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INTRODUCTION AND BACKGROUND

A. Identification of Witness

Please state your name and business address.
My name is John P. Stabile. My business address is Integrys Business Support, LLC

(*IBS™), 200 East Randolph Street, Chicago, Illinois 60601.

Are you the same John P. Stabile who provided direct testimony on behalf of The
Peoples Gas Light and Coke Company (“Peoples Gas”) and North Shore Gas
Company (“North Shore”) (together, “the Utilities”) in these consolidated dockets?

Yes.

B. Purpose of Rebuttal Testimony

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

The purpose of my rebuttal testimony is to address three items related to income taxes.
As | stated in directed testimony, | will provide an update of the status of the Utilities’
stand-alone federal Net Operating Losses (“NOLs”) and the related federal deferred tax
assets (“DTAs”). 1 will also address adjustments proposed by Illinois Attorney General
(“AG”) witness David J. Effron (AG Exhibit (“Ex.”) 1.0) to the Utilities” NOL DTAs.
Finally, as requested by Illinois Commerce Commission (“Commission” or “ICC”) Staff
(“Staff”) witness Daniel G. Kahle (Staff Ex. 2.0), I will provide testimony related to the
applicability of Commission’s Orders in ICC Docket Nos. 83-0309 (*83-0309 Order”)
and 12-0511 / 12-0512 (cons.) (“2012 Rate Cases Order”) (collectively the “Orders”) to

the calculation of the Utilities’ deferred income taxes.

Docket Nos. 14-0224/0225 1 NS-PGL EX. 25.0
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C. Summary of Conclusions

Please summarize the conclusions of your rebuttal testimony.

In brief, I conclude:

1. The Utilities no longer are forecasting any DTA balances for NOL carry forwards
in the test year, 2015.

2. While AG witness Mr. Effron’s adjustments on the test year balances for the NOL
DTAs are higher than the amounts that the Utilities include in rebuttal, the
adjustments made by Mr. Effron are overly simplistic and not reflective of the
proper amounts for 2014 that result from the forecasts included in these
consolidated cases. Thus, the adjustments should be rejected.

3. The Utilities have properly accounted for deferred income taxes in compliance

with the 83-0309 Order and the 2012 Rate Cases Order.

D. ltemized Attachments to Rebuttal Testimony

Q. Are there any attachments to your rebuttal testimony?

Yes. | am sponsoring the following attachments:
e NS-PGL Ex. 25.1, which provides the updated calculation for Peoples Gas’ NOL
DTA;
e NS-PGL Ex. 25.2, which provides the updated calculation for North Shore’s NOL
DTA; and
e NS-PGL Ex. 25.3, which summarizes the various authorities that support the

Utilities” calculation of deferred income taxes.

Docket Nos. 14-0224/0225 2 NS-PGL EX. 25.0



43

44

45

46

47

48

49

50

51

52

53

54

55

56

57

58

59

60

61

62

63

64

UPDATE /STATUS OF NOL DTA IN THE TEST YEAR

Regarding the NOLs and DTAs in rate base for the test year, the Utilities’ Schedules
G-5 states that “[a]ll of the assumptions made here will be monitored / updated at
each step in this 2015 test year rate case proceeding. Depending on the
developments, the updates may affect the proposed rate base.” NS Schedule G-5 at
11; PGL Schedule G-5 at 11; NS Ex. 11.0, 4:80-5:94; PGL Ex. 11.0, 4:79-5:93. Are
you prepared to provide the updates?

Yes.

Please update the stand-alone NOL for Peoples Gas.

Peoples Gas’ forecast was based upon an original budget that contained six months of
actual data and six months of estimated data for 2013. NS-PGL Ex. 25.1 contains data
included in Peoples Gas’ response to data request AG 1.18. In that data request response,
Peoples Gas provided taxable income for 2012 actual data and 2013 forecasted data.
Peoples Gas’ stand-alone NOL DTA carried forward into 2014 is $64,958,419. For each
of the years, NS-PGL Ex. 25.1 documents the adjustments that Peoples Gas is making in
rebuttal and how these adjustments have affected the income tax calculations in that data
request response. Those changes result in a reduction to the NOL DTA carried forward

into 2014 from $64,958,419 to $50,506,275.

What is Peoples Gas’ taxable income status of calendar years 2014 and 2015?

For Peoples Gas, 2014 and 2015 currently continue to produce taxable income.

In direct testimony, you stated that the consolidated income for Integrys Energy

Group, Inc. (“Integrys”), Peoples Gas’ parent company, in 2014 was sufficient to

Docket Nos. 14-0224/0225 3 NS-PGL EX. 25.0
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absorb a substantial percentage of the consolidated NOL carry forward, and
therefore, the DTA for Peoples Gas’ stand-alone NOL was reduced substantially
during 2014. Stabile Dir., NS Ex. 11.0, 5:101-102; Stabile Dir., PGL Ex. 11.0, 5:101-
102. Is that still true?

It is true that 2014 is in a taxable income position. However, unlike at the time forecasts
were prepared for the initial filing of these consolidated rate cases, currently the Integrys

consolidated 2014 taxable income is sufficient to cover 100% of the NOL carry forward.

What does this mean relative to the NOL DTA in Peoples Gas’ rate base?
The balances at the end of calendar year 2014 and test year 2015 are zero, and therefore,

the average rate base used in the test year should not include any NOL DTA.

Please update the stand-alone NOL for North Shore.

North Shore’s forecast was based upon an original budget that contained six months of
actual data and six months of estimated data for 2013. NS-PGL Ex. 25.2 contains data
included in North Shore’s response to data request AG 1.13. In that data request
response, North Shore provided taxable income for 2012 actual data and 2013 forecasted
data. North Shore’s stand-alone NOL DTA carried forward into 2014 is $7,698,482. For
each of those periods, NS-PGL Ex. 25.2 documents the adjustments that North Shore is
making in rebuttal and how these adjustments have affected the income tax calculations.
Those changes result in an increase to the NOL carried forward into 2014 from

$7,698,402 to $7,871,313.

What is North Shore’s taxable income status for calendar years 2014 and 2015?

For North Shore, 2014 and 2015 currently continue to produce taxable income.

Docket Nos. 14-0224/0225 4 NS-PGL EX. 25.0
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In direct testimony, you stated that the consolidated income of Integrys, North
Shore’s parent company, in 2014 was sufficient to absorb a substantial percentage
the consolidated NOL carry forward, and therefore, the DTA for North Shore
stand-alone NOL was reduced substantially during 2014. Stabile Dir., NS Ex. 11.0,
5:102-103; Stabile Dir., PGL Ex. 11.0, 5:102-103. Is that still true?

It is true that 2014 is in a taxable income position. However, unlike at the time forecasts
were prepared for the initial filing of these consolidated rate cases, currently the

consolidated 2014 taxable income is sufficient to cover 100% of the NOL carry forward.

What does this mean relative to the NOL DTA in North Shore’s rate base?
The balances at the end of calendar year 2014 and test year 2015 are zero, and therefore,

the average rate base used in the test year does not include any NOL DTA.

AG ADJUSTMENT TO NOL DTA

Did the AG recommend adjustments to the Utilities’ NOL DTAs in the Utilities’
respective rate bases?
Yes. AG witness Mr. Effron recommends that the Utilities update the NOL balances

based upon actual NOLs that occurred in calendar year 2013.

Is Mr. Effron’s adjustment computed properly?
In part. Using the data request responses | noted earlier, Mr. Effron computed
adjustments that reduce the NOLs to actual. However, it is improper to simply adjust an

NOL amount to actual.

Why is it improper?

Docket Nos. 14-0224/0225 5 NS-PGL EX. 25.0
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It is improper because an NOL is a number derived based on various components, and it

IS improper to update such a number without updating the individual components.

Can you explain what numbers are used to derive the NOLs?

Yes. Just like any income tax computation, an NOL calculation begins with book
income/loss. Book income/loss is then adjusted for (1) any book / tax differences that are
permanent and (2) any deferred tax differences that are timing. Tax adjustments that are
timing, such as accelerated depreciation differences, create net deferred income tax
liabilities. It appears Mr. Effron understands how an NOL is computed because he
correctly states “[i]n effect, these deferred tax assets represent the cumulative effect of
tax accelerated depreciation that the Companies were not able to use as a result of that
accelerated tax depreciation driving the taxable income down to less than zero.” Effron
Dir., AG Ex. 1.0, 14:309-312. However, when Mr. Effron makes his adjustments, he
ignores adjustments to all other deferred taxes that were different at the end of 2013.

Therefore, Mr. Effron is making one-sided adjustments to the Utilities’ deferred taxes.

Can you explain with a very simple example?

Yes. Assume that a company forecasts Year 1 pre-tax book income of $1,000, and tax
depreciation including bonus depreciation in excess of book depreciation of $1,500.
Book income of $1,000 less adjustments for accelerated depreciation of $1,500 would
result in an NOL of $500. In this case, the company would have a deferred income tax
liability of $525 ($1,500 x 35% federal income tax rate). In addition, the company would
have a deferred tax asset for $350 ($1,000 x 35% federal income tax rate). The net

deferred tax liabilities would be $175.

Docket Nos. 14-0224/0225 6 NS-PGL EX. 25.0
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Now assume based on a change in Year 1, the actual depreciation in excess of
book depreciation is only $500 instead of $1,500. Based on actual Year 1 data, there
would be no NOL. Book income of $1,000 less adjustments for accelerated depreciation
of $500 would result in taxable income of $500. Therefore, there would be no NOL
DTA. However, the deferred tax liability would have gone down to $175 ($500 x 35%
federal income tax rate).

In the hypothetical examples, the net deferred tax liabilities are still the same $175
even though there was no NOL in the second example. If Mr. Effron made his
adjustment in this example, he would eliminate the NOL DTA but leave the deferred tax
liability. This creates a mismatch, which substantially overstates net deferred income tax
liabilities. Instead of a net deferred tax liability of $175, his adjustment would result in a

net deferred tax liability of $525.

If Mr. Effron had instead adjusted all deferred taxes to actual, would that have been
proper?

It would have been better, but I believe it would still be improper.

Why would it still be improper?

As demonstrated by the most simple of examples above, deferred taxes are very much
tied into the activity of the balance sheet accounts to which they relate. In the
hypothetical example there was a “change” during Year 1 that caused the adjustment for
accelerated depreciation to decrease to $500. If the amount of accelerated depreciation
changed because the amount of plant-in-service was significantly less than what had been

forecasted, not only would deferred taxes change, but rate base amounts for plant would

Docket Nos. 14-0224/0225 7 NS-PGL EX. 25.0
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change, and depreciation on those same plant amounts going into Year 2 and Year 3

would change.

In order to properly reflect the actual amounts of NOLs, what adjustments need to
be made?

Essentially an update to the entire forecast with actual amounts for 2013 is required,
adjusting forward in 2014 and 2015 for any effects of that the update. For example, all
deferred income taxes could be different and have different rolled forward amounts

affecting rate base.

In preparing the Utilities’ rebuttal, what have the Utilities done to avoid the
mismatch that Mr. Effron’s adjustments created?

Utilities witnesses Ms. Sharon Moy (NS-PGL Ex. 21.0) and Mr. John Hengtgen (NS-
PGL Ex. 22.0) discuss the changes that the Utilities are making to their respective
forecasts in this rebuttal filing. These changes have been analyzed and the deferred
income tax effects, if applicable, have been computed. Similarly and as mentioned
above, each of the changes has been included in the Utilities’ tax computations and are

reflected in their respective NOLSs.

Given that currently 2014 income is forecasted to be sufficient to absorb 100% of
the NOL carried forward into 2014 eliminating any NOL DTA in 2015, why is it
important to reject Mr. Effron’s computation of the NOL DTASs?

It is important to correctly reflect the NOL DTA balances even if at this time it is
assumed to be utilized in its entirety in 2014 because as stated in the Utilities’ Schedules

G-5, “... the assumptions made here will be monitored / updated at each step in this 2015
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174

175

176

177

178

179

180

181

182

183

184

185

186

187

188

189

190

191

192

193

194

195

test year rate case proceeding”. At each step, things could change. For example, bonus
depreciation could be extended and both of the Utilities and the Integrys consolidated
group could find themselves building NOL balances again. As such, it is extremely
important to have the proper computation of the NOLs carried forward into 2014 and that

amount is the amount that is derived by forecasted numbers.

DISCUSSION ON DEFERRED INCOME TAXES

Mr. Kahle has requested that the Utilities provide “a discussion of the methods of
computing deferred income taxes included in their Schedules B-9.” Kahle Dir.,
Staff Ex. 2.0, 27:585-28:599. Will you provide such an explanation?

Yes. However, first, | must provide an analysis of the deferred income tax rules that exist
and their applicability to regulatory accounting and financial accounting. In addition,
NS-PGL Ex. 25.3 sets forth the relevant laws and rules and their applicability to the

Utilities” tax computation.

What are the sources of authority that affect the Utilities’” regulatory accounting and
financial reporting?

The following are the applicable authorities:

The Federal Income Tax Normalization Rules;

e Federal Energy Regulatory Commission (“FERC”) normalization rules including
General Instruction 18 of the Uniform System of Accounts (“USOA”);

e Accounting Principles Board (“APB”) Opinion 11;

e Financial Accounting Standard (“FAS”) 109 (now, Accounting Standards

Codification (“ASC”) 740);
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e The 83-0309 Order; and

e The 2012 Rate Cases Order.

In addition, the adoption of FAS 109 in 1993 prompted a letter from Russell E.
Faudree Jr., FERC’s chief accountant at the time, which provided guidance on how a

utility should adopt FAS 109 (1993 FERC chief accountant letter”).

Please summarize the applicability of the federal income tax normalization rules
and the FERC normalization rules to the Utilities’ income tax calculations.

The federal income tax normalization rules are generally applicable to accelerated
depreciation. Specifically, these rules address the federal income tax effects of the timing
difference between tax basis property computed with the tax return method and tax basis
property computed using the book life and book method used for financial reporting
purposes. Deferred income taxes are computed on the “deferral method”. However,
where there are income tax rate changes that cause an excess deferred tax, the tax effects
of the excess deferred tax cannot flow to customers any sooner than what would be
computed using the average rate assumption method (“ARAM?”). These rules cover most
of the differences on page 1 line 3 of Schedule B-9.

The FERC normalization rules were adopted in 1981 and are applicable to all
timing differences that are not covered by the federal income tax normalization rules.
Similar to the federal income tax normalization rules, deferred income taxes are
computed on the “deferral method”. However, where there are income tax rate changes,
FERC requires a utility to use a method approved for that utility by FERC to handle such
rate changes. FERC is known to have accepted the South Georgia method and ARAM.

The Commission formally adopted the FERC rules when it adopted the Uniform System

Docket Nos. 14-0224/0225 10 NS-PGL EX. 25.0
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of Accounts (“USOA”) for gas utilities. The Commission was adopting full
normalization using the deferral method because the USOA contains General Instruction
18, which also requires the deferral method. General Instruction 18 was created by the
FERC normalization rules. These rules cover all lines on Schedule B-9 except the FAS
109 deferred taxes on lines 1 and 2 of page 1 (lines 13 and 14 of page 2 Peoples Gas /
lines 9 and 10 page 2 North Shore) and the portion of page 1, line 3 that is addressed by

the federal income tax normalization rules.

Did the Commission approve a FERC-approved method for changes in income tax
rates for use by Illinois utilities?

Yes, in 1985, when the Commission entered the 83-0309 Order. The 83-0309 Order was
an Order that applied to Illinois utilities utilizing deferred tax accounting.

The 83-0309 Order is based upon the premise that consistent with the above rules
and regulations, deferred taxes originate using the deferral method of computing deferred
income taxes. However, to handle the effects of income tax rate changes, deferred taxes
would reverse at the weighted average rate provided (ARAM). The 83-0309 Order is
applicable to all timing differences of the Utilities. It is consistent with the federal

income tax normalization rules and it is consistent with a FERC-approved method.

Please summarize the applicability of APB 11 to the Utilities’ income tax
calculations.

APB 11 in and of itself is not a regulatory method, but it provides guidance for the
calculation of deferred taxes for financial reporting purposes. APB 11 is no longer
applicable for financial reporting. However, it is mentioned here because it was the

accounting rule in place at the time both the federal and FERC normalization rules were
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formed, and it is generally the best source for explanations of history and discussion on
what is meant by the “deferral method.” For example, APB 11 states relative to the
deferral method:
Interperiod tax allocation under the deferred method is a procedure
whereby the tax effects of current timing differences are deferred currently
and allocated to income tax expense of future periods when the timing
differences reverse. The deferred method emphasizes the tax effects of
timing differences on income of the period in which the differences
originate. The deferred taxes are determined on the basis of the tax rates in
effect at the time the timing differences originate and are not adjusted for
subsequent changes in tax rates or to reflect the imposition of new taxes. The tax
effects of transactions which reduce taxes currently payable are treated as
deferred credits; the tax effects of transactions which increase taxes currently
pay-able are treated as deferred charges. Amortization of these deferred taxes to
income tax expense in future periods is based upon the nature of the transactions

producing the tax effects and upon the manner in which these transactions enter
into the determination of pretax accounting income in relation to taxable income.

APB 11 at paragraph 19. Thus, by its own terms, APB 11 is consistent with the above
regulatory methods. It allowed an entity to either compute the deferred taxes on a net
basis (originating differences net of reversing differences) at the current tax rate for the
year, or to compute the deferred taxes on originating differences at the rate in effect for
the year while computing deferred taxes on reversing differences at the rates previously
provided. For an entity choosing to reverse taxes at the rates previously provided,

ARAM was the most common method.

Please summarize the applicability of FAS 109 to the Utilities’ income tax
calculations.

FAS 109 superseded APB 11 and is inconsistent with either the federal income tax
normalization rules or the FERC normalization rules. FAS 109 requires deferred income
taxes to be computed on the liability method, instead of the deferral method. The liability

method by its own terms is not a deferral method; therefore, it is inconsistent with
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deferral tax normalization rules and any authority that exists for regulatory accounting.
However, utilities must present financial statements in a manner consistent with
Generally Accepted Accounting Principles (“GAAP”). As a result of FAS 109, ASC 740
and the 1993 FERC chief accountant letter indicate that adjustments should be charged or

credited to regulatory assets and liabilities.

Please summarize the applicability of the 2012 Rate Case Orders to the Utilities’
deferred income tax calculations.

In the 2012 Rate Cases, citing ICC Docket No. 12-0321, Commonwealth Edison
Company’s (“ComEd”) 2012 formula rate update case, and 1CC Docket No. 12-0293,
Ameren lllinois’ 2012 formula rate update case, certain interveners proposed changes to
the state income tax rate used to record deferred taxes on plant originating differences.
The rate was adjusted downward to reflect that under the scheduled state income tax rates
there would be an excess tax liability in the future. Instead of applying ARAM, as
required by the 83-0309 Order, which would have flowed the deferred taxes excess over
the life of the property, the Commission allowed the originating difference to be
computed in a manner generally inconsistent with FERC regulations and General
Instruction 18 in the USOA for Gas utilities. No other component of deferred income
taxes was adjusted in this manner. The exception to the rule was applied only by the
Utilities only to the plant originating differences after 2011. These amounts are included

in line 5 of Schedule B-9.

How do these authorities impact the computations of deferred income taxes on the

Utilities” Schedule B-9?
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As described above and as outlined in NS-PGL Ex. 25.3, the Utilities compute the
various components of deferred tax consistent with all of the above rules. Specifically,
for regulatory purposes, originating differences are computed using the deferral method,
which simply takes the originating difference and multiplies it by the tax rate that is in
effect for the year. APB 11 states that “[t]he tax effect of a timing difference should be
measured by the differential between income taxes computed with and without inclusion
of the transaction creating the difference between taxable income and pretax accounting
income.” APB 11 at paragraph 36. Computing originating differences in this manner is
consistent with both the federal income tax and FERC normalization rules, which by
design reflect the APB 11 language above. Reversing differences use the average rate as
required by the federal income tax normalizations rules for the excesses created by the

Tax Reform Act of 1986 and as required generally by the 83-0309 Order.

Have the Utilities for any purpose computed deferred taxes inconsistent with FERC
normalization rules and the 83-0309 Order?

Yes. For regulatory purposes, the 2012 Rate Cases Order required a limited exception to
these established regulatory methods. 1 also note that, with the issuance of FAS 109, the
Utilities are required to compute deferred taxes under the liability method and record

adjustments as opposed to the deferred income taxes used in rate making.

What is the limited exception provided by the 2012 Rate Cases Order?

The limited exception relates to a change in Illinois state income tax rates, which
beginning in 2011 are scheduled to change over a 15 year period. Instead of following
General Instruction 18 in the USOA, the Commission adjusted test year originating

differences. Furthermore, instead of using the tax rate in effect for the year as required
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under the deferral method, the tax rate was an effective rate that reflected the scheduled

reversal of the originating differences.

In the 2012 Rate Cases Order, was this adjustment applied to any other type of
timing difference?

No.

Relative to the plant-related timing differences, in the 2012 Rate Cases Order, did
the Commission adjust any existing differences at the date of the law change?
No, only the originating differences. If reversed in the test year, the existing differences

were still computed under ARAM, which was approved in the 83-0309 Order.

Are you aware of any other Illinois utility that computed existing differences under
ARAM but used a different method for originating plant differences?

Yes. In ICC Docket No. 12-0321, ComEd provided testimony that stated: *“Consistent
with prior ICC guidance (ICC Docket No. 83-0309, addressing the manner in which
deferred tax impacts resulting from tax rate changes should be addressed), this shortfall in
ADIT is offset by a regulatory asset and is being amortized prospectively over the
remaining life of the underlying assets by applying a weighted-average rate method for
future reversals.” ICC Docket No. 12-0321, Fruehe Dir., ComEd Ex. 3.0, 37:777-781.
The testimony further states: “Finally, in 2011, ComEd recognized a significant benefit
due to the difference between the current income tax rate of 9.50% and the rate at which
the related deferred tax expense is recorded. The deferred tax rate is lower because, as
described above, the state income tax rate is scheduled to decline in 2015 and again in

2025, which means that some of the deferred taxes recorded in 2011 will reverse in later
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years when the state income tax rate is scheduled to be lower.” Id. at 37:783-788. The
ComEd methodology was uncontested in that proceeding. ICC Docket No. 12-0321,
final Order (dated 12/19/12) at 32-33. In approving the ComEd proposal, the
Commission provided no indication that it was changing its policy as set forth in the 83-
0309 Order. Id. The Order is also absent any discussion on the applicability of the
USOA and General Instruction 18. There is nothing in that record that indicates a change
was made to policy, nor was there any indication that General Instruction 18 was no
longer applicable. In the 2012 Rate Cases Order, the Commission, in finding good cause
to deviate from the 83-0309 Order, cites both the ComEd and Ameren formula rate cases

where similar adjustments were approved. 2012 Rate Cases Order at 112.

Following the 2012 Rate Cases Order, did the Utilities seek clarification of the Order
with regard to this adjustment?

Yes, the Utilities requested rehearing. While not seeking to reverse the Commission’s
finding on the issue, the Utilities sought clarification on whether the adjustment applied
only to post-2011 planted-related originating differences. 2012 Rate Cases, Application

for Rehearing (dated 7/19/13) at 13-15.

In its Application for Rehearing, did the Utilities state their understanding of the
2012 Rate Cases Order with respect to this issue?
Yes. Specifically, the Application for Rehearing states

In its final Order (at 112), in concluding that the partial flow through
method “as approved in the ComEd and Ameren Dockets” should be used
to account for deferred taxes related to the change in state income tax rate,
the Commission states:

If the legislature acts to again change income tax rates, a
remeasurement of required deferred income taxes would again
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occur and adjustments to deferred income tax expense would result
from the changed tax rates in future rate cases. The Companies
should have no problem recovering income tax expenses that are
recorded in future test years pursuant to applicable accounting
rules, even if the result is a higher revenue requirement in rate
cases.

The Utilities understand the Commission’s Order to indicate the Utilities
should re-measure deferred income taxes for their next rate cases
consistent with this Order for only depreciation related originating
differences from the time the temporary state tax rate became effective,
January 1, 2011, until the temporary change expires. This application of
the partial flow through methodology beginning in 2011 is consistent with
the implementation approved in ComEd 2012 and Ameren 2012 and is
consistent with the final Order’s language indicating that a re-
measurement of deferred income taxes would be required if the legislature
acts again to change the income tax rate.

If, however, the Commission did not intend for the Utilities to adopt the
above described method of computing deferred taxes on originating
differences beginning as of January 1, 2011, when the state income tax
rate changed until such time the temporary change expires, the Utilities
seek rehearing on the issue of the proper methodology to use to account
for the deferred income taxes associated with an income tax rate change.

2012 Rate Cases, Application for Rehearing (dated 7/19/13) at 13.

Was the petition for rehearing on this issue granted?

No.

Q. Did the Utilities reflect their understanding of the 2012 Rate Cases Order in their

deferred tax balances and also in their deferred tax computations for these

consolidated rate cases?

A Yes. The Utilities recorded adjustments to state deferred taxes in 2013 to reflect the

Commission’s exception contained in the 2012 Rate Cases Order. In addition, for 2014
and 2015, the Utilities also recorded originating differences at a state tax rate that reflects

the scheduled rates.
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How did the Utilities apply the 2012 Rate Cases Order?

As discussed in the development of the record in the 2012 Rate Cases (see 2012 Rate
Cases, Stabile Reb., NS-PGL Ex. 30.0 REV, 14:318-331), the Utilities’ computer systems
cannot handle an adjustment such as the one required by the 2012 Rate Cases Order.
Therefore, the Utilities have let their systems function as designed reflecting the normal
regulatory methods described above. Then, the Utilities added a “special” adjustment to

reflect the 2012 Rate Cases Order.

How was the special adjustment applied?
The Utilities developed a rate differential that was applied to the plant-related originating

differences.

How are the Utilities ensuring that the reduction to tax expense computed in the
special adjustment above does not double up with the adjustment that will naturally
flow into tax expense over the life of the property under ARAM used in the Utilities’
computer systems?

The Utilities are reversing the special adjustment by amortizing over a period reflective
of the period the scheduled rates are in effect. For each adjustment made the Utilities
begin amortizing the adjustment over a period ending in 2024. The period was selected
based on a data request response in the 2012 Rate Cases. In the 2012 Rate Cases, in Staff
data request BAP 22.05, Staff asked the Utilities for a reasonable way to handle the
special adjustment. The Utilities proposed this amortization for simplicity and because

that was the period the scheduled rates would be in effect.
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Would the Utilities be opposed to a longer amortization period, such as a period that
is more reflective of the ARAM effects that will generate from their computer
system?

No. The Utilities would not oppose a different period as long as it is applied in a manner
that is simple to administer and is not longer than the period likely to contain the ARAM

effects.

Please summarize the effects of the 2012 Rate Cases Order on the regulatory
deferred tax computations.

The Utilities applied the required adjustments to deferred taxes as required in the 2012
Rate Cases Order. Specifically, originating plant differences were computed using a
state income tax rate that reflects the rate differential between the deferral method usually
applied and required and the alternative method. The adjustment was recorded and, in
order to eliminate the potential life time doubling up of the same benefit, it was amortized

back into tax expense over a period ending in 2014.

Please explain the adjustments required by FAS 109 on Schedule B-9.

Before FAS 109, under FAS 71, utilities had an exception that allowed them to report
income tax consistent with their regulatory method even if it was inconsistent with
GAAP. FAS 109 eliminated the FAS 71 exception. As discussed above, under FAS 109,
utilities are now required to compute deferred taxes under the liability method. To the
extent the utilities believe it is probable any adjustments will be recovered / refunded
using regulatory methods, the adjustments “should” be recorded to regulatory assets /
liabilities as appropriate. FERC issued a chief accounting letter that gives guidance on

the implementation of FAS 109. First and most importantly, the letter states: “It is
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axiomatic that accounting statements issued by the FASB for use in general purpose
financial statements of business entities should not, in itself, have an economic rate effect
on a regulated entity or its customers” In addition, there are numerous places in the letter
where utilities are instructed: “If as a result of action by a regulator, it is probable that
the future increase or decrease in taxes payable due to the change in tax law or rates will
be recovered from or returned to customers through future rates, an asset or liability shall
be recognized in Account 182.3, Other Regulatory Assets, or Account 254, Other
Regulatory Liabilities, as appropriate, for that probable future revenue or reduction in

future revenue”.

How do the Utilities record the FAS 109 adjustments?

The Utilities compute deferred taxes in two steps. First, the Utilities compute deferred
income taxes (“Regulatory Deferred Income Taxes”) consistent with regulatory methods
described above. The Utilities maintain the balances in separate general ledger accounts
for those amounts. Because FAS 109 utilizes the liability method, it is generally not
computed consistently with the regulatory methods. For example, deferred taxes are
required to be recorded at rates currently enacted. However, the federal income tax
normalization rules and the 83-0309 Order require ARAM to normalize the effects of law
changes. As a result, the Utilities must record adjustments to deferred income tax
amounts (“FAS 109 Deferred Income Taxes”). Consistent with ASC 980-740, the
resulting contra entry goes to regulatory assets or liabilities recorded in Account 182.2 or
Account 254, as appropriate. There is no actual economic impact of recording the

adjustments. This is consistent with the view in the FERC chief accounting letter quoted
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above. The true economic impact comes from only the Regulatory Deferred Income
Taxes.

In order to properly reflect a net economic impact of zero, either the FAS 109
deferred income taxes and the related regulatory assets / liabilities must both be included
in rate base or both be excluded from rate base. The Utilities have in every rate case filed

after 1983 consistently excluded both pieces.

In summary, how are deferred income taxes calculated on Schedule B-9?
The Commission has adopted a policy of full normalization in that it adopted the FERC
regulations on normalization and USOA. Deferred income taxes are computed using the
deferral method as required by the FERC and federal income tax normalization rules.
Therefore, deferred taxes on originating differences are computed at the rate in effect for
the year. Pursuant to the 83-0309 Order, deferred taxes are computed based on ARAM.
Pursuant to the 2012 Rate Cases Order, state income deferred taxes calculated on plant-
related originating differences occurring after 2010 are computed at a reduced rate that
represents the rate of tax that will be paid when the originating differences reverse.

The Utilities make adjustments as described above to reflect the difference
between the regulatory methods and the liability method required by FAS 109. These
adjustments, consistent with the FERC chief accountant letter and ASC 980-740, are

recorded to regulatory assets / liabilities as appropriate.

Does this conclude your rebuttal testimony?

Yes.
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