BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE;OF CALIFORNiA

In the Matter of the Investlgatmon
on the Commission's own motion con~

)
)
cerning the proper treatment for ) Case No. 6148
rate making purposes, to be accorded )
accelerated amortization and accel- )
erated depreciation. )

~ Appearances are listed in Appendix A.
OPINION

In order to assist the Commission in establishing a
policy as to the proper treatment of Féderal income taxes as a
charge to the operating expense of public utilities for the purpose
of ratefixing, as related to the provisions of Sections 167 and 168
of the Federal Internal Revenue Code, ;he Commission inszitﬁted‘the.
above-entitled investigation on its own motiom.

Preliminary to a discussion ¢f the issues involved hergin,
we desire to point out that this decision will not concern itself
with the several rate decisions heretofore rendered by this
Commission, where the subject of income taxes was treated for the
purxpose of ratefixing in such cases. Those decisions will be given
special treatment by the Commission in eéch case, based upoﬁ the
special facts and circumstances appertaining thereto. Special pro-
cedures will be devised for such cases. Neither will this decision
treat with the subject of accelerated amortization, as authorized by
Section 168 of sald Fedexal Intermal Revenue Code, for the reason
that such subject lends itself to special treatment in each case and
will be so administered by the Commission pursusnt to specizl pro-
cedures devised for such purpose. Furchermore, the smtuation

involving accelerated amortization is quite unlike the situation

involving liberalized depreclation, which is provided for by

[
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Section 167 of said Code. One of the important differentiating
features of accelerated amortization, as contrasted to liberalized
depreciation, is that accelerated amoxtization has a definite
terminal date, fxee of any speculation, whexeas liberalized deprecia~-
tion is a continuing matter without any definite future terminal
date. |

Hexeafter, we shall employ the term 'liberalized deprecia-
tion" instead of the term "accelerated depreciation”, when dealing
with Section 167. |

During the couxrse of the above-entitled proceeding, the
Commission held 45 days of public hearing and a very extensive
record was constructed comsisting of 6,031 pageS‘ofltranscribc,
together with 74 exhibits. Many expert witnesses testified and pre-
sented varying and conflicting views on the subject of the propér
treatment of Federal income taxes for the purpose of ratefixing.

Because of the broad scope of the testimony in this pro-
ceeding and the numerous views expressed, dbothk by expeft witnesses
and by counsel, it is our opinion that no useful purpose would be
served by taking the time to set out all of these matters.gg_extenso.
The record in this proceeding is a public one and is availab;é-to
any person who desires to review it. We shall confine ourselvés.to
the ultimate resolution of the issues presented. |

A number of witnesses took the position that the provisions
of Section 167 provide for a tax deferral or the deferment of tax
liability which the taxpayer must respond to by the pa?ment of
higher taxes at some future date. Their éosition‘waé‘that‘the tax
differential which results from employing liberalized depreciation,
as contrasted to straight-line depreciation, should be borne by
present ratepéyers by appropriate charges to operating expense just
as though such amount had been paid by the utility. Such‘diffefen-

tial would be credited to a reserve for the pqyment of fgture‘income
2= ‘
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taxes. The procedure advocated by these witnesses is denominated
the "normalization” of income taxes for the purpose of ratefixing.
Other witnesses took the contrary view and contended that there is
no deferred tax llability and that the result flowing from the use
of liberalized depreciation 1s actually a2 tax saving co‘the raxpayer.
It may be conceded that there is logical argument to Support the
former view, 1f ome looks at this matter purely from the standpoint
of accounting theory. However, this is a subject which.ﬁust,bel
viewed as an over=-all propositiom. It is elementary tha: ratefixing
is a practicaluéﬁquragﬁatic procedure which dewmands the employment
of judgment and Opinigﬁ“aq§wyhich is surrounded with’considergtions
that do uwot lend themselves éo abstract theory ox barren logic.
These considerations must pé”given effect to reach the reasonable
result which the law compels. Here, theory must give way to the
facts of experience. In :eéolving these issues, we cammnot close

our eyes to the future and what reasonably the future will produce.

Furthermore, it must be borne in mind that an_income tax is not a

tax on property. (Graves v. New York, 306 U.S. 466, 480-481, 83 L.

ed. 927, 933.) Tberefore, the argument which attempts to attach tax
liability to specific items of depreciable property overlooks com-

pletely the fact that the tax we are here dealing with is an income

Lax which addresses itself to nmet income and not to property or‘ény
specific items of property. | |

The record in this proceeding is clear that public
utilities,for the foreseeable futvre, will continue to construct
new plant to an extent which will be sufficient to more than over-

come retirements to such plant. In such circumstances, the theory

of normalization, based upon the concept of a deferxed tax liabili-

ty, would not have an opportumnity to operate. Here, regulatory




authority must be concerned with what reasonably will happen and not

with that whichk theoretically might happen. The problem here con-
cerned presents & practical, wealistic situation which derives from
experience and our dynamic economic growth, thus rendering theory
to a large extent Inoperative.

Basedgupon the fécérd in thislcasé, we £ind that, aé
applied to Section 167, there is created no income tax deferral and
no deferred tax liability. The operation of said section provides
a vehicle and a procedure whereby the taxpayer may reduce his |
taxes just as though the tax rate had been reduced. So far as‘cax
liability may be concerned, the end result would be the same in
each case. Should this Commission adopt the so-called normalization
theory, we would be required to close our eyes to the obvious facts
of the fuéure which can reasonably be expected to result from
Califormia's tremendous econmomic growth. 7There is no duty incum-
bent upon this,Commission to adopt a thecry which is at war with the
facts of experience and the reascmable expectations for the futu:e.

While the recoxd in this case amply justifies the findings
and conclusions which we have just expressed, we desire to point
out that judicial autbority supports the conclusion at which we

have arrived. Prioxr to the decisionm by the Supreme Court of the

United States in the case of Galveston Electric Co. v. City of
Galveston, 258 U.S. 388, 399, 66 L. ed. 678, 684, decided on

April 10, 1922, there was no established rule, judicial or other-
wise, that income taxes of a public utility be cﬁarged.tb operating
expense. As a matter of fact, such taxes, as a general propos;tion,
were not permitted to be charged to the operating expense of a
public utility. In that particular decision, the Supreme Court,

without the citation of any authority whatsoever, established the




C. 6143 ET

rule that income taxes constituted a lawful charge to the 6petating
expense of a public utility. A few years thereafter, the Supreme
Court re-affirmed the rule which it established in the Galveston
case by its decision in the case of Ceorgia Railway, ete. v.
Railroad Commission, 262 U.S. 625, 633, 67 L. ed. 1144, 1148. Since

that time, 1t has never been questioned that income taxes comstituted
a lawful charge to the opersting expense of a public utility. How-
ever, the decisions in those two cases clearly reveal that only
income taxes lawfully assessed by the taxing authority and paid by
the publiec utiiity would comstitute a lawful charge to the operating
expense of a public utility. Tbe decision in the Galveston éase
clearly reveals the strict construction which the Supreme Court
placed upon that newly created rule. In our opinior, it would be a
negation of the rule established by the Supreme Court in those two
cases to hold that the ratepayers of a public utility could be
required, in any event, to bear the buxden of a charge to thé.oper-
ating expense of a public utility which represented more income
taxes than the taxing authority lawfully assessed and were acteally
paid by the utility. We reject the contention ﬁhat the operating
expense of a public utility may be so burdened. |

| Wherever the matter of nmormalization of income taﬁes,
based upon Section 167, has come before the courts, the normalization
theory has been rejected. (City of Pitetsburgh v. Peansylvania Public
Utility Commission, 17 P.U.R. (3d) 249, 128 Atl. (2d) 372; Centxal
 Maine Power Company v. Public Utility Commission, 21 P.U.R. (3d)

321, 136 Atl. (2d) 726; In re Plainfield Water Company, 154 Atl.

(2d) 201, 212.) The foregoing cited decisions were rendered, res-
pectively, by the Superior Court of Pemnsylvania (an intermediate
appellate court), affirmed by the Supreme Court of Pennsylvania;‘the

Supreme Court of Maine; and the Appellate Division of the-Supefior

-5~
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Court of New Jersey. Very recently, the Supreme Céurt of Illinois
qualifiedly adopted the mormalization theory but required the tax
resexve to be deducted from the rate base of the utility. (City of
Alton v. Illinois Commerce Commission, Docket No. 35242, decided
Maxch 30, 1960.) In taking this action, the court reQersed‘the
I1linois Commission which bad allowed full mormalizatiom.

It oust be remembered that a public utility is not in the
same category, factually or legally, as an unregulated company. A
public utility performs a function of tﬁe state and is created for
public purposes. (Smyth v. Ames, 169 U.S. 466, S44, 42 L. ed. 819,
848; Western Canal Company v. Railroad Commission, 216 Cal. 639, 647.)

A public utility exercises an extraordinary privilege gianced to it
by the state and it occupies a privileged position. (United Fuel
Gas Co. v. Railroad Commission, 278 U.S. 300, 309, 73 L. ed. 390,

396.) Furthermore, a public utility devotes its property to the
public use and, thereby, "grants to the public an interest in that

use . . . ." Qumn v. Illinois, 94 U.S. 113, 126, 24 L. ed. 77,84;
Southern California Edison Co. v. Railroad Commission, 6 Cal. (2d)

737, 754.) In essence, a public utility is charged with the admin-
istering of 2 public trust delegated to it by the state. (Acme
Brick Co. v. Arkansas Public Service Commission (Supreaxe Codit of
Arkansas), 18 P.U.R. (3d) 13, 17.) In these circumstances, standards
of public service are the guide, not the rule of :he market place.

Hexe, we have no room for any overreaching by a public utility, as
regards the ratepayer. Such would be grossly out of character.

It is pertinent to point out that a regulated company
enjoys a distinct protection which the unregulated company does not;
that is, the regulated company may turn to public authoriﬁy for the
purpose of securing en increase in the price of its services or
product, whereas the unregulated company must withstand the rigérs

of the law of competition. In many instances the public utility




enjoys a monopoly, and the rates which public authority permits it
to enjoy must be paid by the consumer without his being aided in any
way by the law of competition.

In this decision we do mot reach the matﬁer of the claimed
duty of a public utility to avail itself of liberalized depreciation
for the purpose of diminishing its income tax liabdbility and thus
lessening the burden upon its ratepayers. Surely, a xeasonable
argument in support of that contention could be made. AS a gemeral
proposition, it is a matter o be determined in the first instance
by the management of 2 public utility as to whether or not liberal-
ized depreciation will be availed of or whether straight-line
depreciation will be used.

Based upon the recoxrd in this case and the ftﬁdings and

conclusions in this opinion, wevhold that a public utility is not
lawfully entitled to charge to its operating expense anylambunt,for
Income taxes in excess of the amount of such taxes which the taxing
authority lawfully assesses and which the utility pays. It will be
the order of this Commission that such treatment will be accorded
income taxes forvthe purpose of ratefixing.

All motions and requests made during the course of this
proceeding which are inconsistent with the action taken in this
decision will be denied.

Public hearing in the above-entitled proceeding having
been held, evidence having been adduced, and the matter having been
submitted for decision, the Comission enters its order'herein based

upon the foregoing findings and conclusions.
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Therefore, IT IS HEREBY ORDERED that:

(1) For the purposes of ratefixing, the Commission will
not allow a public utility to charge to its operating expense for
income taxes any émomt in excess of the amount of income taxes
lawfully assessed by the taxing authority and paid by said public
utility. |

(2) All motions and requests made during the course of
this proceeding which are inconsistent with the action taken :!.n this

decision are hereby denied.

The effective date of this decision shall be twenty days
after the date hereof. |

T

k. 1960,

Dated at ;«MJ > Cali.fornia, this /2 %; _day
of /ZV ‘
7
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C. P. Decrevel, Chairman, State Legislative Committee, Brother-
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I dissent.

The basic purpose of rate-maxking is Lo design reasonavle rates which will
produce revenues sufficient to cover future costs of operation so as to render
adequate service o the.éonsumor. plus a reasonable remnfn to the utility. Such
roturn should be adequate to compensate preseﬁt investors in the business for the
use of capital and to attract new capital Lrom investors om favorable'terﬁs. as
the occasion therefor arises. This concept Of rate.making ié the Lundamental
ground for my dissent. .

The‘complexity of the mroblem of liberalized depreciatiog[ﬁzzgi;lzgggggg_’f§3$
into the fields of finance, accounting, and ecomomics, as well as into the Lield
of law. It is my considered ovinion that in reaching 2 determination in this matter
the,Commission should Qonsider the subject of accelerated depreciation ia all of
its aspects, including its effect not only on immediate rate levels, but also on
the longer range problem of financing the cost of expansion, capital structures,
cost of money and related matiers which are preeminently important when <due consid-
eration i3 given 10 the unprecedﬁnted. well-nigh explosive, growth in this State,
and the heavy oblipaticn placed upon all public utilities of raising huge sums of
novey in order to meoet their obligations of remdering adequate service to the

public.

Upon the basis of the record as developed in this matier, I am of the

4opinion that the Commission is warranted in approving modified normalization of

income taxes for accounting purposes and for the Lixing of rates. Such normalizae
tion would not result in any increase in rates, over existing rates, and woulé not
rasult in making any additiomal sums availadle to the utilities fof dividends on
outstanding stock or in increasing the capital or marned surplus. The revenues 4o
be exacted from the customers would not be increased by the approval of norm#liza-
tion procodures over that which prevails presently by 4he utilities computing their
depreciation for tax purposes on a Stfaighx line basis. In this commecticn it
soould be noted that a number of the utilities have stated that they will use

stralght liné depreciation for tax purposes in the event the Commission shouid
decline %o approve normalization.




o ®

In my opinion, it is adverse to the public interest to cavse the util-

{ties to refrain from using the liberalized depreciation provisions of the Internal
Revenue Code. The internal funds that would be gonmerated Ifrom the adoption of
liberalized deprecistion would roduce matorially the large Lfinancing operations
of utilities for expansio-:i and re‘pla.cement and, accoxrdingly, would reduce £hei:'
financial requirements and lowe thedir cost of money and the resnltant rate of
returmn. This certainly wouln be to0 the advnﬁtage of *he‘rato payers and in‘the
public interest. In any rutuz-e ra.o-ming proceedingz involving u% ilitie., that
elect Lo use libcralized depreciation and normelization of income taxes, the Com-
mission, in computing the cost of money om that portion of the capitol struc‘ture
vwhich 4s represented by the deferred tax reserve sbauld then only allow a return
ecual to the difference betwesn the average interest rate on & pdrtiéular
utility's long term debt and the retuwrn which is otherwise found to be normal.
Such a procedure would have the effect of requiring the utility to pay interest om
the defarred tax reserve. Thus, benelfits would be made available %o tbe rate payers
by reducing the utility's earzing requirement, and at the same time allow the |
utility to participate in such savings as roasonable compe:::sation i‘or mapaging the
pr@rti_es, financed with funds provided through normalization, and for.' the re-
sultant risk assumed.

© The Commission is regulating a living, continwing, rather than & dydog,
industry and should base its‘findings ¢n such a premise. Should é condition arise
in the future in respect to the accumulated tax reserve resulting {rom normaliza-
tion, other than the utilization of the tax reserve for the pe.ymém of higher 'Ms
at a later date rosulting from the use of libéialized depreciation, "then the Coma
mission througb its con tinuing regulation could ta.re such action as it deemed proper
under the conditions then surrounding the particula.. case oresmted to it‘and
therefore, no windfall arising {rom such reserve could de given to the shareholders -

of the utility.

I am in accord with the salient obzervation of the Supreme Court of 4he




State of Illinois in the case of <he City of Adton et al vi. the C&mission.
Docket No. 35242, decided March 30, 1960, wherein the Court said: |
- At this time, we think it permissidle fo= the Commizsion
to safeguard the financial integrity of a utility by recog-
nizing as present expenses those tax'liabiiities which are

deferred by the use of accelerated depreciation for foderal

tax purposes.”

Commissioner.

- - ' ! o




'Ihe nzjority opimion ignores pertinent and indisputable
facts established c¢learly iz the voluminous record in these
prbceedings and leaves undetermined various important issues
wailch should be settled. Because ofnthese omissions, some of
the deleted facts must de discussed in this dissent. While citing
the contention of some that it is the "duty of a public utzlzt}
to avail itself of liberalized depreczatlon”,«the mRjOrTLLY
opinion comcedes that whetaer To take or reécct liberalization
is a prerogative oflmanagemenc; there is no compulsion on manage-
ment to take liberalized depreciation on the terms prescribed.

It is significant that throughout these proceedings the

Commission staff was split asunder on the issues nerein involved.

The Director of tne Division of Fimance and Accounts, wio is tke
1ogi§al advisor to tﬁis Commission on such matters, advocated
"normalization of Federal income taxes as a prbper means of ﬁeturn-
ing the greatest bénefit to all concerned,vboth the utilities and
theix ratepayers, wncreas the Commission engincering staff vigorously
opposed ”normal;zataon‘, altnougn admitting tnat *normal;zatzon“
would not inecrease rates presently computed on »he s‘razgnt-l*né
basis.

Toe majority opinion cites two series of court decisions
in its effort to bolster its findings and éonclusions. ¢ cites
decisions of the United States Supreme Court wixich set the
precedent for and compelled State regulatory bodies to allow

Federal income taxes paid by a utility as a legitimate expense in




rate-malking procedures. The majority opinion reads into these
decisions a limitation on the amount of Federal taxes that can
be allowed in computing rates. This contention was advanced by
opponents of ‘mormalization® during the public hearings on this
issue and was'challenged by.competent and experienced counsel well
qualified to interpret the law and couxt decisions. Taerefore
I must reject the theory that should this Commission grant
5normalization” it would be overriding decisions of the Supreme
éourt of the‘UAited States, which to date has not acted on this
particular issue.

The majority might well nave cited Federal Power Com-
mission vs. Hope Natﬁral Gas Company, 320 U.S. 591, at page 602,
which stated:

“Under the statutory standing of 'just and

‘reasonable' it is the result reached(l) not

the method employed which is controlling. . . .

It is not theory but the impact of the rate
oxdexr which counts.” . . . .

The vrecord in these proceedinés, as will be diséussed later, dis-
closes the undisputable f£act that ‘“noxmalization’ of Fédéral in=-
come taxes would not imcrease rate§ as presen:ly‘compﬁted in
California and as, in all probability, they will be computed for
the majority of Califormia watepayers in the foreseeable future.
Thus tﬁe Yresults reached” insofaxr as rates are comcerned would‘
not be effected, in 2 majority of instances,'by‘the authorization
of 'mormalization®.

| . The secénd series of decisions cited nave to do with

courts of other states, none of waich nave any jurisdiction over

(1) Exphasis added.
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this Commission. Om the comtrary, it is a fact that mo couxt
having jurisdiction over tikis Commission kas passed wpon the right
of this Commission to authorize ‘normalization™ or the propriety
of such an 2uthorization. | |

Objective anmalysis and evaluation of the evidence
presented in this record and of the issue herein; reéuires that
two facts Se kept‘élearly in mind: (1) the Fedexral Gévernmenz
and the Bureau of Internal Revenué p;e;cribe the 1aws.and_
regulations under %hich Federal income taxes are computed, while
(2) the State of Califorﬁia and this Commission prescribe the
ia;s and regulations under which are fixed the rates public
utilities undexr the jurisdiction of this Commission are permitted
to charge. The procedures followed by these two governmental
agencies, i.é., the Federal Burcau of Internal Revenue and the
California Public Utilities Commission'vaxy markedly. Onme bears
10 legal relation to the otkher. To cite one example: tae Bureau
of Internal Revenue allows interest paid on long-terﬁ debt és
a déductible expense in computing Fedexral incomé taxes due.
This Commission does not allow suck interest as an expeanse iten
in rate-fixing procedures. There are many other dissimilarities.

In rate-fixing procedures, thne operating expenses of 2
ucility, i;e., wazes, costs of goods and materials, ete., state
and local taxes and depreciation, are deducted from revenues
before Federal income taxes are computed. Since the Federal

Governmeat taikes 52 per cent of the net earnings of 2 corporatiom,

when such reveaues exceed $25,000 a year, the net before Federal




income taxes must be increased by approximately 2.2 times to
determine tie net after Federal income taxes, or the “take nome"
earning left to the utility. Since depreciation is a-deductiblé
expense in computing Federal income taxes, it.follows that the
sreater the depreciation expense allowed for tax purposes, tae
less the amount subject o taxaﬁion will be and & reduction in’
taxes due will result. Conversely, tae less the depreciation
expense allowed, the greater will bDe the amount supject. to

tax and an inerease in taxes will xresult.

Another fLact, also, must be kept in mind: 2 £aellit
nay ve depreciated mot to exceed one nundred per cént of its
cost, eitiher for tax or rate-maikimg purposes. It Lollows,
thereiore, that waen depreciation allowances aré increased Zox
any purpose, the total allowable depreciation is uscd up more.
rapidly until the full ome hundred per cent of the depreciation
allowance may ve used up years beforxre the facility nes worn out

T has become obsolete. Public utilities in California axe
using many facilities that have been fully depreciated and for
which no further depreciation is allowed either.for tax‘or
rate-méking purposes.

fhis Commission, for more than a decade, has advocated

the “straight-line remaining life™ method of depreciztion in

rate making as being most equitable to & utility's xatepayers,

present and future. By this method the uscful life of a facility
1s estimated and the allowable depreciation computed on a
rercentage of cost determined by the years of useful life.

Example: a facility is estimated to last thirty years, thus the

’




anneal depreciation would be 3-1/3 per cent of the cost of the
facility. This Commission adopted this method of depreciation
for rate-making purposes pecause tals method distributes equally
over all ratepayers xeceiving the demefits of tha:.plan:; the
cost thaereof. The rates for California utilities, with 2 few

exceptions, for some time have been, and presently are, deter-

mined Oy the "straight-line remaining life" method of depreciation.

Prior to enactment of Sections 167 cnd 168 (Section 168

is not herein con;;dercd) of the *ntcrnu’ Revenuve Coee 0% 1954,

the depreciation al;owqﬁ;cc for tax purposes of C“lzforn*a vtilities
was, in gemeral, the same 25 the depreciation zllowed as an expense
in the rate-making process; thus the full Federal income tax

which 2ccrued om the “straight-line remaining life™ method of
depreciation was allo@ed as 22 expease item in the.determination
of proper rates. -Scction 167 of the Internzl Revenue Code of

1954 pexrmitted all corporations.:o inércase,‘or accelerate,'the
depreciztion cnargcd to expense for the purpose of dete*m1n1n~
income tax payments for the tax year. Tke explmcmt‘pu:pose of
Congre:ss in enacting this statute, as stated plainly Sotb in
Céngressional committee reports and in the Congréssional Recoxd,
was to cnable companies to gemerate internally additional funds
with whiéh to help.pay the cost of new plaﬁts to meeﬁ rapidly
expanding‘needs of production. Congre,u, in effect, said to
corporations, r~Y’ou o2y use up depreciation credits at & faster
than normal rate im oxder to reduce current income tax payments

in order to retain more momey tO help you meet expansion needs'.

It follows therefore, that, unlesz California utilities are




permitied to compute taxes for rate-making purposes on the "normal'!

method of "stradght~line wemaining life™ depreciation while

actually paying Federal income taxes on an accclerated depreciation

basiz, there wili be no additional “inteinally generated funds®
with whick to help meet expansion necds. Denying California
utilities the right thus to take advantagevof this Federal statute,
is to thﬁart the will of Conmgress in this paxticulaf.

The majority finding that “there is ¢xeated no income
tax deecrral and no deferred tax lzdo~1 ty ooscures fact wmth
sexanticz. As stated above, a facility can be dcprcez ted not
to excced one hundred per cent of its cost and that by taking
liberalized depreciation a utility would be using up depreciation
credit in advunce of that creditc actually vecoming duc. Thus
if a large part of the deprecietion credit is used up in the
early yecars of a facility's useful life tke charge to depreciation
will decrecase in tne later years aand as tais depreciation allowance
decreases the amount of a utility's rovenues subdject to TFederal
income tax will increase; thus the Fede-al income taxes will be
nigher in future yeaxrs thac they wodld have been had 2 utility
adnered stxictly to the straight-~line depreciation method in
computing Federal taxes. Walle this may not be elassified‘es
a “deferred leaoxlxty” in The strict comnotation of such term, it
wmll result in higher future tax payments which tae utility will
be required to pay and will constitute 2 contingency which mmst
be met at some future date. In this practical aspect, it does

constitute a "aefe*red lxaozllty and prudence recuxres that a

reserve ve eatao_lshed to meet it. In oxrder to prepare for this




contingency, California utilities proposed to establish a reserve
comprising the temporary ,avmngs“ on Fedexal income tax payments.
The advantagze to be gained by this procedure would be to provide
Calmfornxa utilities with substantial amounts of interest-free
money. Thxs would reduce a ut;lmty s need for zoing o the open
market to obtain additional funds and taus reduce its cost of
money. Tais simple fact, standing alone, would have been to the
ad&antage of a utility's ratepayers, because it would have
reduced a utility's cost-of—ﬁoney.expense and thus nave reduced
the rates regquired to make a utility “whole . Utilities éppearigg
in these proceedings, however, aavocated a further sharing of
benefits with ratepayers, in effect, dy paying.interest on the
contingency fund, which interest would accrue to the ratepayers'’
benefit iﬁ'detérmining future rates. 7This passing.of benefits ﬁ@
ratepayers, as advocated by a number of utilities, would have
been accomplisned by cfediting to income (or incomé taxes) an
amount equal to the interest on the moneywin the Deferred-max
Contingency Fund; | | | |

Thé najority opinion cites the growth potential of the
popglation and economy of Califormia to support its contention
that the addition of mnew faciiities.will outweigh the accelerated
depreciation allowances authorized to the extent ﬁhat the beferred
Tax Contingency Fund would continue to grow for the foreseéable
future. This coﬁtention ignored the distinct péssibility of
recessions and depressions; that natural gas is a diminishing

resource, and that Congress may rescind; Section 167 of tke -

Internal Revenue Code of 1954&.




Bven without repeal of the accelerated depreciation‘
options or some other pertinent modificatiom of the tax 1&ws;
the majority'’'s assumption requixes that in the f&reseeable future
plant additiomns wmll equal or exceed retirements. Tais is only
speculatmon. History and the record in these proceedmngs snow
it to be umreliable. Altnougn populatzon conulnued to grow inm
California duang a portzon of the 1930'o, utzl;ty plant, shxank.
Exhibit No. 59 shows that Sou»hern Calzfornlu Edison Company
had less planu in ecach of the years 1934 1635, 1936 and 1937 than
in 1933; that Southern Californiz Gas Company had lcss plant in
1934, and 19 5 than in 1933, and that Paczfxc Telephone aad
less plant in each of the yeaxrs 1931, _932 19 3 and 1934 tnan
in 1930. As stated oy one of the witnesses fox the Southern
California‘gas companies, there may be substantial fiuctuations
in a particular taxpayer s annual prope-ty rep.acements or
additions due to: (1) extruo*oxnarzly large property additions

- -

in a smngle perxoc; (2) 2 recession, oxr the contractiomns of the
industry, or any eve;ﬁﬂleading to a2 lean period for the taxpayer
and a sevexre restriction on replacements and additions; (3) sha:p |
¢hanges in replacecment cost wiich cause dollar flﬁctuati;n; in
periodic rcpiacements even thougn physical amounts &o not change
materially; and (4) svostantial differences in the average lives
of replacements ;né additions £rom year to yeaxr. Even accepting
the speculative computations of growth over long-term prosperity
andlignoring the possibility of Section 167 veing rescinded,

the fears of the majority fall of their own weight, for the simple

reason that the bigger the Deferred Tax Contingency Fund, the




greater the pemefit of tax-free money available to Califormia
utilities and thus the greater and more lasting the bemefit to
be paséed along to the ratepayers of said utilities.

Woile some utilities may take accelerated depreciation
on the 'flow thxrough mcuho‘” as preseribed in the majority opinion,
the rccord indicates that the majority of major Californmia
utilitics will rcject it. Since the “flow through method™
passes along to current ratepayers all venefits accruing from
accelerated depreciation, there will be mno funds with which to
establish a Contingency Deferred Tax Reserve, unless such funds
come from the stockholders. The majority opinion makes no
provisions for the creation of such a Contingency Resexrve. These
utilities, in effect, will be borrowing depreciation credit from
ratepayers of the future foxr the bencfit of present ratepayers.
Waether such utilities will be required to repay such bofréwings
from earnings normally accruing to stocknolders oxr will pe
permitted to saddle this “defer*ed liabilit y upon future
ratepayers through higher rates, will remain for this Commissio
to determine. In my opinion, any utility wiich elects to use up
cxedits belonging to future ratepayers should be required to
establich a compensating contingency fund out of stockbolders'’
earnings.

It is an indisputable fact that rates would not be
inereased by\permitting 2 utility to normalize its income taxes.
Even witnesses 6pposing “normalization® admitted thzs fact,

under oatn, alveit, grudgingly.




Insofar as 'normalization' of Federzl income taxes is
concerned,‘it WIS T be‘pointed out tﬁat tﬁc entixe rate-making
procedure of this Commission involves “normalization"ﬂ Tais is
true not only in computing revenhes bué in estimatiné nany expeﬁse
items; thexefore, it may be stated as 3 fact that "normalization"®
is an accepted theory and priﬁciple that kas beén followed by |
this Commission for many years.

'By cdenying California utilities the right to normalize
Federal income taxes for rate-making purposes, ;hé Comnission
has denled the utilities of this state and the majority of
ratepayers the advantages which, according to the records of
Congress, Congress intended should acerue to such taxpaying

coxporations. In this regard, it is my opinion, despite the

confusion generated by the voliuminous and conflicting “evidence®

recorded in these proceedings, that the majority opinion is
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adverse to the pudblic interest.




