we are ruling on the first two issues in this ruling letter and will 

reply to the investrnent tax credit issue at a later date 

In 1960 the Commission determined that the flow-through method of accounting was mandatory for utilities 

electing accelerated depreciation for tax purposes. The election of accelerated depreciation was left to the 

utiHty companies and taxpayer remained on straight line depreciation for tax purposes through 1969. 

For its pre-1970 public utility property taxpayer used straight line depreciation for computing both its tax 

expense and depreciation expense for establishing its cost of service for raternaking purposes, in its regulated 

books of account, and for actual tax purposes. 

After August 1, 1969, the taxpayer, in accordance with the Tax Refonn Act of 1969, made a timely election to 

use accelerated depreciation for its post-1969 public utility property. It was permitted to do so by the 

Commission and to normalize the deferred taxes beginning with the year 1970. 
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The proceedings that resulted in Decision No_ X followed the remand by the State Supreme Court in . which 

annulled that portion of the rate increase granted another public utility and taxpayer, relating to accelerated 

depreciation and investment tax credit. In the rernand of the case the court held that the Commission has the 

power to implen1ent an alternative method, one that involves an annual adjustment of the tax expense 

treatment for accelerated depreciation and investment tax credit. The timely election by the taxpayer of 

accelerated depreciation, comn1encing with its taxable year 1970, led to the proceedings in which the 

Commission in its Decision No_ X has attempted to comply with the mandate from the court to reach an 

equitable determination of the election of accelerated depreciation. In its presentation of the 'average annual 

adjustment method,' the Commission has allempted to take into account section 1.167 (1) -1(h)(6) of the 

Income Tax Regulations so as to allow the taxpayer to maintain the election of accelerated depreciation for 

lax purposes. The taxpayer has before the Commission three rate cases·using calendar year test periods 

1970, 1974 and 1976. 

It seems that the Commission viewed the full flow.through as being the proper and best ratemaking method, 

but since the taxpayer was not using an accelerated method of depreciation on August 1, 1969, flow.through 

could .not be required. 

The Commission had previously taken into account the reduced risk accompanying the election of the 

normalization method of accounting in determining taxpayer's rate of return. The Commission believed it 

would be unfair to reflect the reduced rate twice in the rate of return and, therefore, proposed the 'average 

annual adjustment method.' 

Decision No. X states that the theory of this method is that because the increase in the deferred tax reserve is 

deducted fron1 the rate base, the authorized rate of return on the smaller rate base produces less revenue. 

The smaller amount of nel revenue will then produce less tax expense, since the taxable income will be 

decreased_ Essentially, the total of the reduction in net revenues and the decreased tax expense, together 

with the adjustment for uncollectibles, amounts to the total gross revenue reductions. 

In setting rates the Commission's method uses actual deferred tax amounts through 1976 and estimated 

amounts thereafter. This method consists of taking the slmple average of the average annual reserve for 

deferred tax for both pre·1970 public utility property and post·1969 public utility property for the four year 

period and deducting this amount from the rate base, adjusted for the test year depreciation reserve, but not 

for the additional depreciation reserve for the succeeding three years. As this computed reserve for deferred 

taxes was larger than the test year figure, the subtraction of this deferred tax reserve from the rate base 

resulted in a rate base that was less than the test year rate base. The taxpayer's authorized rate of return was 

then applied lo the reduced rate base to compute the reduced net operating income. This reduced net 

operating income figure was then substituted in the cost of service for the larger net operating income figure 

of the test year and cerlain net~to·gross multipliers were applied to the reduced net operating income to 

compute the reduced tax expense and reduced gross revenues. The reduced tax expense was then 

substituted in the cost of service for the test year's larger tax expense for ratemaking purposes. Because of 

this lower overall cost of service for ratemaking purposes, the rates that taxpayer charged its customers are 

now subject to refund and rate reduction. The depreciation expense, included in the cost of service, was left 

undisturbed. 
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Decision No. X states that pertinent sections of the Internal Revenue Code and regulations thereunder do not 

discuss the estimating process. Apparently, the Commission is of the view the method set forth in its decision 

uses the same time period for estimating both the reserve for deferred taxes and the tax expense for cost of 

service for ratemaking purposes; that section 1.167 (1) -1 (h)(6) of the regulations is satisfied; and eligibility for 

accelerated depreciation is maintained because while the method is different, the principle is identical to the 

ordinary test year principle. The Commission seems to take the view that the taxes set aside in the reserve for 

deferred tax account will never be paid and thus will amount to an actual tax savings rather than a tax 

deferral. 

In reviewing the record of the taxpayer's proceedings it came to the attention of the Commission that 1969 

vintage ptant additions were not previously considered in the ratemaking process. Decision No. X therefore 

included the 1969 vintage accounts in the ratemaking process by imputing flow-through of accelerated 

depreciation for that property 

In a previous Commission decision, ii imputed flow-through of accelerated depreciation for taxpayer for its 

1968 vintage plant using a 1968 test year. In a later decision, the Commission ordered increased rates using 

the normalization method of accounting for the accelerated depreciation beginning with 1970 vintage plant 

additions. The 1969 vintage plant additions never were reflected in taxpayer's rates. Imputed accelerated 

depreciation and flow-through was proposed by the Commission for the 1969 vintage plant additions and 

adopted in Decision No. X and continued through tests years 1970, 1974 and 1976. 

Taxpayer made a timely election to claim depreciation under the CL system for its pre-1971 property for 

taxable years beginning with the year 1971, and has consistently used the straight line method of depreciation 

for both book and tax purposes for the 1969 vintage accounts and prior year accounts. 

The taxpayer cites sections 1.167 (1) -1 (a)(1) and (2) and 1.167 (1) -1(h)(6) of the regulations, and states that 

these regulations mandate synchronization of the reserve for deferred taxes that is deducted from the rate 

base with the corresponding tax expense that is included in the cost 1.167 (U) -1 (a)(1) the reserve of service. 

lt also states that, in accordance with section 1.167(1)-1(a)(1) the reserve for deferred taxes is to be 

increased only by the excess accelerated depreciation over the depreciation used in computing both its tax 

expense and its depreciation expense for purposes of establishing cost of service for ratemaking purposes. 

The Commission had stated that based on an exhibit submitted by the taxpayer in a rate case, the actual 

Federal tax expense bears no direct relation to the increase in deferred tax reserve but fluctuates 

independently of it The taxpayer states that the figures in this exhibit need to be adjusted for straight line 

depreciation and investment tax credit to portray normalized tax expense. A table was submitted by taxpayer 

showing that actual increased plant additions resulted idn additional revenues, Federal income tax expense, 

and net operating income over a period of seven years. 

The taxpayer believes that since the increased depreciation accruing from the estimated plant additions has 

not been used to con1pute the depreciation expense included in the cost of service for ralemaking purposes, 

the estimated reserve for deferred taxes does not exist and there can be no additional exclusion from the rate 

base. The taxpayer also slates the Commission's average annual adjustment method would require more 
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than a permissible deduction of the reserve for deferred taxes from the rate base and the taxpayer would not 

be permitted to use an accelerated method of depreciation 

In regard to the election of the CL system, taxpayer states that, in conforrnity with section 1.167(a)· 12(a)(4)(iii) 

of the regulations, and using straight line depreciation, it has normalized the difference in depreciation 

between that which is based on the longer lives used for book purposes and that which is based on the 

shorter CL system lives used to compute depreciation for actual tax purposes. 

The taxpayer states it has never used accelerated depreciation for its 1969 vintage plant additions. Thus, the 

deferred tax reserve required to be flowed-through by the Commission's imputed accelerated method of 

depreciation does not actually exist on taxpayer's books. Taxpayer states that the flo~-through is a purely 

hypothetical deferred tax reserve that would have developed by reason of the difference between the fictional 

tax based on accelerated depreciation and the actual amount of tax paid based on straight line depreciation. 

The taxpayer has normallzed and will continue to nonnalize all tax deferrals resulting from the election of the 

CL system. 

The taxpayer believes that if a taxpayer who is required to normalize with respect to qualified public utility 

property fails to nonnalize the election to apply class lives shall terminate as of the beginning of the tax year 

for which the taxpayer fails to??. Taxpayer believes that since Decision No. X imputed flow-through with 

respect to its 1969 vintage plant additions beginning in 1970, ii will not be entitled to use class lives for such 

property for any year. 

Section 167 (1) (1 )(A) of the Code provides that in regard to pre-1970 public utility property, the term 

'reasonable allowance' means: (i) a subsection (1) method or; (ii) the applicable 1968 method for such 

property. 

Section 167 (1) (2)(8) of the Code provides that the taxpayer 1nay use an accelerated method of depreciation 

if it uses a normanization method of accounting. 

Section 167 (1) (3)(G) of the Code provides that to use a normalization method of accounting with respect to 

public utility property, the taxpayer must use the same tnethod of depreciation to compute both its tax 

expense and depreciation expense for purposes of establishing its cost of service for retemaking purposes 

and for reflecting operating results in its regulated books of account. It then has to use, for computation of its 

Federal income tax liability, a method of depreciation other than that used for tax expense and depreciation 

expense and to make adjustments to a reserve to reflect the deferral of taxes resulling from the use of these 

different methods of depreciation. 

Section 167 (1) (3)(H) of the Code provides that to use a flow-through method of accounting with respect to 

any public utility property, the taxpayer must use the same method of depreciation, (other than a subsection 

(1) method), to compute its Federal income tax liability and to compute its tax expense for purposes of 

reflecting operating results in its regulated books of account. 
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Section 1. 167(a)-12(a){1) of the regulations provides an elective class life system for detern1infng the 

reasonable allowance for depreciation of certain classes of asserts for taxable years ending after December 

31, 1970 and applies to assets placed in service before January 1, 1971. 

Section 1.167(a)-12(a)(4)(iii) of the regulations provides that, for purposes of normalization, a taxpayer that 

has public utility property for which no guideline life was prescribed in Rev. Proc. 62-21 shalll use the period 

for depreciation for computing tax expense for ratemaking purposes and in its regulated books of account, 

that is. the period for computing the depreciation expense for ratemaking purposes and for reflecting 

operating results in its regulated books of account The normalization method of accounting shall have the 

same definition as stated in section 167 (1) (:i)(G) of the Code and section 1.167 (1) -1(h) 

Section 1.167(a)-12(a)(4)(iii)(c) of the regulations provides that if a taxpayer farls to normalize the tax deferral, 

the election to apply the CL system shall terminate as of the beginning of the taxable year for which the 

taxpayer fails to normalize the tax deferral. 

Section 1.167 (1) -1 (a)(1) of the regulations provides that the use of a method of depreciation other than a 

subsection (1) method (which includes the straight line method) is not prohibited by section 167 (1) for any 

taxpayer if the taxpayer uses a normalization method of regulated accounting. This section also states that 

the normalization method of accounting with respect to public utility property pertains only to the deferral of 

Federal income tax liability resulting from the use of an accelerated method of depreciation for computing the 

allowance for depreciation under ~\section 167 of the Code and the use of straight line depreciation for 

computing tax expense and depreciation expense for purposes of establishing cost of service and for 

reflecting operating results in the regulated books of account. This section of !he regulations also provides 

that under section 1, 167 (1) -1 (h)(6) the same time period is used to determine, for cost of service purposes, 

the amount of the deferred tax reserve resulting from the use of an accelerated method of depreciation and 

the reserve amount that may be excluded from the rate base in determining the cost of service. 

Section 1.167 (1) -1 (h)(1 )(i) of the regulations describes the normalization method of accounting, such as was 

described under section 167 (1) (3)(G) of the Code. 

Section 1.167 (1) -1 (h)(2)(i) of the regulations provides that when a taxpayer uses a normalization method of 

accounting he must credit the amount of deferred Federal income tax to a reserve for deferred taxes. 

Section 1.167 (1) -1 (h)(4)(ii) of the regulations provides that where a taxpayer did not use the flow-through 

method of regulated accounting for its July 1969 regulated accounting period or thereafter (including a 

taxpayer who uses a subsection (1) method to compute its depreciation under@! section 167(a) of the Code 

and to compute its tax expense for reflecting operating results in its regulated books of account) it will be 

presumed that the taxpayer is using the same method of depreciation to compute both its tax expense and its 

depreciation expense for purposes of establishing its cost of service for ratemaking purposes with respect to 

its post-1969 public utility property. 

Section 1.167 (1) -1 (h)(6)(i) of the regulations provides that a taxpayer does not use a normalization method 

of regulated accounting if, for ratemaking purposes, the amount of the reserve for deferred taxes which is 

excluded fr9m the rate base to which the taxpayer's rate of return is applied exceeds the amount of such 
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reserves for deferred taxes for the period used in determining the taxpayer's tax expense in computing the 

cost of service for raternaking purposes. 

Section 1.167 (1) -1 (h)(6)(ii) of the regulations provides that the amount of reserve that may be excluded from 

the rate base when an historical period is used to determine depreciation for Federal incon1e tax expense for 

ratemaking purposes, is the amount at the end of the historical period. When a future period is used to 

determine the a1nount to be excluded, then it is the amount at the beginning of the period and a pro rata 

portion of the amount of any projected increase to be credited or decrease to be charged to the account 

during the future period. If the an1ount of reserve to be excluded is to be made by reference to both an 

historical period and a future portion of a period, then the amount of the reserve to be exclud_ed from the rate 

base for the whole period is the amount at the end of the historical portion of the period and a pro rata portion 

of the amounl of any projected increase to be credited or decrease to be charged to the reserve account 

during the future portion of the period. 

The Tax Reform Act of 1969 (1969-3 C.B. 423, 532) changed for tax purposes the method of treatment of 

acceleraled depreciation allowed regulated utilities. Prior to this Act there were an increasing number of 

regulated utilities shifting from straight line depreciation to accelerated depreciation. At the same time 

regulatory agencies, which had previously permitted the tax deferrals to be normalized, tended to require the 

flow-through to the customers of the lax deferrals resulting from the use of accelerated depreciation. Later, 

several regulatory agencies imputed accelerated depreciation in determining the Federal tax expense of 

certain public util\ties and flowed-through the resultant fictional tax deferrals, even though the utility was using 

straight line depreciation and was paying the greater amount of Federal income tax resulting from the use of 

the straight line method of depreciation. 

Congress 'froze' the situation as of August 1, 1969 regarding methods of depreciation by enacting 167 (1) of 

the Code. The 1969 Act applied the following rules for depreciation in the case of existing property. 

1. lf straight line depreciation was being tal<en as of August 1, 1969, then no faster depreciation is permitted 

as to that property. 

2. If the taxpayer was taking accelerated depreciation and was 'normalizing' its deferred taxes, as of August 1, 

1969, then it must shift to the straight line method unless it continues to normalize as to that property. 

3. If the taxpayer was taking accelerated depreciation and flowing-through the benefits of the deferred taxes 

to its customers as of August 1, 1969, then the taxpayer would continue to do so unless the appropriate 

regulatory agency permits a change to normalize as to that property. 

In the case of new property placed in service after 1969, if the taxpayer was flowing-through to its customers 

the benefits of deferred taxes, then it would stay on accelerated depreciation and flow-through unless the 

regulatory agency permitted it to change to normalization. In all other cases accelerated depreciation is 

permitted only if the taxpayer normalizes the deferred taxes. The taxpayer is also permitted to elect straight 

line depreciation as to this new property. 

The questions presented, whether the taxpayer will remain eligible for: 1) accelerated depreciation under 

section 167 (1) of the Code and 2) depreciation based on the CL systetn with respect to the pre-1971 public 
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utility properly cannot be answered until it is detennined whether the average annual adjustment method 

required by the Commission is a proper normalization method of accounting as defined by section 1.167 (1) -

1(h)(1)(i) of the regulations. 

Under the Commission's average annual adjustment method, which takes into consideration both pre-1970 

public utility property and post-1969 public utility property, the additional reserve for deferred taxes 

determined over the three years succeeding each test year was not computed by using the same method of 

depreciation as was used for the tax expense for purposes of establishing cost of service for ratemaking 

purposes. The decreased tax expense that was substituted in the cost of service for ratemaking purposes 

was computed by applying a net-to-gross multiplier to the recomputed net operating income. We believe this 

method of accounting tax expense is in conflict with sections 1.167 (1) -1 (h)(1 )(i) and 1.167 (1) -1 (h)(4)(ii) of 

the regulations and is not considered a proper normalization method of accounting. 

Further, the deduction from the rate base of the simple average of the test year and the succeeding three 

year estimated and actual reserve for deferred taxes for both pre-1970 public utility property and post-1969 

public utility property exceeds the permissible exclusion from the rate base as allowed under section 1.167 (1) 

-1 (h)(6)(i) of the regulations, described in section 1.167 (1) -1 (h)(6)(ii) and the examples setforth in section 

1167 (1)-1(11)(6)(iv) 

The Commission established rates witt1 respect to each of the three test years using actual deferred tax 

reserve figures for the years through 1976 to determine the amount of the exclusion from the rate base under 

its average annual adjustment method while all related factors were frozen at the estimated levels. We 

believe that the use of the actual deferred tax reserve in conjunction with the estimated tax expense is 

inconsistent with sections 1.167(1 )-1(h)(1 )(i) (iii) and 1.167 (1) -1(h)(2)(i) of the regulations. Under these 

sections of the regulations the reserve for deferred taxes that is deducted from the adjusted rate base has to 

be the same deferred portion of the tax expense as described in these sections of the regulations. If such 

consistency is absent, the exclusion of the actual reserve will be prohibited by section 1.167 (1) -1 (h)(6)(i) 

In regard to lhe Commission's imputed flow-through of accelerated depreciation wilh respect to the 1969 

vintage plant additions affecting taxpayer's continued eligibility to use the CL system for these plant additions, 

the use of this system under section 1.167(a)-12(a)(4)(iii) of the regulations is only concerned with the 

normalization of the tax deferral resulting from the use of the shorter lives under this system. The imputed 

flow-through of accelerated depreciation for the 1969 vintage plant additions does not affect the normalization 

of the tax deferral under the CL system. 

The election of the CL system under section 1.167(a)-12(a)(4)(iii) of the regulations pertaining to pre-1971 

public utility property, and the continued elective use of this system is conditioned upon the taxpayer following 

the normalization 1nethod of accounting within the meaning of section 167 (1) (3)(G) of the Code and section 

1.167 (1) -1 (h)(1 )(i) We believe the entire reserve for deferred taxes that is determined over the test year and 

the succeeding three year period that also includes the tax deferral as determined under section 1.167(a)-12 

(a)(4)(iii) exceeds the perrnissible exclusion from the rate base as allowed under section 1.167 (1) -1 (h)(6) 

Failure to norrnalize properly the deferral of the tax expense as determined under section 1.167(a)-12(a)(4)(iii) 

of the regulations pertaining to the elective use the CL system will result in the termination of the election of 
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the CL system at the beginning of the taxable year for which taxpayer fails to properly normalize the tax 

deferral. 

A schedule submitted by taxpayer, dated September 29, 1977, showed that its revenues, Federal income tax 

expense and net operating incotne increased, along with the addition of plant facilities, over a period of 7 

years (1970-1976 inclusive) 

We believe the Comn1ission's average annual adjustment method is a method of flow~through to the 

consumer in the form of lower rates a part of the reserve for deferred laxes. This does not appear to be what 

Congress intended by its enactment of section 167 (1) of the Code. The General Explanation of the Tax 

Reform Act of 1969 prepared by the Staff of the Joint Committee on Internal Revenue Taxation states at 152 

that the Act does not change the power of the regulatory agencies in the case of normalization to exclude the 

normalization reserve fron1 the rate base upon which the agency computes the company's rate of return. 

Further, at 153 it states that the taxpayer is not treated as normalizing unless the entire deferral of taxes 

resulting from the difference between (a) the depreciation method used in the regulated books of account and 

(b) the accelerated depreciation method used on the return is normalized. 

The use of accelerated depreciation along with the normalization method of accounting results in a tax 

deferral and not a tax forgiveness. Over the life of any given vintage property there is no tax savings. The 

excess of normalized tax allowance over the actual tax is charged to tax expense and credited to a reserve 

for deferred taxes. Subsequently, in later years when the actual lax expense exceeds the tax expense 

calculated under the straight line method, the excess of the actual tax over the normalized tax is credited to 

the actual tax expense, thus increasing income subject to tax. The reserve for deferred taxes will be written 

off by equivalent debits. 

Accordingly, based on the facts as submitted, we believe that the Commission's annual average adjustment 

method is not a proper normalization method of accounting as defined under section 1.167(1 )-1 (h)(1 )(i) of the 

regulations. Therefore, should the Commission's Decision No. X become final the taxpayer would no longer 

be eligible to use an accelerated method of depreciation lo compute its Federal income tax liability, but would 

be required to use a straight line method of depreciation. 

Should the Commission amend its Decision No. X to eliminate the simple averaging of the test year and the 

succeeding three years to compute the reserve for deferred taxes, we believe it would then have to use either 

the estimated reserve for deferred taxes in conjunction with the estimated tax expense used for the purpose 

of establishing cost of service for ratemaking purposes, or it would have to use the actual reserve for deferred 

taxes in conjunction with the actual tax expense used for the purpose of establishing cost of service for 

ratemaking purposes. A larger reserve deducted from the rate base without consistency in computing tax 

expense would not be considered to be a proper normalization method of accounting and would be in excess 

of the amount permitted by the regulations. Therefore, the taxpayer, would no longer be eligible to use an 

accelerated method of depreciation to compute its Federal income tax liability but would be required to use 

the straight line method of depreciation. 

Should the Commission's Decision No. X become final, we further believe that the amount of the reserve for 

deferred taxes that includes the amount based on the CL system property and that is deducted from the rate 
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base would be in excess of the amount that is permissible under section 1.167(1)-1(h)(6) of the regulations. 

Therefore, the taxpayer would not be considered to be using a proper normalization method of accounting. 

The failure to follow properly the normalized method of accounting will result in the termination of the election 

of the CL system at the beginning of the taxable year for which taxpayer fails to normalize properly such tax 

deferral. Additionally, the imputed flow-through of the 1969 vintage plant additions will not affect the 

taxpayer's eligibility with respect to the use of the CL system for its pre-1971 public utility property so long as 

it complies with the requirements of section 1.167(a)-12(a)(4)(iii) 

END OF DOCUMENT -

© 2013 Thomson Reu1ers/RIA, Alt righls reserved 
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~r. use »Ma 
note. 

23 use lie not~. 

26USC168. 

26USC167. 

26 USC 46. 

(d) CLERICAL AMENllMENT.-"': !e table of sections for subchapter A 
of chapter 98of such Cw1

c rn amended by adding at the end thereof 
the following new<•: ,,i; 

... - ,. :1vl1J, liighwny·Tru.at Fund." 
(el EFFECTIVE DATE; SAVING PROVJSIDN.-

(1) lN GENERAL.-The amendments made by this section shall 
take effect on ,January l, 1983. 

(2).NEW RIGHWAY TRUST. FUND Tl\EATEIJ AS CONTINUATION OF 
ow.-'rhe Highway Trust Fund established by the amendments 
made by this section shrill be treated for all purposes oflaw as 
the continuation of the Highway Trust. Fund e.stablished by 
section 209 of the Highway Revenue Act of 1956. Any reference 
in nny Jaw to the Highway Trust Fund established by such 
,;ccHnn 209 shall be deemed to ;nr.l>irl<> (•0 herAver appropriate) a 
reference to tne l11gi1way I·ruac Fund established by the amend-
ments made by this ses~lQ!L .......... . 

,~---···· 

(~-~~~~i~I~.~=~!~~~!l~lle_?~~.--~~~vi~~~~~=~) 
SEC. Ml. TAX TREATMENT OF PUBLIC OTILITY PROPERTY. 

(a) J\TOR.MALIZATJON METHOD FOR Punl'OSES OF DEPRECIATION.~ 
(1) IN GENERAL.-Paragraph (3) of section 168(e) (relating to 

special rule .for certain public utility property) is amended by 
redesignating subparagraph (C) as subparagraph (D) and by 
inserting after subparagraph (Bl the following now 
subparagraph: 

"(0) UsE OF 1NCONSISTEN1' ES'rlMATEB AND PROJECTIONS, 
ETC.-

"(i) IN GENERALc-'()ne way in which the require
ments of s\lhpµragrapb (B) are not met is if the tax
payer, for ratemaking purpose$, uses a procedure or 
adjustment which is inconsistent with the require-
ments of subparagraph (B). · . 

"(ii) 0$E OF INCONSISTENT ESTIMATES . AND PROJEC· 
TXoNs._,iJ:'h'l pr()!!edures and adjustments which are to 
be treated aa inconsistent for purposes of clause (il shall 
inclm;le ai;\.Y procedure or adjustment for. tat;emaking 
purposes which uses an estimate or projection of the 
taxpaye~'s tax eX.petllje, depreciation el<pense, or 
reserve for deferred .taxes under subparagraph (BXil) 
unless such estimate or projec~ion is also used, for 
ratemakihg purposes, with respect to the other 2 such 
itemil and :'¢th respect tp the rate bas.e. 

"(iii) ~EGULATOaY A.VTHOJU'tY,-The Secretary may 
by regU)atioils prescribe proc<ii:lutes and adjustments 
(in addition to tl:i(lse specified In clause (ii)) which are to 

.. fui. treat':'d aB i,ricionsiste.nt for puryio~es ofclause (i).". 
(2) AMl:NDMJIN'l' TO SECTION 167 (!).-..Subparagraph ((}) of, sec· 

tion l67(1X8). (<!efin. ing nor.mal.imtion. method of a.ccountin~) is 
amended by adding at the end thereof the following new sen· 
te. nee: "For purpo.· sea of thi.s .. subpar·agr.· aph, rules. similar to the 
rules ofsectk>n l68(eX3XC) shall apply." · 

(b) CoMPUTATJONS FOR PunrosES OF WVESTMENT CaEDIT.-Subsec
tion (0 of section 46 (relating to limitation in case of certain 
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regulated. companies) is amended by adding ut the end thereof the 
following new paragraph: 

"(10) USE OF INCONSISTENT ESTIMATES AND PROJECTIONS, ETC., 
FOR PtrnPOSES OF PARAGRAPHS Cl I ANIJ (21.-

"(A) IN oENERAL.-One way in whieh the requirements of 
paragraph (1) or (2) are not met is if the taxpayer, for 
rate111aking purposes, uses a procedure or adjustment 
which is inconsistent with the req\Iit'ements of paragraph 
(1) or paragraph (2), as the ewe may he. 

"(BJ UsE OF INCONSISTENT ESTIMA'rES AND PROJECTIONS.
The procedures and adjustments which ate to be treated as 
inconsistent for purposes of subparagraph (A) shall include 
any procedure or ndjustment for ratemaking purposes 
which uses an estimate or projection of the taxpayer's 
qualified investment for purposes of the credit allowable by 
section 88 unless such estimate or projection is consistent 
with the estimates and projections of property which are 
used, for ratemaking purposes, with respect to the t.ax
pa~er's depreciation expenoo and rate base. 

'(C) REGULA'fORY AU1'HORJTY.~Th0'8ecretary may ]:,ycreg
u)atioris prescribe procedures and adjustmenls (in addition 
J.o those apecified in subparagraph (B)J which are 'to be 
treated as inconsistent for purposes of subparagraph (AJ." 

(c) EFFECTl\TE DATES.-
(1) GENERAL RULE.-The amendments made by.subsections (al 

and,{b) shall apply to taxable years beginning after December 
31, 1979. . 

(2) SPECIAL RULE FOR PERJODS BEGINNING Bltl"ORE MARCH 1, 
1980.-

(A) lN GENERAL.-Subject to the provisions of paragtaphs 
(3) and (4), notwithstanding the provisions of sections 167(1) 
and 46(!) oftfie IIl.ternal Revenue Gode of 195.4 and of any 
regulations. prescribed by the Secretary of the Trea.sury (or 
his delegate) under such sections, the use for ratemaking 
purposes or for reflecting operating results in the taxpay
er's regulated books of account, for any period before March 
1, 1980; of-

(i) any estimates or ~rojections relating t'? ~he 
amounts of the taxpayer s tax expense, deprec1ation 
expense, deferred tax reserve, credit. allowable under 
section 88 of such code, or rate base, or · 

(ij) any adjustments to the taxpayer's rate of return, 
shall not be treated as inconsistent with the requirements 
Of subpil.ragraph (G} of such section 167(1)(3). nor inconsist
ent with tlie requirements of paragraph (1) or (2) of such 
.eection 46(0, Where spcl'\ estimates. or projections, or such 
rate of retilrh adjti!itments, were induded in a qualilied 
order. · 

(B) QUALIFIED ORD.Ell DEFINl!D.-For purposes of this sub
seclion,theterm ''quB.lifled order" means an o:raer-

(i) by a public Utility commission which was entered 
bef<>re March 13, 1980, 

(ii) which uf!ed the estimates, projections, or rate of 
return. ndjuatments referred t.o in subparagraph (A) to 
determine the amount of the ratea to be collected by 

96 STAT. 2193 

26 USC •.Hl note. 

2fl use 167, 
46. 
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the taxpayer or the amount of a refund with respect to 
rates pl'eviously collected, and 

(iii) which ordered such rates to be collected or 
refunds to be made. (whether or not such order .actually 
was implemented or enforced). 

(3) LIMITATIONS ON APPLICATION OF PARAGl!APH (2) ,-
(A) PARAGRAPH (2) i-!OT TO APPLY TO AMOUNTS ACTUALLY 

FLOWED THROUGH.-Paragraph (2) shall not apply to the 
amount ofany-

(il rate reduction, or 
(iD refund, 

which was actually made pursuant to a qualified order. 
(B) TAXPAYER MUST J;NTER INTO. CLOSING AGREEMENT 

DEFORE PAl!AGllAPlI (2) APPWES.-Patagraph (2) shall not 
apply to any taxpayer unless, before the later of-

(i) July l, 1983, or . 
(ii) 6 months after the refunds or rate reductions are 

actually made purewmt to a qualified order, 
the taxpayer enters into a closilig agreement (within the 
meaning of section 7121 of the. Intemal Revenue Code of 
1954) which provides for the payment by the taxpayer of 
the amount of which paragraph (2) does not apply by reason 
of subparagraph (A). 

(4) SPECIAL IWLES'REJ.ATJJll'G TO PAYMENT OF REFUNDS OR INTER· 
ES'f BY THE UNITED STATES OR THE TAXt'AYER.-

(A) REFUND DEFINED.-'For purposes of this subsection, 
the term "refund" shall include any credit allowed by the 
taxpayer under a qualified order .but shall not lnclude 
interest payable with respect to any refund (or credit) under 
such order. 

(Bl No INTEREST t'AYADLE BY UNITEDoSTATJlS,,..-No interest 
shall be payable under section 66H ofthe Internal Revenue 
Code of 1954 .on any overpayment.of tax which is attributa
ble to the applicat\()n of paragraph (2). 

(C) PAYMENTS MAY BE MADE IN TWO EQUAf, INSTALL
MENTS,-'-

(i) lN GENERAL.-The taxpayer may make any pay
ment required. by reason ofparagraph (3) in 2 eqtial 
installments, th.e first installm(;lnt being due on the last 
date on which a taxpayer niay enter into a closing 
agreement under paragraph (3XB), and the second Pl!Y" 
ment being due 1 year after the lai!t date for the first 
paymfint. 

(ii) lN'l'EREBT PA YMEl'f'l'B.-For purposes of section .6601 
ofsuch Co<le, th!l las~ daw prescribe~Jor payment with 
respect to· .. any payment required by ,reason of para
graph (3) shall be the last date on ,which such payment 

. is due under clause (I). 
(5) No. INFJJ:f!ENCE.~The., application of subparagr:aph (Q) of 

section 167(1X3) of the Internal lWvenue Code of1954, .and the 
application of paragraphs, m. and {2) of .. se ... •. ct. ion ·.46<tl of such. 
Code, to taxable years begmnmg before January 1, 19801 shall 
be detertnined without any inference dra.wn from the amend
ments made by subsections .(a) and,(b) of this section or from the 
rules contained in paragraphs (2), (3), and (4). Nothing in the 
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preceding sentence shall be construed lo limit the relief pro
vided by paragraphs (2). (3), and (4). 

SEC. 542. NO RETURN REQlllRF.ll OF INIJlVroUAL WllORf: ONLY GROSS 26 use 11012 
INCOME IS GRANT OF $1.illlO FROM STATE. note. 

(a) IN GENERAL.-Nothing in section 6012(a) of the Internal Reve
·nue .Code of 1954 shnll be construed to require the filing of a return 
with respect to income taxes under subtitle A of such code by an 
individual whose only gross income for the taxable year is n grant of 
$1,000 received from a State which made such grants generally to 
residents ofsuch Stute. 

(b) EFFECTIVE DAm.-Subsection (a) shaJI apply to taxable years 
beginning after December 131, 1981. 
.SEC. 5·13. llEllllCT!ON l'OH CONV ENTlONS ON Clllll8E .smrs. 

(a) lN GENERAL.-Suhsection (h) of section 274 (relating to clisnl
lowunce of certain entertaimnent; etc., expenses) is runended-

(1) by stiiking out the period at the end of paragraph (2) ahd 
inserting in lieu thereof a comma and the following: "unless the 
taicpayer meets the requirements of paragraph (5) and estab
lishes that the meeting is directly relate.d to the active conduct 
of his trade or business or to an activity described in section 212 
and that-

"(A) the cruise ship is a Vessel registered in the United 
Stc1tes; and 

"(B) all ports of call of such cruise ship are located in the 
United States or in possessions of the United States. . 

With respect to cruises beginning In any calendar year, not more 
than $2,000 of the expenses attributable to an individual attending 
one or more meetings may bt; taken into account under section 162 
or 212 hy reason of the precedmg-sentence.'', and 

(2) by adding at the end thereof the following new 
paragraph; 

"(5) REPORTING RllQlllRllMllN'l'So-No deduction shall be allowed. 
under section 162 ·.or 212. for expenses all9cable to attendance at a 
convention, seminar, or similar meeting on any cruise ship unless 
the taxp;iyer claiming the deduction attaches to the return of tax on 
which the deduction is claimed- · · 

"(A) ll written .~tatement signed by the individual attending 
the meeting which includes-

''(i) information with respect to the total days of the trip, 
exduding the days of transportation to and from the cruise 
ship port, and the number of hours of each day of the trip 
which such individual devoted to · schedliled bu$iness 
activities. 

"(1.·i) a program of the scheduled. business activities of.the 
ineet.ing,-an.d 

"Jiiil such other information as may be required in regu
lations prescribed hy the Secretary; and 

"(Bl a written statement signed by an officer of the organiza· 
tion or group Spi)nsoring the meeting which includes- ·· 

"(i) a schedule of the business activities of each day ofthe 
meeting, 

"(ii) the number of hours which the individual attending 
the meeting attended such scheduled business activities, 
and 

"(iii) such other inforn1ation m; may be required in regu~ 
lat.ions prescribed by the Secretary." 

Wrltton 
at.atement. 
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Committee Reports 

COMREP ~ 1671.03 Normalization method for public utility 
property. ('82 Highway Revenue Act,, PL 97-424, 1/6/83) 

Conference Repo1t 

Present Law. 

Under present law. normalization generally requires that tax benefits attributable to the investment tax credit, 

accelerated depreciation and accelerated cost recovery be taken into account for ratemaking purposes over 

the service life of the asset that generates the tax benefits. 

House Bill. 

There is no provision under H.R. 6211. However, H.R. 1524 as passed by the House restates and makes 

more specific the normalization rules relating to the investment tax credit, accelerated depreciation and 

accelerated cost recovery. Under this bill, special transition rules are also provided to preclude the loss of 

eligibility for these investment incentives with respect to rate orders entered into prior to March 13, 1980 

affecting three California utilities (Pacific Telephone and Telegraph Company, General Telephone Company 

of California, and Southern California Gas Company). 

Senate Amendment. 

The Senate amendment generally follows the provisions of H.R. 1524, but modifies the special transition 

rules. 

First, to obtain relief under these transition rules, a portion of the tax benefits would have lo be repaid to the 

Treasury over a 2·year period generally beginning June 30, 1983. The portion to be repaid would be limited to 

the tax benefits which were actually flowed through to consumers too rapidly. If timely paid during the 2-year 

period, no interest would be charged to the utilities with respect to the repayments. For Federal income tax 

purposes (including the treatment of property dispositions and th~ amount of depreciation deductions), so 
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much of the taxpayer's investlnent in property as is necessary to produce the tax benefits required to be 

repaid shall be treated as not having satisfied the normalization requirements. 

Second, the ren1aining portion of the tax benefits, which would otheiwise have to be repaid as a result of a 

disqualifying rate order, will be eligible for protection under the transition rule only if the taxpayers enter into 

closing agreements with the Internal Revenue Service, generally before July 1, 1983. 

Third, the Internal Revenue Service would pay no interest on refunds due to the utilities with respect to 

amounts previously repaid to the Treasury. 

Conference Agreement. 

The conference agreement follows the Senate amendment. 

END OF DOCUMENT -

© 2013 Thomson Reuhars/R1A. AU rights reserved. 
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Private Letter Ruling 200651026, 12/22/2006, IRC Sec(s). 168 

---------- ----

UIL No. 167.22-01 

Accelerated cost recovery system-deferred tax reserve 
component-normalization. 

Headnote: 

Integrated electric and natural gas utility's use of 5-year average for determining certain components of rate 

base and not using that average for deferred tax reserve con1ponent, but rather using end-of-test-year 

amount for deferred tax reserve component, as proposed by utility commission, violates normalization 

consistency requirement of Code Sec. 168(i)(9){B); . 

Reference(s): Code Sec. 168; 

Full Text: 

Number: 200651026 

Release Date: 12/22/2006 

Index Number: 167.22-01 

Third Party Com1nunication: None 

Date of Communication: Not Applicable 
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the end-of-test-year balances. However, while the commission staff recommended that the assets comprising 

genera! common plant as well as the depreciation and arnorlizalion percentages related to those assets be 

determined using a five-year average, it did not recommend adjustment of the Taxpayer's proposal to use the 

end-of-test year balance of accu1nulated depreciation or deferred tax reserves. Commission adopted the 

staffs recommendation and Taxpayer requested that the Comtnission reconsider, arguing that use of a five

year average for general common plant and an e·nd-of-lest-year balance for ADIT caused a normalization 

violation. Commission and Taxpayer then prepared !_his request together. However, Commission also 

approved, as of Effective Dale, a revised tariff using five-year averages for assets comprising general 

common plant and an end-of-test-year balance for deferred tax reserve and accumulated depreciation 

component of rate base. Because of the ruling request, the revised tariff was not finalized by Commission. 

@)Section 168(f)(2) of the Code provides that the depreciation deduction determined under ~section 168 

shall not apply to any public utility property (within the meaning of l))Dseclion 168(i)(10)) if the taxpayer does 

not use a normalization method of accounting. 

In order to use a normalization method of accounting,~ section 168(i)(9)(A)(i) of the Code requires the 

taxpayer, in computing its tax expense for establishing its cost of service for ratemaking purposes and 

reflecting operating results in its regulated books of account, to use a method of depreciation with respect to 

public utility property that is the same as, and a depreciation period for such property that is not shorter than, 

the method and period used to compute its depreciation expense for such purposes. Under~ section 168(i) 

(9)(A)(ii), if the amount allowable as a deduction under [~section 168 differs from the amount that-would be 

allowable as a deduction under[~ section 167 using the method, period, first and last year convention, and 

salvage value used to compute regulated tax expense under ~fsection 168(i)(9)(A)(i), the taxpayer must 

make adjustments to a reserve to reflect the deferral of taxes resulting from such difference. 

[@Section 168(i)(9)(B)(i) of the Code provides that one way the requirements of II.U section 168(i)(9)(A) will 

not be satisfied is if the taxpayer, for ratemaking purposes, uses a procedure or adjustment which is 

inconsistent with such requirements_ Under~ section 168(i)(9)(B)(ii), such inconsistent procedures and 

adjust1nents include the use of an estimate or projection of the taxpayer's assessment expense, depreciation 

expense, or resetve for deferred taxes under@lsection 168(i)(9)(A)(ii), unless such estimate or projection is 

also used, for ratemaking purposes, with respect to all three of these items and with respect to the rate base. 

Former@lsection 167(1) of the Code generally provided that public utilities were entitled to use accelerated 

methods for depreciation if they used a "normalization method of accounting." A normalization method of 

accounting was defined in former @-1 section 167(1)(3){G) in a manner consistent with that found in ~section 

168(i)(9)(A). Section 1.167(1)-1(a)(1) of the Income Tax Regulations provides that the normalization 

requirements for public utility property pertain only to the deferral of federal income tax liability resulting from 

the use of an accelerated method of depreciation for computing the allowance for depreciation under I@ 
section 167 and the use of straight-line depreciation for computing tax expense and depreciation expense for 

purposes of establishing cost of services and for reflecting operating results in regulated books of account 

These regulations do not pertain to other book-tax timing differences with respect to state income taxes, 

F.l.C.A. taxes, construction costs, or any other taxes and items. 
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[~Section 1.167(1 )-1 (h)(1 )(i) of the regulations provides that the reserve established for public utility properly 

should reflect the total amount of the deferral of federal income tax liability resulting from the taxpayer's use of 

different depreciation 1nethods for tax and ratemaking purposes. 

~Section 1.167(1 )-1(h)(1 )(iii) of the regulations provides that the amount of federal inco1ne tax liability 

deferred as a result of the use of different depreCiation methods for tax and ratemaking purposes is the 

excess (computed without regard to credits) of the amount the tax liability would have been had the 

depreciation method for ratemaking purposes been used over the amount of the actual tax liability. This 

amount shall be taken into account for the taxable year in which the different methods of depreciation are 

used. 

@]Section 1.167(1 )-1 (h)(2)(i) of the regulations provides that the taxpayer must credit this amount of deferred 

taxes to a reserve for deferred taxes, a depreciation reserve, or other reserve account. This regulation further 

provides that the aggregate amount allocable to deferred taxes may be reduced to reflect the amount for any 

taxable year by which federal income taxes are greater by reason of the prior use of different n1ethods of 

depreciation under ~section 1.167(1 )-1 (h)(1 )(i) or to reflect asset retirements or the expiration of the period 

for depreciation used for determining the allowance for depreciation under ~section 167(a). 

Under§ 1.167(1)-1(h)(6)(i), the reserve excluded from the rate base must be determined by reference to the 

same historical period as used in determining ratemaking tax expense. A taxpayer may use historical or 

projected data in calculating these two amounts, but they must be done consistently. 

@)Section 203(e) of the Act provides another way in which a normalization rnethod of accounting is not being 

used for public utility property. 

According to ~jsection 203(e)(1) of the Act, a normalization method of accounting shall not be treated as 

being used with respect to any public utility property for purposes of@Jsection 167 or ~168 of the Code if 

tile taxpayer, in computing its cost of service for ratemaking purposes and reflecting operating results in its 

regulated books of account, reduces the excess tax reserve more rapidly or to a greater extent that this 

reserve would be reduced under the average rate assumption method (ARAM). 

The term "excess tax reserve" is defined in [@]section 203(e)(2)(A) of the Act as the excess of: 

(i) the reserve for deferred taxes as described in former ~I section 167 (1)(3)(G)(ii) or 168(e)(3)(B) (ii) of 

the Code as in effect on the day before the date of the enactment of the Act, over; 

(ii) the amount that would be the balance in this reserve if the amount of the reserve were determined by 

assuming that the corporate rate reductions provided in the Act were in effect for all prior periods. 

~Section 203(e)(2)(B) of the Act defines the ARAM and explains the calculations under this method. ARAM 

is the method under which the excess in the reserve for deferred taxes is redUced over the remaining lives of 

the properly as used in its books of account that gave rise to the reserve for deferred taxes. Under the ARAM, 

if timing differences for the property reverse, the amount of the adjustment to the reserve for the deferred 

taxes is calculated by multiplying: 
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(i) the ratio of the aggregate deferred taxes for the property to the aggregate timing differences for the 

property as of the beginning of the period in question, by; 

(ii) the amount of the timing differences that reverse during this period. 

Rev. Proc. 88-12, 1988-1 C. B. 637, provides further guidance as to the application of the ARAM to the excess 

tax reserve. Section 2.04 of Rev. Proc. 88-12 provides that under the ARAM, excess tax reserves pertaining 

lo a parttcular vintage or vintage account are not flowed through to ratepayers until such time as the timing 

differences in the particular ~intage account reverse. Moreover, it is a violation of~ section 203(e) of the Act 

for taxpayers to adopt any _accounting treatment that, directly or indirectly, circumvents the rule set forth in the 

previous sentence. Section 2.04 also provides that [~section 203(e) of the Act does not modify the 

normalization requirements of former@)section 167(1) or ~1section 168(i) of the Code. 

~Sections 3 and 4.01 of Rev. Proc. 88-12 provide that a taxpayer who lacks sufficient vintage account data 

necessary to apply the ARAM, can use the "Reverse South Georgia Method." In general, a taxpayer uses that 

method if it (a) computes the excess tax reserve on all public utility property included in the plant account on 

the basis of the weighted average life or composite rate used lo compute depreciation for regulatory 

purposes, and (b) reduces the excess tax reserve ratably over the remaining regulatory life of the property. 

For a public utility to use accelerated depreciation in determining its federal income tax liability, ~section 203 

(e) of the Act requires that normalization accounting be used to reduce the excess tax reserve in calculating 

the rates to be charged the utility's customers and in maintaining the regulated books of account. Under ~ 

section 203(e) of the Act, the immediate flow through of the excess tax reserve to the utility's customers is 

prohibited. Instead, the excess tax reserve is to be reduced and flowed through to cost of service no more 

rapidly that this reserve would be reduced under the ARAM, or, where appropriate, the Reverse South 

Georgia Method 

~Section 203 (e) of the Act limits the rate at which the excess tax reserve may be reduced and flowed 

through to the utility's customers in setting rates. It does not require the utility to flow through the excess tax 

reserve to its customers, but permits the utility to do so provided the reduction to cost of service is not more 

rapidly than would be under the ARAM. Thus, [gsection 203 (e) of the Act imposes a limitation on when the 

excess tax reserve may be returned to the utility's customers in the form of reduced rates. 

For purposes of properly accounting for any deferred taxes, l@ § 168(i)(9)(B)(ii) provides that ratemaking 

esti1nates or projections of tax expense, depreciation expense, and the reserve for deferred taxes must be 

consistent with each other and with the estimate or projection of rate base. Thus, the use of a five-year 

average for deten:nining certain components of rate base and not using that average for the deferred tax 

reserve component, but rather using an end-of-test-year amount for the deferred tax reserve component, as 

proposed by Commission, violates the normalization consistency requirement of§]§ 168(i)(9)(8). The 

Commission has approved, as of Effective Date a tariff, pending the outcome of this ruling request, that is 

inconsistent with the conclusions reached herein. In our view, finalizing the tariff by issuing a new rate order 

correcting the calculations in accord with the foregoing prospectively only, without providing for rate relief from 

Effective Date, would tngger a normalization violation back to Effective Date and the violation would continue 

until the new rate order was issued consistent with the requirements of@!§ 168(i) of the Code. The new rate 

order 1nust be consistent with the requirements of[~)§ 168(i) in order to cornply with the provisions of@]§ 
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168 and for Taxpayer to remain eligible to use a.normalization method of accounting. This ruling is directed 

only to the taxpayer who requested it. ~ Section 611 D(k)(3) of the Code provides it may not be used or cited 

as precedent. In accordance with the power of attorney on file with this office, a copy of this letter is being 

sent lo your authorized representative. We are also sending a copy of this letter ruling to the Director. 

Sincerely, 

Peter C. Friedman 

Senior Technican Reviewer, Branch 6 

(Passthroughs & Special Industries) 

END OF DOCUMENT· 

© 2013 Thomson Reuters/RIA. All righls reserved. 
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Investment tax credit-amount of credit-limitation in case of 
certain regulated cos.-public electric utilities-disallowance 
or recapture. 

Headnote: 

No disallowance or recapture of Code Sec. 48A(d)(3)(B)(i); ITC was required for taxpayer/regulated public 

electric utility's accounting and regulatory treatment of ITC for period during which taxpayer erroneously 

calculated template and improperly reduced rate base, which caused ITC to flow to its customers more rapidly 

than if template had been applied. Neither commission nor taxpayer ever intended reduction, and moreover, 

taxpayer acted upon discovery of these errors and adjusted its rates so that they currently reflect same 

amounts as if no errors had occurred. 
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This letter responds to the request, dated August 10, 2012, of Taxpayer for a ruling on the consequences of 

Taxp~yer's accounting and regulatory treatment of the Investment Tax Credit (ITC). 

The representations set out in your letter follow. 

Taxpayer is a regulated public utility incorporated in State A. It is an indirect wholly-owned subsidiary of 

Parent, which is incorporated in Slate B. Taxpayer is included in the consolidated federal income tax return of 

Parent. Taxpayer is principally engaged in the generation, transmission, distribution, and sale of electricity in 

State A, as well as the wholesale sales of electric energy and various transmission services at negotiated 

rates under the jurisdiction of Commission B. Taxpayer is regulated with respect to the terms and conditions 

of service and, most particularly, regarding the rates it may charge for its se1Vices by Commission A and 

Commission B. Taxpayer is a member of Operator, an independent transmission system operator. With 

respect to the jurisdiction of each of the commissions, Taxpayer's rates are determined using a "rate of return" 

basis that allows Taxpayer to earn a reasonable rate of return. Taxpayer has elected to account for its ITC 

pursuant to former @I§ 46(D(2). 

Taxpayer is constructing the Facility. Taxpayer received an allocation of investment tax credit provided for 

under @i]§48A(d)(3)(B)(i) of $A Taxpayer claimed the credit on ils lax return in Year A and Year Bas the 

Facility was being constructed. It was anticipated at the time that the Facility would be placed in seivice in 

Year C. Taxpayer has not yet offset any of the credit amount against its tax liability due to limitations on use of 

the ITC contained in ~§ 38(c). Taxpayer has additional unamortized accumulated deferred ITC relating to 

generation, transmission, and distribution assets placed in service prior to 1986. 

With respect to wholesale electric activities, Taxpayer negotiates rates with wholesale customers using a 

formula rate structure approved by Commission B. The formula is periodically updated, resulting in changes 

to rates. With respect to transmission activities, formula rates have been employed by Taxpayer since Year D. 

The tariff that Taxpayer may charge its wholesale customers and third parties for their use of these 

transmission assets, the Open Access Transmission Tariff (OATT), is regulated by Commission 8. In 

establishing its OATT rates, Taxpayer uses a template approved by Commission B that was developed by 

Operator. Formula rates, in general, allow for self-executing adjustments to rates on an annual basis to reflect 

increases and decreases in costs and investments since the prior year. They incorporate a calculation of both 

rate base and tax expense. Thus, they reflect Taxpayer's ADITC balance as well as the amount being 

amortized. 

Taxpayer's rates were established using procedures consistent with former~§ 46(f)(2), meaning that 

Taxpayer reduced the tax expense element of cost of service by no more than a ratable portion of its ITC and 

that Taxpayer did not reduce rate base by any portion of the ADITC balance. Under this provision, in no event 
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can ITC be reflected in the rale·setting process until the later of (1) the placement in service of the asset 

which generated the credit or (2) the use of the credit on a taxpayer's tax return. 

Taxpayer has determined that, with respect to the sales of energy and other services under the jurisdiction of 

Co1nmission B, the template Taxpayer used to establish both its wholesale electric rates (beginning in Year E) 

and its OATT rates (beginning in Year D) reflected its ADITC balance as a reduction in rate base. Further, the 

amortization of Taxpayer's ADITC balance was not reflected as a reduction in tax expense. In addition, 

beginning in Year A, Taxpayer's ADITC balance was increased to reflect the ITC claimed with respect to 

Facility. This also reduced rate base in the calculation of rates for the activities under the jurisdiction of 

Commission B. Here too, the tax expense element of cost of service was not reduced on account of any 

amortization of Taxpayer's ADITC balance. The effect of Taxpayer's treatment of its ADITC in the rate 

templates was a reduction in rates to wholesale customers 

The formula templates were completed by Taxpayer's regulatory personnel and they did not recognize the 

normalization issues raised. Personnel in Taxpayer's tax department became suspicious and reviewed the 

use of the templates by regulatory personnel. Once they became aware of the errors, Taxpayer corrected al! 

relevant aspects of its rate filings prospectively, beginning with the filings made on Date X, effective for rates 

in effect as of Date Y. Cornmission 8 did not specifically address or consider any of the rates or calculations 

at issue here in any order to Taxpayer. 

Law and Analysis 

Former ljDsection 46(f){2) of the Code provides an election for ratable flow through under which an elector 

may flow through the investment tax credit lo cost of service. However, former ~46(f)(2)(A) provides that no 

investment tax credit is available if the taxpayer's cost of service for ratemaking purposes or in its regulated 

books of account is reduced by more than a ratable portion of the credit detennined under former ~46(a) 

and allowable by @]section 38. Also, under former ~section 46(f)(2)(B) no investment tax credit is available 

if the base to which the taxpayer's rate of return for ratemaking purposes is applied is reduced by reason of 

any portion of the credit determined under former @)46(a) and allowable by ~section 38. 

Former@Jseclion 46(f){6) of the Code provides that for purposes of determining ratable portions under former 

[@]section 46(f)(2){A), the period of time used in computing depreciation expense for purposes of reflecting 

operating results in the taxpayer's regulated books of account shall be used. 

Under @)section 1 .46-6(g)(2) of the regulations, "ratable" for purposes of former @)section 46(1)(2) of the 

Code is determined by considering the period of time actually used in computing the taxpayer's regulated 

depreciation expense for the property for which a credit is allowed. Regulated depreciation expense is the 

depreciation expense for the property used by a regulatory body for purposes of establishing the taxpayer's 

cost of service for ratemaking purposes. 

@)Section 1 .46-6(D(4) provides that the ITC is disallowed for any @)section 46(f) property placed in service 

by a taxpayer before the date a final decision of a regulatory body that is inconsistent with ~section 1.46-6(f) 

(2) is put into effect on or after such date and before the date a subsequent decision consistent with @} 
section 1 .46-6(!)(2) is put into effect. 
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@)Section 1 .46-6(f)(2) provides that there is no disallowance of a credit before the first final inconsistent 

determination is put into effect for the taxpayer's[@§ 46(f) property. 

~Section 1.46-6(f)(8)(1) provides that "inconsistent" refers to a determination that is inconsistent with ~§ 46 

(f)(1) or @_)(2). For exa1nple, a determination to reduce the taxpayer's cost of service by more than a ratable 

portion of the credit would be a determination that is inconsistent with@]§ 46(f)(2). 

Senate Report No. 94-36, 94th Cong., 181 Sess. 44-45 (1975), 1975-1 C.B. 590, 610, provides, in its 

explanation of the ratemaking treatment to be accorded the additional ITC allowed public utilities under the 

1975 Act, that the additional ITC is to be disallowed if the regulatory agency requires the flowing-through of a 

company's additional ITC at a rate faster than permitted, or insists upon a greater rate base adjust1nent than 

is permitted, but only after a final determination is put into effect. That report further provides that the rules 

provided under existing law with respect to determinations made by a regulatory body and the finality of its 

orders would apply to this provision. 

Senate Report No. 92-437, 92"' Cong., 1" Sess. 40-41(1971),1972-2 C.B. 559, 581, provides, in ils 

explanation of amendments to the Revenue Act of 1971 dealing with the limitations on the ratemaking 

treatment of the ITC under @]section 46(e)(1) and @j(e)(2), that the Commitlee hopes that the sanctions of 

disallowance of the ITC will not have to be imposed. 

For the periods during which Taxpayer erroneously calculated the template and thus improperly reduced rate 

base, the practical effect of this error was to lower rates and thus, to flow the ITC lo its customers more 

rapidly than if the template had been correctly applied. This reduction was not the intent of either the 

Taxpayer or Commission B. Further, Taxpayer has acted upon discovery of these errors and adjusted its 

rates so that they now reflect the same amounts as if no errors had occurred. We conclude that Taxpayer's 

actions as described above are not inconsistent with the requirements of former~§ 46(f). Finally, 

Commission B never specifically addressed these matters in a rate case involving Taxpayer and so did not 

issue and order on these matters during this period. In accord with the Senate Reports quoted above, 

disallowance or recapture of the ITC should be imposed only after a regulatory body has required or insisted 

upon such treatment by a utility. Because Commission 8 did not insist on the errors discussed above, no 

disallowance or recapture is required in this case. 

Except as specifically determined above, no opinion is expressed or implied concerning the Federal income 

tax consequences of the matters described above. In particular, orders concerning this matter finalized by 

either of the Commissions after the date of this ruling are not necessarily subject to the same analysis as 

those considered above. 

This ruling is directed only to the taxpayer who requested it. @!Section 611 O(k)(3) of the Code provides it may 

not be used or cited as precedent. In accordance with the power of attorney on file with this office, a copy of 

this letter is being sent to your authorized representative. We are also sending a copy of this letter ruling to 

the Director. 

Sincerely, 

Peter C. Friedman 
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Senior Technician Reviewer, Branch 6 

(Passthroughs & Special Industries) 

cc: [Redacted Text] 

END OF DOCUMENT -
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