Decision No. _62585

BEFOKE T

In the Matter of the Investigation on

the Commission's own motion concerning
the proper treatment {or rate-making
purposes, to be accorded accelerated
amortization and accelerated deoreciation.

(Appearances are shown in Appendix A)

we are here concerned with the decision to ba rendered on rehearing of
Decision No. 61711.

Gennral Baeckeround

Tais proceeding was instituted by the Commission in 1958 to consicder the
subject of the so-called "liberalized depreciation" which was authorized in 1954 for
{ederal income tax purposes. On April 12, 1960, in Decision No. 59926, it was dew
cided that “"for the purposes of rate fixing,™ the Commission will not allow a public
utility to charge to iis operating expense for income taxes any amount in excess of
the amount of income taxes lawfully assessed and paid. The Commission based its
decision on two major propositions: (1) 4he alleged deferred tax liability result-
inp from liberalized ceureciation will no* as a practical matter materializa, and
(2) rates should be determined on the basis of tho tax vhich a utility actually says.
letitions Jor rehcaring were denited. No Judielal review was sought.

in Decision No. 59926, the Commission did nox discontinue this proceeding,

and on ¥ay 3, 1960 Decision No. 60018 was issued. Decision No. 60018 was a supple-

mental order concerning the accumulations for "deferred taxas" which a number of
utilities had accrued pending the Commission's consideration of liberalized depre.
clation. It was therein ordered that, without further astion of the Commission, no
disposition might be made of such accumulations other than for the purpose for which

they were created., (These accumulations will aereinafter be referred to as "tax

Un rarch 21, 1961, the Commission issued o further supplemental order,

Decizion No. 61711. Its purpose was twofold: (1) o direct a specilic disposition




of these accumulated tax reserves, and (2) to guard against certain utilities' ob.

taining unjust enrichment from the fact that their rates had beon fixed on the
basis ol straight line depreciation for taxes whereas they are actually reducing
thelr current tax expense through the use of liberalized depreclation.

Petitlons for rehearing of Decision No. 61711 were filed by several util-

a reheardne was granted. lHearlags thereon were hold before Commissioner Ceorge G.
Grover and Zxaminer James F. Haley in Sen Francisco on June 12 and July 6, 7, 10,
2%, and 31, 1961. On July 31, 1561, the matter of the rehearing of Deelsion No. 62711
was submitted, subject to the filinc of concurrent briefs withis ten days thareaflter:
such briefs have now heen filed.

Tnx RBaserves

Ordering Paragzraph 1 of Decision No. 61711 directed that tax reserves
accumulated as a result of lideralized depreciation should be transferred 4o the dew
preciation reserve.

A% the rebearing, certain partics argued that depreciation is an inherently
lmproper account in which 10 record the tax savings (or tax deferrals) resuliing from

lizaraliced degrociztion. On the other hand, thers was evidnncevthat at least one
State (Wisconsin) requires such use of the depreciation accounts and that many lead-
ing accounting experts cpprove of it. Ve also note that the Seeurities and Exchange
Cormission, after extensive consicderation, has found ihe practice accentadle., (Se-
curities nnd Zxchance Commission, Agcounting Series Release Mo, 85, February 29,
1960, effective April 30, 1560; see also Accounting Research Bulletin No. Ll (revised)
of tac Committee on Accounting Procedure of the American Institute of Certified Public
Accountants, July 1958.) It is unnecessary to consider these conflicting views in
detail, for we have concluded that uce of the deoreciation reserva for recording
these accumulations should be made permissive rather than compulsory. Ordering Para-
gragh 1 of Decision No. 61711 will be modified acecordingly.

hodification of Ordering Paragraph 1 is not prompted by any recogmition of
the claimed sccounting “echnlcalities above referred to but results rather from the
showing that In certsin cases mandatory transfer io the depreciation aceounts would

result in substantial prejudice or inconvenience. For example, San Dlegpo Cas & Rleectrie
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Company pointed out that it no longer takes liberalized depreciation for tax pur-

coses and therefore does now pay higher taxes as & consequence of the reduction

in taxes which it obtoined while it wes using liberalized depreclation; those current
2

tax increases are mot by chargos to the tax reserve. The company argues that to
transfer the tax reserve to the depreciation reserve under these circumstances would
require the utility to meet such tax inereases out of its prolit. Several othor 3/
utilities which no longer use liberalized depreciation might be similarly affected.
Compulsory transfer to the depreciation reserve might also cause diffi-
culties for companies under the jurisdiction of certain Federal repulatory agencies
which require doferred tax accounting for liberalized depreciation. Althoughlsep-
arate accounting for Federal and State purposes is sometimes necossary, we bvelieve
thot in this case accounting convenlence might be defeated rather than served by
an order which required inconsistent accounting methods for interstate and intra-
state operations. & similar broblem apocars to axist for at least one company
(Sierra Pacific Power Company) having substantial intrastate operations in Califeornia
and Nevada; the Nevada Public Service Commission has not preweribed the use of de-
oreclation accounts for deferred tax accounting.
These special cases indicate that there are instances where it may not
be appropriste to transfer tax reserves to depreciation reserves. e are not to be

understood as deciding that such transfer on a compulsory basis is never proper,

1/ As stated in the order granting roheoring of Decision No. 61711, we are not
nere considering the claimed duty of & utility to take advantagoe of liberal-
ized depreciation.

On Aucust 22, 1961, subsequent to submission of this matter, we issued Deci-
sion No. 62446 in Application No. 42887, in which we expressly recogiized such
use of San Diego Gas & Electric Compeny's tax recerve, snd, for test year
purposes, we correspondingly reduced its tax expense.

£ ecourse, under the stralghi-line remaining life method, an addition to de-
preciation reserve would lead to a decroase in depreciation expense, thus
tonding to compensate for the tax increases; but the two results would not
necessarily ve exacily offsetting. Certain utilities also arpue that another

ffect of the proposed transfer to denreclation reserve would be a reduction
in the total deprociation recoverable on the assots affected.




but we do find that a universal requirenent to that effect is not desirable at

this time. The various proposals for disposition of these reserves (submitted in

response to the Commission's inquiries) will be handled on an individual basis.

1t bears emphasis that in rate proceedings we will eontinue: (1) to
decduct {rom rate base the tax reserves resulting from lideralized depreciation and
aceslerated amortization, and (2) to reduce test year tax expense by the amount of any
charge to such reserves. Decision No. 60018, except as modified by orders of the Com-
mission issuod subsequentily thereto, will remain in full force and effect.

Contimuine Tax Differentini=

Urdering Paragraph 2 of Decision No. 61711 did not deal with accumulated
tax reserves as such but with the tax reductions that continue %o result from use
of lideralized depreciation.

Pending the Commission's consideration of liberalized depreci&tlon. a
umbar of utilities whose rates had been fixed on the basis of stralght line depre-
clation for taxes, but who were taking aanntage of liberalized depreciation,
credited to tax reserves the amount by which their tax expense was thus reduced.

The then effective uniform systems of aceounts did not provide for such reserves,

and the applications of certain utilities for oermission to establish them were

not acted upon by the Commission. Nevertheless, the Commission acquiesced in this
practice. Various accounting devices were used to accommodate to the fact that
delerred tax reserve accounts, such as those now authorized, dicd not then exist. For
example, restricted surplus was used by some utilities, until rejected by the Secur-
ities and Exchange Cormmission. (Securities and Exchange Commission, Accounting
Series Release No. €5, February 29, 1960, effective April 30, 1960.) The acerued
taxes acecount was also used, notwithstanding the fact that it was designed for current
accruals only and not for deferrals extending over many years; however, that method
was ultimately disapproved ty the Federal Power Commission, whish insistad upon the
use of truedeferred tax accounts.

Following Decision No. 59926, some of the utilities who had credited their

reduetions to reserves (andlwho had unsuceessfully argued that their rates
should continue to be fixed with an allowance for such credits) discontinued such
credits and thereby inereased their net »rofits. Ordering Paragraph 2 of Decision

No. 61711 dealt with this situation; it required that so long as a particular




utility's rates continued to-be based on straight line depreciation for taxes, then
the amount by which taxes are reduced by lideralized depreciation should be credited.

%0 a reserve. As in the case of Ordering Paragraph 1, Ordering Paragraph 2 contem-
L/

plated & credilt to depreciation reservs rather than to a deferred tax reserve.
The quectlion presented is whether or not a utility whose existing rates
have been fixed on the basis of straight line depreciation for taxes should be re.
?

3

quired 1o credit to a reserve the amount by which its taxes are reduced through use

-

{ liberalized depreciation. The Commission has been divided concerning the proper

angwer to be given to that question. On the one hand it was argued that the basi
{or eradits %o a reserve has been eliminated by the finding in Decision No. 59926
that no deferred tax liabllity resulis from the use of lideralized depreciation.

vn the other hund, since the rates of the affected companies have been fixed on the
assumptlon that such credits would e madz, it was reasoned that unjust enrichment
might result 1f the tax savings were to be rellecied in higher profits rather than in
a reserve.

It bas become unnecessary to resolve these conflicting views on a theoret-
ical basis. Under any theory, the ultimate and wital question is the reasonableness
of the rates and rates of return of the various utilities. We are now in a position
Lo satisfy ourselves that no unjust enrichment will in fact result from dizeontinu-
ation of the credits Lo reserve, and therefore we do not reach the question of how we
m.ght deal with such enrichment if it did occur. The two largest utilities affected

Southern California Zdison Company and Pacific Cas and Sleetric Company) presented
evidence at the rehearing to the effect that their present rates and rates of retam
are not unreasonable even though credits to a tax reserve be no longer made, Similar
ceterminations may be made with respect to the other companies involved on the basis

of investigation by the Commission staff. Accordingly, this case will be discontinued,

&/ Ordering Paragraph 2 was made operative as of January 1, 1960, because some
utilities, following Decision No. 59926, had discontinued deferred tax
accounting for liveralized depreciation as of that date.
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the two named companies wili be authorized to discontinue deferred tax accounting

for 1ideralized depreciation ;s of January 1,11961. and the remaining coﬁpanies will
be avthorized to make individual letter applieotions for confirmation of their present
accounting treatment of these tax reductions.

Sovthern Cnlifornia Zdison Comnamy

Tollowing Decision No. 59926 Southern California Zdison Company discontin-
ued credits to the tax reserve for liberalized depreciation as of January 1, 1960.
~n offlcer of the company testified, however, that prior to the issuance of Decision
No. 61711 the company had sdvised the Commission that, in order to recsolve the
,‘ problems which had developed with respect to liberalized depreciation, the company
| would be willing to iransfor {rom surplus to the deferred tax reserve the amount of
{ the tax reduction resulting from use of lideralized depreeiation for 1960, provided
the company were permitted by appropriate Commission action to reflect such tax sav-
ings in earnings beginning in 1961. . He added that the company would still be willing
Lo do so.
The evidence presented at the rehearing established that the company's
Tate o return for 1960, adjusted in accordance with methods currently followed by
the Commission staff (which methods we hereby find to be reasonable), was 6.43%,
‘ on the assumption that credits to the tax reserve for liberalized depreciation be
discontinued as of January 1, 1960. The estimated rate of return for 1961, simi~
larly adjusted, would be 6.35%. I the tax savings had been credited to the reserve
throughout 1960, the rate of return for 1660, similarly adjusted, would have been
5.905. The last rate of roturn found reasonable for +his company was 6.25+v. The
company's evidence was presented by sworn testimony, was subjected £0 ¢ross-examina-

tion, and has been reviewed by the Commission staff. From the evidence it appears,

5/ At the timo of the latest rate case affecting this company (see Decision No.
55703 4n Application No. 38382, October 15, 1957, 55 Cal. P.U.C. 743), the
Commission was commencing its consideration of the subject of liberalized
depreciation, and the company's tax reserves wore not deducted from rate base,
In later years, such deduction has uniformly been made, both for liberalized

. depreciation and aceelerated amortization. These deductions constitute the

' only difference between the staff methods hore found to be reasonable and the

methods used in Decision No. 55703.

b i




and we heredy rind, that the company's proposal will eliminate the pessidility of
undust enrichment as g result of its uze of lideralized depreciation in 1960. We
also find that the company's present rates and rate of return are not unreasonable
for the funture and that discontiinvance of credits to the tax regerve for liberalized
depreciation, beginning in 1061, will not result in unjust enrizhment.

Sinee the company was required to file its federal income tax return for
1960 on 3eptembver 15, 1961, it requested that we issue a decision herein by that date.

3

Ascordingly, we issued an interim opinion and order (Deeision No. 62571) on September

1961, directed solely to that company. We hereby reaffirm Decision No. 62571.

Dacifie Cas & Sleatrie Companv

Pacifiec Gas & Hlectric Company introduced evidence showing that the rate
of return for its electric department, estimated for 1961 in accordance with the staff
methods hereinabove found to be reasonable, would be 6.25% on the assummtion that no
to a reserve be made because of liberalized depreciation. The company also
out that Jollowing dssuance of Decision No. 59926, it had continued throughout
acerue to a reserve the tax suvings resulting from liberalized depreciation
and, withn Commission approval, had 4transferred its entire tax reserve for liberalized
depreciation (amounting to more than $35,000,000) to the desreciation reserve as of
December 31, 1960. The evidence also shows that sines the company's latest aporoved
rate of return was fixed at 5.?5% in 1952 it has experienced increased financing costs
and other expenses. The Commisslon allowed a rate of return of 6.25% for the com-
pany's gas department earlier this year.
We hereby [ind that the company's sresent rates and rate of return are not

unreasonsble for the future and that no unjust enrichment will result from its dis-

continuation of deferred tax accounting for lideralized depreciation as of Jamvary 1,

Commissioner iiitchell I1s at present necessarily absent in conneciion with
his dutles as President of the National Assoclation of Railroad and Utilities Commis-
sioners and therefore has not had the opportunity to read this decision. Before his

departure he reserved the ripht to file a dissent.




follows:

Lollows:

GOOD CAUSE APPZARING, it is hereby ordered that:

1. Ordering Paragraph 1 of Decision No. 61711 45 modified to wead as

That every public utility under the jurisdietion of the Commission
which now has accumulated tax reserves resulting from the use of
liberalized depreciation methods in computing federal income taxes,
except those utilitlies which prior to the date of this order havé
been authorized %o dispose of such tax reserves, may transfer the
balances in such tax reserve aceounts to depreclation reserve
accounts and report such transfers to the Commission within ten days
therealter.

"

2, Ordering Paragraph 2 of Decision No. 61711 is vacated.
I (4] p

3« Ordering Paragraph 3 of Decision No. 61711 is modified to read as

Svery public utility (other than Southern Caliternia Zdison Company

”~

and Zacific Gas & Tlectric Company) which bas transferred or pProposes
Lo transfier or carry to any surplus account any tax reductions re-
sulting from use of lineralized deprecistion shall forthwith apply

by letter to the Commission for authority to refleect such reductions




L, Ordering Paragraph 4 of Decision No. 61711 is affirmed.

5« If Pacific Gas & Blectric Company utilizes liboeralized deprecistion
in computing its federal income taxes for 1561 and subsecuent years, it need not
acerue 1o a reserve the amounts by which sald taxes are thus reduced.

6. The motions to strike testimony and exhibits relating to results of
operations are denied.

7. Case No. 6153 is discontinued.

The effective date of this order shall be twenty (20) days from the date

hereof.

e
Dated at San Francisco, California, this 2o doy of September, 1961.
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Commissioner

f Z -/'_{—/szosid?ﬁt.

Coomisalonor Foter . Mitchell. being

necessarlly absont, did not participate
in the disposition of this proceeding.




