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INTRODUCTION

Please state your name and business address.
My name is David J. Effron. My business address is 12 Pond Path, North Hampton,

New Hampshire, 03862.

Have you previously submitted testimony in this docket?
Yes. | submitted direct testimony on July 3, 2013, marked as AG Exhibit 2.0. My

qualifications and experience are included with my direct testimony.

What is the purpose of your rebuttal testimony?
In this rebuttal testimony, | respond to the rebuttal testimony of Company witnesses

Stafford and Mill.

RATE BASE ISSUES

Accumulated Deferred Income Taxes

Mr. Stafford states that he does not agree with your testimony that the net value
of the Metro East assets included in the rate base of CIPS was greater than what
the net book value of the transferred assets had been in the hands of the affiliate.
Do you have a response?

Yes. Mr. Stafford focuses on the wrong value. | agree that if the net book value is
defined as the plant in service minus accumulated depreciation, then that net book
value did not change as a result of the transfer. However, for the purpose of

determining a utility’s revenue requirement, the relevant measure of the net rate base
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value is the plant in service minus accumulated depreciation minus accumulated
deferred income taxes (“ADIT”), as this is the measure of value that ultimately goes
into the revenue requirement. Focusing on this measure of value, the net rate base
value clearly increased as a result of the transfer of the assets from UE to CIPS. Mr.
Stafford acknowledges that prior to the transfer there was a balance of ADIT on the
books of UE. As a result of the transfer, the balance of ADIT on the books of UE
was, in effect, eliminated. Obviously, if the rate base value is equal to plant in service
minus accumulated depreciation minus ADIT, and the ADIT is eliminated, then the
rate base value of the subject assets must increase.

As | stated in my direct testimony, utility holding companies should not be
allowed to increase the net rate base value of assets by transferring the assets between
affiliates. AG/CUB Ex. 2.0 at 5-6. Therefore, the deferred tax asset related to the
Tax Depreciation Step-Up Basis - Metro should be eliminated from the Company’s

rate base, and the Company’s rate base should be reduced accordingly.

Accrued Vacation Pay

How does the Company respond to your proposal to deduct the accrued liability
for vacation pay from rate base?

Mr. Stafford states that “Accrued vacation is a current liability on AIC’s books due
and payable within one year. Accordingly, accrued vacation is not a source of non-
investor supplied capital available to finance Rate Base investment.” (Ameren Ex.

9.0, at 46:1033-1035). This is identical to his rebuttal testimony in Docket No. 12-
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0293. He repeats these statements once again at page 46, lines 1039-1042 of his

rebuttal testimony in the present case.

Do you agree that because the accrued vacation is due and payable within one
year that means it is not a source of non-investor supplied capital available to
finance rate base investment?

No. Regardless of how many times Mr. Stafford states this claim, it is not accurate. As
| stated in my rebuttal testimony in Docket No. 12-0293, the fact that the accrued
vacation is payable within one year has nothing to do with whether it is a source of
non-investor supplied capital. In fact, as the vacation accrual from the prior year is
paid off, it is replaced with accruals for vacation pay in the current year. In effect, the

accrued vacation pay becomes a continuing, permanent balance.

Mr. Stafford also presents an example that purports to show that vacation pay is
not a source of non-investor supplied capital because it has not been fully
recovered in rates in prior cases. Does the example presented by Mr. Stafford
have any probative value?

No. Again, this testimony is identical to the rebuttal testimony that Mr. Stafford
presented in Docket No. 12-0293. The example presented by Mr. Stafford on pages 46-
48 of his rebuttal testimony (in the present case) arbitrarily uses a rate case filed in 2005
with a 2004 test year as a starting point. Mr. Stafford then states that “There was no
rate case test year filed for 2005, so the 2005 accruals were not recovered in rates.”

(Ameren Ex. 9.0, at 47:1051-1052) However, the 2005 rates reflected the vacation
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pay that was accrued in whatever the test year used to establish the rates in effect in
2005 was. Mr. Stafford has not established that the vacation accrual in 2005 was
materially different from the vacation accrual in that test year. Just because a given
year was not a test year in a rate case does not mean that the expenses incurred in that
year were not recovered from ratepayers, as Mr. Stafford appears to assume.

Further, the accrual from the 2004 test year was recovered in rates and
continued to be recovered in rates for as long as the rates based on the 2004 test year
were in effect (for example, in 2007). Mr. Stafford has provided no evidence that the
accrual in the 2004 test year was not a reasonable representation of the prospective
vacation accruals going forward, as is the case for any other test year expense. Mr.
Stafford’s example is irrelevant to whether a given expense was or was not recovered
in rates. The fact that a particular expense might not have been explicitly addressed in
an order by a regulatory commission does not mean that the expense was not included

in the revenue requirement and recovered from ratepayers.

ACTUAL RATE BASE TO BE USED IN COLLAR CALCULATION

Mr. Stafford commences his rebuttal testimony on your proposal to use the
average rate base for the purpose of determining the earned return on equity
(“ROE”) in the collar calculation by stating that your proposal “would require
changes to the Commission approved formula rate template,” and that “Such
changes can only be made in a Section 9-201 proceeding.” Ameren Ex. 9.0, at

30:665-669. Do you have a response?
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Yes. Mr. Stafford cross references the rebuttal testimony of Company witness Mill on
this point. First, let me say that like Mr. Stafford and Mr. Mill, I am not an attorney,
and as a general matter, [ believe that arguments regarding the Commission’s authority
are best left to the attorneys. However, | do not see this to be a substantive issue. The
Company is also proposing certain changes to the Commission approved formula rate
template in the present case (see response to Staff Data Request TEE-13.01). On
pages 13-14, of his rebuttal testimony, Mr. Mill states that at some point in the next
several weeks, “AlC intends to make appropriate filings pursuant to Section 9-201
whereby it will propose certain adjustments to the Rate MAP-P tariff, underlying rate
template and formulae.” Ameren Ex. 17.0, at 13-14:286-301. Assuming for the sake
of argument that the use of the average rate base in the ROE collar computation
would require changes to the approved formula rate template, and that such changes
cannot be accommodated in the present docket, such changes can be incorporated into

the docket addressing the AIC filings pursuant to Section 9-201.

Do you agree with Mr. Stafford that use of an average rate base in the ROE collar
computation “tend[s] to artificially inflate the earned ROE relative to
authorized” Ameren Ex. 9.0, at 30:679-6817

No. When rate base increases over the course of the year, the use of a year-end rate
base tends to artificially deflate the calculated earned ROE relative to the ROE actually
earned, as | explained in my direct testimony. Mr. Stafford goes on to present a
hypothetical example that purports to illustrate his claim. His hypothetical example

rests entirely on the premise that new long-term debt and common equity of $100
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million are issued on February 1 of a given year. He then states that under my method
the ROE collar computation would only include 50% of the debt and equity issuance.

Mr. Stafford’s hypothetical example has nothing to do with the use of an
average vs. year end rate base. It is actually directed at the convention of using only the
year-beginning and year-end rate base values to determine the average. In theory, if
there is a large increase in rate base at the beginning of the year, that convention will
understate the average rate base, and if there is a large increase in rate base at the end of
the year, that convention will overstate the average rate base. A more precise
calculation of the average rate base could be derived by use of a thirteen month
average, at much increased effort. The Commission has previously adopted the
convention of using the beginning and end points to determine the average rate base,
implicitly recognizing that any improvement to the precision of the calculation of the
average rate base from use of a thirteen- month average did not warrant the increased
time and cost.

If anything, Mr. Stafford’s hypothetical example illustrates why the Company’s
use of a year-end rate base tends to deflate the calculated ROE relative to the actual
ROE. In his example, the use of the year-end rate base includes twelve months of the
debt and equity issuance even though the balances were outstanding for only eleven
months of the year. In the more typical case of rate base increasing gradually over
the course of the year, the distortion would be even greater. In effect, what Mr.
Stafford is claiming is that we should use a method that we know always understates

the actual return on equity (when rate base is growing), because it is hypothetically
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possible that the alternative could theoretically in some circumstances potentially be

less than perfect.

Have you failed to properly take Senate Bill 9 into account, as Mr. Stafford
contends?

No. Again, | believe that arguments regarding whose proposal comports with the law
are best left to attorneys. However, | made explicit reference to Senate Bill 9 as the
context for the recommendation in my direct testimony. In fact, Mr. Stafford does
not explain how use of an average rate base would be inconsistent with any
provisions of SB 9 with regard to the ROE collar computation.

SB 9 made no explicit change to the language regarding the calculation of the
ROE collar. Mr. Stafford is correct that the collar formula in SB 9 requires that return
on equity be calculated using “costs and capital structure approved by the
Commission as provided in subparagraph (2) of this subsection (c).” The cross
referenced subparagraph (2) requires the use of “the utility's actual year-end capital
structure for the applicable calendar year.” However, the capital structure enters into
the formula rate template only in the form of the capital structure ratios, and is
therefore not relevant to the rate base to be used in the ROE collar computation.

Mr. Stafford’s claim that my method “inappropriately imputes average capital
structure balances” is simply wrong, as | am not proposing any changes to the capital
structure used to develop the capital ratios used in calculating the rate of return. His
statement that my proposal has the effect of “understating the common equity amount

supporting reconciliation revenue requirement” is also wrong, as I have not proposed
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any changes that affect the reconciliation revenue requirement either directly or

indirectly.

Has Mr. Stafford presented any specific citation to support his claim that your
proposal “is not authorized under PA 098-0015” (Ameren Ex. 9.0, at 32:729-
731)?

No. Again, this is purely a legal conclusion. However, Mr. Stafford does not cite any
provision in PA 098-0015 that requires the use a year-end rate base in the earned ROE

calculation.

Do you have a response to Mr. Stafford’s assertion that your method of
calculating the ROE is not consistent with the express provisions of PA 098-
00157

Yes. It may be Mr. Stafford’s interpretation, as a non-lawyer, that my method is not
consistent with PA 098-0015, but he cites no “express provision” to that effect, because

no such express provision exists.

CALCULATION OF INTEREST ON RECONCILIATION ADJUSTMENTS

As with your proposal to use the average rate base in the ROE collar computation,
Mr. Stafford and Mr. Mill claim that the proposal to accrue interest on the net-of-
tax reconciliation balance “would require changes to the Commission approved
formula rate template,” and that “Such changes can only be made in a Section 9-

201 proceeding.” Ameren EXx. 9.0, at 34:754-756. Do you have a response?
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Yes. Again, matters of this nature are best left to the attorneys. However, | would
again note that to the extent that the use of the net-of-tax reconciliation balance in the
calculation of interest requires any changes to the formula rate template that cannot
be accommodated in the present docket, such changes can be incorporated into the

docket addressing the AIC filings pursuant to Section 9-201.

Do you agree with Mr. Stafford’s assertion that your proposal to reduce the
reconciliation balance by associated deferred taxes for the purpose of calculating
interest is not consistent with “the express provisions of PA 98-0015"?

No, and | believe that Mr. Stafford’s “testimony” on this matter demonstrates why
interpretations of statutes are best left to attorneys. According to Mr. Stafford, the
supposed inconsistency with the “express” provisions of PA 98-0015 exists because
“There is no provision in the EIMA to determine reconciliation interest amount net of
taxes.” The absence of a provision requiring the determination of reconciliation
interest amount net of taxes is not an express provision prohibiting it. The so-called
“express provision” that Mr. Stafford does cite says nothing whatsoever about the
balance on which the interest is to be calculated. It is my understanding that
determination of the appropriate method to apply in these circumstances is within the
purview of the Commission, and the Commission can make a determination of the

accounting and ratemaking principles that are appropriate in the circumstances.
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Do you claim, as Mr. Stafford asserts, that “deferred income taxes recorded by
the Company on any reconciliation under-recoveries will provide a source of
cash to the Company” (Ameren Ex. 9.0, at 34:779-781)?

No, and | never said any such thing in my direct testimony. What | stated is that when
the reconciliation represents an under-recovery, the current income tax expense is lower
than it would have been in the absence of the under-recovery and that the reduction to
income taxes currently payable is a real cash benefit and should be recognized in the
calculation of interest on the reconciliation balances. In other words, it’s not that the
recording of deferred taxes by itself provides a cash benefit, but rather that the deferred
tax balance represents the cash benefit to the Company of the reduced income taxes
currently payable.

Mr. Stafford’s claim that there is no cash received from deferred income taxes
(Ameren Ex. 9.0, at 35:782) is the equivalent of me claiming that recording an under-
recovery does not require any cash outlay and that the Company is therefore not
entitled to any interest on an under-recovered reconciliation balance. The only reason
that the Company gets interest on under-recovered reconciliation balances is that the
balance represents revenues foregone (or the “under-collection indicated by such
reconciliation” to employ the terms used by PA 98-0015) by the Company because
the revenue requirement in effect for a given year was less than the actual revenue
requirement for that year. By the same token, the deferred taxes on that reconciliation
balance represent the reduction to taxes currently payable because the revenue
requirement in effect was less than the actual revenue requirement for that year. The

cash benefit represented by a deferred tax credit balance is every bit as real as the

10
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cash requirement represented by an under-recovered reconciliation balance. The
reality of the cash benefit represented by the deferred taxes should be recognized in

the calculation of interest on the reconciliation balance.

Does the hypothetical example presented by Mr. Stafford on page 35 of his
rebuttal testimony illustrate his point that deferred taxes do not represent cash to
the utility?

No. First, he attempts to confuse the issue by using the example of a mortgage loan
with interest. The principal on the mortgage loan has no income tax consequences, and
the collection of principal has no effect on income taxes. With regard to interest, if the
mortgage company defers collection of the interest and records deferred income taxes
on the interest receivable, the deferred taxes do, in fact represent an actual cash benefit.
That is, the income taxes currently payable are lower than if the interest had been
received currently rather than being deferred. As Mr. Stafford notes, the income taxes
would be paid in future periods rather than currently, and there can be no dispute that

this provides a real cash flow benefit.

Mr. Stafford asserts that your claim that deferred income taxes provides a source
of cash to the Company cannot be reconciled with the operation of the
reconciliation balance with interest calculation and that this point is confirmed
by your response to AIC-AG 1.09. Is there any merit to his assertion?

No. Again, I never claimed that recording deferred taxes provides the Company with a

source of cash. Rather, what | stated is that the deferred taxes represent a cash benefit

11
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to the Company. Mr. Stafford accurately re-stated my reply to AIC-AG 1.09: “Mr.
Effron agrees that any 2013 over or under recovery will not be credited to or collected
in customer rates until 2015.” Similarly, the related cash income tax effects

associated with any 2013 over or under recovery will not be realized until 2015.

Mr. Stafford expresses an additional concern that it is “not clear if the AG's
proposal is to adjust the entire reconciliation balance to be recovered from or
charged to customers or just adjust the calculated interest amount” Can you
allay this concern?

Yes. | am not clear as to what isn’t clear to Mr. Stafford. My testimony is that the
interest should be calculated on the reconciliation adjustment net of applicable deferred
income taxes. | made no mention of reducing the reconciliation balance to be
recovered or refunded. My adjustment unambiguously pertains only to adjustment of

the calculated interest amount.

Do you understand Mr. Stafford’s testimony that netting deferred taxes does not
benefit the utility when there is a credit balance?

No. The netting of deferred income taxes against the reconciliation balance will reduce
the amount of interest paid to customers when there is a credit balance. Reduction of

interest expense clearly is beneficial to the utility and its shareholders.

Can you concisely summarize why it is appropriate to calculate interest on the

reconciliation balance net of deferred income taxes?

12
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When the Company ultimately recovers (or refunds) the reconciliation balance, the net
cash it receives (or refunds) will be that reconciliation balance net of income taxes.
There is no dispute on this point. This net cash is what the Company has foregone (or
what it is holding pending the refund), and it is this net cash requirement (or source) on

which interest should be calculated. It’s that simple.

Does this conclude your rebuttal testimony?

Yes.
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