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BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF,CALIFORNIA‘

Investigation on the Commission's

own motion into the method. to be

utilized by the Commission to

establish the proper level of - 0I1 24

income tax expense for ratemaking (Filed September 6, 1978)
purposes of public utilities and - o - |
ocher regulated entitzes.‘

(See*Deciéion 93848 for appearances-)

Additional Appearances

Donald M. Clary, Attorney at Law,: for
Southern Calzfornla Edison Company; and-
William H. Edwards, and Craig M. Buchsbaum,
Attorneys at -law, for Pacifzc Gas and Eleccric
Company, re3pondents.

FINAL ORDER

1. Introduction

In the order that imstituted this investigation we

"The determination of reasonable. allowable
ratemaking expenses for federal and: state
income taxes is a wmatter of continuing concern

to this Commission in its effort to establish
reasonable utility rates. We wish to fully
analyze certain past policies and ‘methodologies:
employed to arrive at & reasonable allowance for
test-year -income tax. expense and” co consider '
al:ernacmves.‘-ﬁ . Ll
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We listed ten specific issues tnst we expected the
parties to address. We recognized that resolutiongof these‘
specific issues would have significant.implicetions'for;such
matters a3 rate of retumn and cash £low, and. directed parties
proposing substantial changes to quantify the . resulting effect on
‘net earnings, and to submit proposals that would allow the d
utilities to remain financially'healthy. Three additional issues
were included by Administrative Law Judge's ruling.

On March. 27 1979 the Commission issued Decision (D. )
90096 for the purpose of clarifying an apparent misinterpretation
by several respondents and interested parties regarding the issues
to be enumerated in this OIT. We stated on page 1 of D. 90096

"eeothe Commission does not wish to hear. further evidence or J |
argument on decisions which we have heretofore reached with regard
to no-malization as opposed to flow-through issues.. The issues |
were not intended by the Commission o be introduced in this OII
and we affirm that such issues will not be addressed in this case.”
Accordingly, we shall not rule on any~issues which would” result in-
a change' from our current policy. | |

During the course of this proceeding the. Economic
Recovery Tax Act of 1981 (ERIAJ‘was enscted. In recognition of
ERTA's'significsnt.immediate'and‘long-ternvimplicationsgfor rate-

making, the Commission staff (Staff) requested;thet*utility_
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respondents be required to furnish information regarding impacts of
ERTA for the record in this proceeding. This matter was
bifurcated with ERIA as the subject of the first phase, leaving
.the generic ratemaking question for the second phase.

The first phase culminated in D 93848, dated
December 15, 1981. Limited rehearing of D.93848 was ordered‘by -

D. 82-024137. Rehearing was held om October 8, ‘l982;‘ By'this:

decision we' resolve<the ‘matter reheard as well as complete the :
second phase. |

. This entire matter was finally submitted following 22
days of publie hearing‘and the receipt of 74 exhibits, Evidence in
this second phase was offered by‘Staffl Southern. California Edison
Company (Edison), Pacific Gas- and Electric Company (PG&E) Southern“
California Gas Company (SoCal), San Diego Gaa &. Electric Company
(SDG&E) ,. The Pacific Telephone ‘and Telegraph Company (PT&T),
General Ielephone Company of California (General), Continental
Telephone Company (Continental) Southwest Gas Corporation
(Southwest), California-American Water Company (Cal-Am) Arthur
Andersen & Company (Andersen), Dean Witter Reynolds, Inc.;(Witter),,
First: Boston. Corporation,(First Bostom) , and Werrill Lynch White
Weld Capitol Warkets Group (Merrill Lynch). Briefs were filed by
Staff, Edisom, PG&E, SoCal SDG&E, PT&T, General Sierra Pacific
Power Company (Sierra), Continental, Andersen and the. cities of

Los- Angeles, San Diego and San Francisco (Cities)

-3’-
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II. Issues:Preeented

The-order‘instituting'thisfinvestigation'liéts the
- following issues to be considered in this proceeding;

1. Whether, for purposes of computxng estimated
test-year income tax expense, interest
expense allocated to nonutility operations, .
i.e., so-called "below-the-line" interest,
should be used as an incowme tax deduction in
arriving at the amount of the regulatory
allowance for income taxes.’

Whether expenses disallowed by the Commission“.‘
for ratemaking purposes (e.g., dues and-
donations, ete. ) should be included as income
tax. deductzons in computing. e3t£mated test-
year income tax expense. - :

Whether, for purposes of computing estimated
test-year income tax expense, the impact of
nonutility and affiliated entities: operations.
as reflected in comsolidated: income tax
returns should be considered.-~ '

Whether for purposes of calculating test—
year income tax expense, reduced: income taxeSf
resulting from the deductions for tax
purposes. of deferred energy costs should be
conszdered. | .

What 1evels of investment £ax credit should ‘be
utilized: in caleuvlating: test~year incomeutax
expense.

What differences exist- between~est1mates of
revenues. and expenses used. for ratemaking
purposes. to calculate income: tax and the-
revenues and expenses recorded and reported
on income tax returns.

szferences between deductions claimed by
utilities for ratemaking purposes and those
used on income tax returns (e.g., repeir
allowance, tree trimming allowance,
accelerated. depreciation, ete.):

b
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Differences between state and local taxes
claimed by utilities for ratemaking purposes
and those used on income tax returns (e.g.,
State Corporation Franchise Taxes).

Effect of- net. operating loss carry backs and
carry forwards and investment tax c¢redit

carry backs and carry forwards on income.
taxes actually paid.

what tax rate should be assumed when
establishing a net-to=-gross. multiplier (to
convert & net income requirement to. the’
necessary gross billing revenue increase).

Such other income tax related.issues as may
be developed by the. evidence to be presented
in this proceeding. .

The Administrative Law: Judge s ruling added the following issues-

. 1. What should: be.the.a.ppropria.te ratemaking.-
treatment of affiliate’'s income tax liabilizy -
for purposes of Gas Exploration Development
Adjustment (GEDA)  and. Energy Explorationy“

evelopment Adjustment (EEDA)? ‘ .

How should the incremetal California

franchise tax rate be used for ratemaking
purposes’_ : :

3. What is the appropriate ratemaking treatment
for income tax purposes of the inc¢lusion or
exclusion. of short-term debt from the capital
structure? Co

The- prOVIolonS“Of ERxA have rendered‘moot any further consideration'r't
of the £ifth issue recited in the origina_vorder regarding the
level of investment tax credit that should be' used in calculating

test-year income taxfexpense.
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" ITI. Discussion

- A Introduction |
| ~ The record reflects near unenimity of opinion on the part
of utility and finanecial industry parties’ regarding each of the
specific issues. Therefore, in the dlscussion that follows
individual parties wzll not be identifxed except as necessary.
- The term-"Industry;,wmll be used to identify their-consensuSn
position. | | o | |

i In the original order'we stated our.expectation'tnat the
Finance, Operations, and Legal Divisions of the Staff would fully
participate. Accordxngly, the Dzrectors of  the Finance Dzvzsion
(Boneysteeie) and the Operetions Div;sion (Devzs) each prepared‘,
extensivetestimony'and~8ubmitted'to.cross-examinatfonr A
subseduent staff reorgenizstion left’Dayis as DireCtor of‘the

Revenue Requirements D;vision, a consol dation of’ the Operations‘

and . Finance‘Divzsions. Where Davzs and Boneysteele disagree, their:ov‘

positzons are zdentifmed by name. Whexre they agree, thezr

positions are. Ldentified as: Staff positions. The Legal Divisxon
took- no: positron,on any. issue Ln the second phase of. this

xproceedzng.
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B; The Cities Position

In thelr briei Cities offer the proposition that taxes .
should not be. taken into. -account for ratemaking. 1f£ this position
were to prevail then analysis and discussion of these speci‘ic
issues would not be necessary

Cities have simply repeated the position they took: in the |
first phase of this proceeding.. In D. 93848 we considered this

matter and stated-

"We are mot inclimed to comsider such a
monumental change. in fundamental ratemaking
practices based on such a limited record. The
second phase of this proceeding is a suitable.
vehicle for San Francisco to more fully develop
its position and we. defer any judgment

ccordingly. (Mimeo P- 11 ). :

Cities chose to make.no further showing in this regard.
Accordingly, we will consider this matter no further.

C. Whether for purposes of computing estimated test-year income
tax expense, allocated to nonutility operations, i.e.,
so-called "below~the-line™ interest should be used as an income
tax deduction arriving at the. amount of the regulatory
allowance for income taxes.’

The*current practice in the development of income taxes
for rate fixing is:to exclude asva tax: deduction~the interest
expense- associated wath nonutility plant and’ investment.a By far
the greatest dollar anOunt of nonutility investment is: represented
by construction work in progress (CWIp). Such CWIP is classified
as nonutility because it is: plant that is not used and useful for fJ

utility operationsm‘
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The utility recovers this interest expenSe by
- capitalizirng the debt or interest cost via the: debt component of
the Allowance for Funds Used During Construction (AFUDC)., The
amount to be capitalized is the net amount of the interest expense;
‘after effect of income taxes, or approximately 50% of interest
expense. This method is called the "net: method "‘and is consistent“
with the Uniform System of Accounts provision that interest during‘
construction includes the "net cost...of oorrowed funds._

Exc¢luding such interest expense as a tax deduction in the
income tax calculatious for rate fixing in the test-year results in'.
the test~year income. taxes being: greater than if. calculated ou an

"as-paid" basis. However because the tax effect’ of the AFUDG is i

credited to plant, rates for future . ratepayers,will be lower'due to'
the lesser depreciation of, and return on the- net cost of borrowedi'
funds in. plant accounts. g | '  |

Two alternate methods are also discussed in the record.
One of these is the gross method " which would give the current
ratepayer the'full beuefit of the tax: deduction in the- yeax the taxhﬁ'
deduction is. taken. on- the utility s tax return and. then add.the |
full amount of interest. expense to. the capitalized asset. This has
the effect of reducing the cosc to the current ratepayer but .
increaSLng it at a later time to the future ratepayer.‘;

. , S

|t
B
!
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The other method is the "Boneysteele.gross‘method;“-‘

Under this method the‘gross AFUDC rate is used-and the allowance
for income taxes is reduced but the utility is allowed an -
'increased return on equzty 8§80 that its cash flow is not reduced.

| _ Davis and the Industry support the continued ‘use of the
net'method. Boneysteele recommends that the Commission adopt the ’
gross method adgusted to allow the hzgher return on- equity. -

Davzs approached this issue in: terms of which nethod is

more benefrclal to- the ratepayers, and found that he could not
provlde a defrnltlve answer. To- ascertaxn the cost to the ‘
ratepayers for purposes of comparlng the methods he designed a
mathematical model to compare the present worth of the alternatzyes
- - whether the lower income: taxes represented by the tax effect of
the interest expense assocmated with CWIP should. be reflected
currently on a flowed-through basis to net operatzng revenues, or
reflected as. a reductlon in utxlity plant wzth lesser depreczation
and Teturn over the life of the. plant. Based on these calculations
he concluded that - zf the present worth value to present ratepayers
is in- the  range of 10% or- more, and utilztzes under the' Rate" Case~
Plan are not expected to file rate. applrcatzons more frequently
than once’ every TWo years then the gross method of calculating

AFUDC. rates together thh the use of the AFUDC as a current 1"

deduction in income tax*calculations for rate fixing would«be'less .
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costly to the ratepayers ‘even 1f the CommissiOn'giues -
consxderatiou to the negative qualxtatxve factors of using the .
gross method by authorzzing a hlgher return on equity.. For the
purpose of this analysis, he assumes that the same’ ratepayer will
be there to‘eltherﬂbenefmt or: pay for the additlonal costs.-v‘

Davis testxfxed that "durzng the current financzal
scenario in the economy," the net method is the- appropriate method.
He bases hms opzuion on his mathematlcal model and on his
observatxon ‘that' allowed rates of return are trending upward
which, when combimed thh o»her negative qualztative factors
associated with changmng methods, would result in a h;gher cost to._‘
" the ratepayers. He also SUPPOTLS the net method because it relates
costs to the consumption of capital,. resulting in future ratepayers-‘f-
paying only their jportion of the cost.

Boneysteele dxsagrees with the*premise that such‘matterS'

as CWIP and nuclear fuel in process, of refinement are nonutzlzty

in nature. He observes that these items are classified as util;ty o

plant by the Unzform System of” Account»s He- coucludes that since
CWIP and nuclear fuel. are obviously utility property, it £ollows

that the interest associated with that property should be taken as =
. \
anyruterest deduction in determinzng.anuallowance for“;ncome Taxes.
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He‘considers'the_netfmethod to.be analogous to,normaliration of
accelerated depreciation, and subject totmany'of the saneicounter-v‘
argunents. He warns that the public realization that utilities“are,
authorized to collect through rates taxes that’ are not actually
paid has an adverse effect on the credibility of the regulatory
commission and the utilities. |

| Thc Industry vigorously supports the use: of the net - -
method. These parties point out that CWIP is not included in rate” -
base in Califernia, and therefore does not constitute a financial |
burden to the ratepayers until such facilities are put into rate “
base. They claim that the’ Boneysteele gross method would result
in current ratepayers immediately receiving the benefits of the tax
savings resulting fron the interest’ deducrion on debt used to
finance plant under construction even though such benefits occuxr
prior to the plant being put in rate base. This would mean-that
the tax benefits attributable to interest expense would be provided"
to current ratepayers who- had not assumed any of the financial .
burdens related to the new plant.‘ ‘ |

They arguexthat either zross nethod violates a

fundamental concept of tax law -- In order for a taxpayer' to deduc*:“
an expenditure or" to depreciate a capital asset in arriving at the

taxpayer s,taxable income the taxpayer must be liable for and/or
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incur the financial detriment resulting from the expenditure, or

must be the parcy bearing the financial burdens of ownership in the

asset. Thus, they conclude that either gross method is
inequitable. | | o
Industry also warns that the financial markets are '
unlikely to view the higher rate of. return recommended by
Boneysteele as a beneficial development if the higher‘returnf
replaces lost cash £low resulting from a change to the gross
method. ‘They suggest. that even if cash flow is maintained in the
short run, the finamcial markets-may require a still higher rate of;
~ return in order to account for what may be perceived as a
nethodology which could reduce the security of their investment.
Iavestors may view the higher rate of: return assocrated with a
change from the net method to- the gross method as only a temporary
| phenomena. They claim that such a perception would harm both the
ratepayer and the utility shareholders, in that the ratepayers |
would face higher rates to. pay for increased debt costs.‘*
| We are satisfied that the net method has been reasonably |
applied and that no change-is'necessary. Therefore we. provide for
the continued use of the met method.
Qur primary consideration is the matching of interest
expense with the rate base'treatment~of the investment. We agree
that the net method is consistent With the exclusion of CWIP from

rate base. If the present ratepayers do not bear the burden of

-12-- )
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financing new plant, if follows that their rates should not‘oe
lower based on.che tax coneequences of than'investment,in tew -
plant.. | - . |

This conclusion does mot depend-on,deis' presen:-worth‘
analysis, which'doeS"not distinguish Between present and futufe
ratepayers. Even if the cost to the :atepayers‘ae a whole is found
to be highef using the net method the net method more fairly |
matches the benefits and burdens as to presenc versus future
racepayers. o

We also share Induscry-s concerns regardzng the lmpact of
a shift from the net mechod to the gross method. The add;cional
rate of return allowed uszng the gross. method may appear inadequate |
to 1nvestors (and too generous to ratepayers) |

We recognzze thet the use of the net method contrzbutes 1'
to the disparity between taxes allowed and taxes paid. However |
the purpose of this proceedzng is noc necessarily to. eliminate such‘
dzsparxtzes. In this znstance the disparity'results from the
consistent applicatzon of a przncmple that we: have found to be‘zn
the publlc znterest the exclusion of CWIP from rate base._ Wewe*e“
not‘persuaded.that regulatoryucredibz Lity is’ enhanced by a- change

in“these-well—founded:oolieies;‘,-
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Whethe- expenses disallowed by the Commission for ratemaking.
purposes (e.g., dues and donations, etc. ) should be included.

as income tax deductions in computing estimated test-year
income tax expense.' X

The Commission has consistently disallowed for ratemaking
purposes such expenses as donations, dues, and contributions to
charitable social and political organizations, as well as expenses k
‘or legislative advocacy and. certainitypes of advertising.‘ There
are also other expenses that, in the course of a rate proceeding,
may be contested by Staff or by interested parties and which the , :
CommiSSion may decide to. disallow. B

" The Commission has consistently calculated income taxes-l
for *atemaking purposes based on the cost of service developed fromxu
adopted expenses which excludes the various disallowed expenses.
'This method results in. adopted income taxes higher than otherWisep

because the. disallowed expenses are not included as tax deductions.

Both the Staff and the Industry<recommend that the present practicef'

continue.- ‘

Staff- points out that since the, dues donations and
other nonrecognized expenses are not included in the revenue
requirement their- incidence cannot. fall on the ratepayer. ulfﬂ‘
Chese expenses were not incurred earnings would be Higher.r iﬁe“

,taxing authorities have chosen to mitigate the burden on the donor
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(the stockholder) by assuming half of the contribution themselves. |
Staff takes the position that this is properly a matter between the
taxpayer and the taxing,authorities which the,Commission should not‘i
intrude;;.“ “ | o | | o ‘ .

e

Staff argues that if the Commission were to include such C

expenses as a deduction in calculating taxable incone, stockholders |

- would be penalized by a reduction in their net income equal to the -
full amount of the expenditures because .they would have no H |
offsetting tax deduction. Conversely, ratepayers would benef‘t
oecause rates would reflect hoth che amount of the disallowed
expenses and’ the revenue effect of the reduced income taxes.‘
If the shareholders decided not to make the nonrecognized
'expenditures, they would be deprived of authorized net income in ani
amount equal to the tax effect of the disallowed expenses.,‘;

| Staff states ‘that this analysis should ‘also apply o -
types of expenses that are not controllab.e by utility management f
 and which the ConmisSion has disallowed for ratemaking, both a3

operating expenses and as income tax. deductions. Staff illustrates
| point with' two specific examples' tbe ratemaking treatment |
applied. 0 3, plan’ acquisition adgustment and the ratemaking
treatment applied to capital gains on utility property sold under i
threat of condemnation. Staff proposes the past practices be |

continued.
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| Staff further suggests that the dzscussion lS not

complete without consrderation of the treatment of extraordrnary
expenses that occurred prior to the test-year and which -are
lncluded as an amortlzation item in’ the adopted test-year operating‘
expenses ‘such as- abandoned project costs.‘ The cost of abandoned
projects has been reflected in the utrlrty s tax return to offset
taxable income in the year the progects were abandoned. However,
for book purposes, tne cost was amortized over a five—year period.
Tor ratemaxrng, such amortized costs’ are included in operatlng
expenses and in the rncome tax calculatzon ,allowing for cost
.recovery on a dollar-for-dollar basrs over the amortization perlod.
Staff proposes that this. treatment contrnue. |

The Industry wrtnesses unrformly teStified that expenses,
that are not allowed for ratemaking should not be used as . o
ratemaking tax deductrons.v These partres agree that since the -
ratepayers do not contribute to these. expenses the shareholders
bear the full burden. Therefore the. shareholders are. entitled'toa)
the benefit of. the lower lncome-tax resulting frow deducting. such
~tems in arrivrng at the amount of taxes o be pard. They conclude
that if the Commission drd znclude these deductions in calculating
estimated tax expense, the shareholders would suffer an unjustif

loss of net income equal to the full amount of the disallowed tax
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dednction, while the ratepayers wouldfreceivewan unjustified,
wind£all arising from rates based on tax benefits that did not
‘belong to them. . | |

- We. agree with Staff and Industry that the present methodnv‘
of treating these costs is reasonable and should be continued.g
~are persuaded that these parties have fairly weighed the competingpﬁ‘
considerations. _ ‘ | |

The term "disallow" is itself a bit misleading. which mayg”‘
contribute to any controversy over this poi nt. Ratemaking is
better understood\as a matter of comstructing an overallhreyenue_ii
requirement, based on estimates.oftreasonabIeVcostsu,than as a
;matter of disallowmng unreasonable expenses, The—Conmission
authorizes rates at the lowest reasonable level necessary to ensure
safe and adequate service. It is the responsibility of the
shareholders through their utility management to ensure that the
utility operations are. performed in a prudent and efficient manner.
thereby generating thevnet income to provide a reasonable return on‘\'
their'investment. The net: income is available for either -
distribution to . the shareholders or capital reinve tment based on
the policy of the board of" directors. The choices of disbursement
are at ‘the directors" discretion. 1f they wish ‘for whatever

reason to make disbursements for donations dues,,or contrrbutions
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to'charitable, social, and political organitations;'or to'promote
their corporate[image‘through-institutional or public relations.
advertising, the Commission should not reduce their earnings;‘.,;‘\
E. Whether, for purposes of computing estimated'test year income .

tax expense, the dimpact of nonutility and affiliated entities

operations as reflected in consolidated income tax returns
shall be considered.

W

It is the practice of the Commission in calculating the |
test-year income tax expense, to assume 2 separate return basis
conSidering solely utility operations. By making this assumption
the Commission. presumes that the utility will pay the income taxes
generated by the adopted rates. However because of a util ty_s
affiliated or nonutility operations its actual income tax
liability will be determined as one member of a consolidated tax
return. Thus, income ‘taxes collected through authorized’rates nay

| not actually be paid but may be used £o. offset tax losses of other
nonutility and affiliated members of the consolidated return.. S
The consolidated tax return‘of,thesutility«andiitsb‘

affiliates is measuredvby‘the algebraic'sumlof the7tarable"income
that each member contributes to the consolidated return.. If any

'member has. negative taxable income the taxes paid by the
consoiidated group will result in an effective tax rate less than
the statutory tax: rate. The issue that arises is whether the -
income tax rate used for ratemaking shOuld be the effective tax -
rate of the consolidated groun, instead of the statutory tax rate.‘.%

.

-18-
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Staff;witness Davis recommends continuing_thevseparate \
return calculation. He~observeslthat in a free enterprisevsystem
the credo of capitalism:is to maximize. profit. He suggests that'it -
is inconceivable that the shareholders of the consolidated group
aze willing to maintain any operation in a losing posmtion.
Rather, one should expect that action will be taken to improve'
earnings so that pest losses will be recovered. On-this\basis he'
concludes that negative income taxes of a member of a consolidated
group may be properly considered as a deferred asset to be used to
offset future tax liabilitfes that will resul- from future profits.l
I£ the CommiSSion were to allocater through the vehicle of a ‘lower
| _effective tax rate, a portion of the deferred assets of a member
’of the consolidated group, ratepayers wzll benefit through lower
rates because of the lower effective tax rate resulting from the
consolrdated return. However lf the member that-hadvearlier had
the tax loss later experiences a positive tax nosition, the amount !
of the deferred asset used to reduce utiiity rates would have to be
returned to the member through higher utility rates.

Dav;s does prov-de for an- exception to his general
. preference for the separate return‘method. Pe states that if it
'can be shown that the consolidated group- is in a permanent loss

position, then the Commission should\conSider the;impactsthath
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consolidated income taxes‘would'haue on the effective tax rate to
be used in calculating the adopted income tTaxes in setting rates.
As an example, he cites he case of Air California, and the
Westgate bankruptcy.‘ o |

Staff thness Boneysteele SUpPpPOrts the use of the
consolidated return tax data for purposes of the test-year income
tax calculation. He states that the allowance for income taxes
should be based on best eStimates of taxes‘that'will be actually”‘
paid, not on hypothetzcal fxgures nor a nonexistent circumstanoes.
He.contends that the ratemaking income tax allowance for a utilzty

that is not by itself a taxpayer should relate o, and’ be a,‘air

share of, taxes attually paid by the group faling the eonsolxdated |

‘return.v

He argues that reasonable ratemaking procedures prescribe
that a utlllty is entitled to recover in rates all’ proPer utility
expenses actually 1ncurred includxng income tax expense but no
more tHan what is reasonably expected to be anurred by a utzlzty
vin.prov dzng service to its oustomers. Any transfer of funds from
‘a public utallty to an aflexate unless zn exohange fo-‘goods or
services useful in the operations of the- utzlity, does not resultr"
in an’ expense which is necessary for its operation and should not:d_

be allowed for ratemakzng purposes._ He characterxzes such a

payment as more in the nature of a dividend ‘rom the affiliate tof\

e
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the parent. He states that to allow a utility to recover in rates =
‘an income tex expense not related to its fair share of taxes as
paid on the consolidated return would be a violation of basic

regulatory procedures.

Instead, Bomeysteele recommends that the. Commission adopt

a policy whereby a reasonable allowance for income taxes of
utilities which participate in the Filing of consolidated income
tax returns will be’ based on . the effective tax rate that the
Commission estimates wxll be actually paid- by the consolidated E
group. In order to level out years of unusual profits or losses of
uonregulated affiliates he proposes that a five-year average of
net nonregulated buszuess losses be used for developing effective ‘
htax rates. In computing the five-year average, he’ suggests that
net operating losses of the nonutility affiliates first be offset .
against the taxable income of the other nonutility affiliates, if
any. 1f there lS any remaining net operatzng loss, that residue
would then be offset against the taxahle income of the utility.rv

The Industry strongly supports the. continued use . of then;
separate return method. These parties unanimously agree that the.
separate return method ‘airly and reasonably determines the -
utxlity s tax expense for ratemaking purposes, while the ef fective‘
tax rate approach would unjustly and unreasonably pass without

~ compensation tax benefits‘which helongwtOvshareholders,
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The Industry position 1s that a.conSolidated income?tax"‘e
return is essentiaily the combination of separate‘company‘tax‘
returns. Filing a consolidated'tax return does“not ordinarily
provide anyvtax,sawingS‘that are not equally avaiiable oyefiiing
separate returns. The"taxvliaodlity for utiiity'onerationswishthe.
same whether a consolidated Teturn. or separate returns are leed. -
This tax liabzlity is computed by applytng the statutory rate ”;‘
provided in: the rnternal Revenue Code to the taxable anome of the |
-utzlxty operat;ons and subtracting allowable tax cred;ts. Thzs
statutory rate is the same whether the utllaty files separately or‘
as a member of a consoltdated return. Furthermore “the utxlxty :
taxable income and resultzng tax. lzabtlzty is. the same whether ther;e
utxlzty files separately or is ineluded ln a consolidated return.
Any utilzty positive tax lzabrlmty is not. reduced by any nonutilzty~
negative tax liability. 1f the utility joins in the filing of &
consolidated tax return, that consolidated return is used to net “
positzve and negatzve tax lzabilztxes of  the varzous oonpanies A

comprzsing the consolidared group. The clearing of a negative |
nonutzlity tax liabilicy- agatnst ‘a poszttve utxlity tax l.abilzty

does not. elzminate or reduce the utxlity tax: lrability. .‘in
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Industry'argues that'ratepayers would“receive'afwindfall'v
using the consolidated Teturn method because a regulatory policy
whick employs a consolidated effective tax rate whenever it is less-
than the statutory tax rate results in permanently assigning to
current ratepayers the tax benefits associated with certain utilityu
and nonutility costs, even though the ratepayer had no interest in .
. paying for the nuch larger associated cost and risk borne by the
shareholder or affiliate which created the tax benefit.‘ The
shareholders or affiliates absorb the cost and the ratepayers |
receive the related tax benefit. Industry points out that if the |
consolida ed effective tax‘rate were used, utility rates would be
reduced by 100% of the tax: benefits of nonutility tax losses.

These tax losses are attributable to nonutility tax: deductions
arising out of nonutility operations. The expenses which created
the. nonutility tax deductions were paid by the shareholder or
affiliate and- are not recoverable from the ratepayers. - | |

Industry states that the use of a consolidated effective
tax rate, whenever it is less tham the statutory tax rate would
result in arbitrary and capricious utility rates, as amOunts ‘_ |
charged ratepayers would: depend upon the results of operations of a
utility s nonutility affil*’ates. Industry states ‘that’ ra.tes would.
£0 down when the nonutility affiliates as a group incur tax losses

and increase when. the nonutility group shifts from losses to

N

!
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profics. It concludes that suth a connection between utiJity ratesﬁ
and nonutilicy affiliates profits or loss operatioms is not logical}f-
and would lead to arb-trary and- capricious results for both current_'
and future ratepayers. | | o |
Industry further argues that the use of a consolidated
tax rate would,amountnto-confiscation in that it permanently‘

assigns to ratepayers-the entire benefit emanatingvfrom nonutility

tax7losses. Tax losses are assets in that they ordinarily provide Ev‘-

an immediate or near term cash benefrt. These. assets belong to the
shareholders who bore the expenses which created the tax loss, and
thus, are entitled to- the related tax benefit. Any-reduetion in.
rates on tax benefits aceruing from nonutility tax losses is‘

'equivalent to the regulatory commission. naking a gife’ of a

shareholder asset to the ratepayers and constitutes confiscation of‘ L

shareholder property. . Moreover if£ a regulatory commission reducesv
rates to reflect the tax benefit of the nonutility tax losses, the )
results would be to penalize the shareholders for attempting to P |
realize tax loss benefits through a-consolidated tax returnt To
lower a -utility's tax expense in its cost of servrce as a’ result of
‘nonutzlity cax losses that could have been carrred back or forward |
by the nonutility affiliates in a separate return deprives the
nonutility group ofnvaluable_property rights belonging;to”these“

companies..
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We are convinced that:the‘separate return"method‘is the
more reasonable basis for calculating test-year income tax . expense.
Therefore we provide for no change from the present practice.

we are satisfied that Industry has fairly stated theA
rationale for the separateﬁreturn period. We see no public
~interest that is~served-b§ naking utility rates a functionﬁof‘_
profits or losses'in,nonutility.affiliates, as would result-from
the consolidated return method. Furtnerp ue‘are'persuaded’that{a
tax loss is an asset that‘would‘be taken eitner'withoutn
compensation andiwithout duefprocessgofglaw; or with compensation

T

but for no useful purpose. . ‘ S '_ oo
The consolzdated return method would|cause utrlity rates
to rise or f£all- anersely from affiliate earnings. Rates could |
rise simply because of the tax accounting choices of the parent
corporatzon. Reasonlng through thls propositlon one would £ind an
frrmatxve duty on the part of the Commxssxon to examine the

reasonableness of the parent corporation’ s decisrons that have an

effect on the tax positzon of the nonutzlity aflemates because of

the meact'on-the cost of servzce-of the~utnlztv affiliatesawaince'“

‘every decision of the parent affects the tax: posxtion we: would be

greatly expandrng the scope of our oversxght. The only ef‘ective

solution would be to preclude the utility from being opera.ed ‘as an't‘

aflelated company,_which if within ouxr jurrsdxction would srill

only restore the separate return method. .

-25-
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If the utility cost of service is reduced by a nonutility i
tax loss, then a taking has occurred. If the utilicy cost of |
sexvice is later increased by the recognition of the deferred asset
value ¢f the tax loss when the nonutllity affxliate is profitable
then there is compensation for the takzng. But merely because this
method may be lawful does not render the practzce fair ox wise.

Such treatment stzll makes present utility rates a
function of affilzate operations a result that has already been
found unreasonable.' It also introduces an element of
discrimination between present and future ratepayers sincelrates
wmll be lower or hzgher dependxng on when tax losses occur and whenvz
- recovery of the deferred asset is recognzzed We.. see no publxc
interest that is served by ‘such dlscrimination that is not even
related to utzlrty operatrons. |

| In this and- other instances mn this deciszon we address
general principles and adopt zethods that correspond with our:

policy judgments. We: do not intend to foreclose conszderation of -
| extraordznary solutzons to extraordznary problems and- will consrder
ale ernstlves in approprite circtnstances. The Air Caleornra-a

Westgate: sxtuatlon mlght Have been such e case. The burden o‘ .

provrng thet an exception should be made is on the proponent.,pu
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~ Whether, for purposes of caleculating test-year income tax
expenses, reduced income taxes resulting from the deduction

for the tax purposes of deferred energy costs should be
consrdered.

Test-year results of operations are: based on "zero base

energy rates for revenue and "zero base" cosT: of energy includcd in

operatxng expenses. The rationale for thzs approach is that energyhr

costs are recovered through offset ratemaklng procedures that
anlude balanczng accounts. ‘ | | |
B Ihe problem, as it concerns income taxes arlsesiwhen L

there lS a substanttal over-or undercollection at the end of a
taxable"perrod. The Commission requzres that over-or under-
collectzons be deferred on. the books of the utrlitles whereas the
Internal Revenue Servmce (IRS) requires that as a general rule, |
the amount of any deductton or eredit shall be taken rn the taxableff!
vear as determzned by ‘the method of accounting,employed. .
Consequently, for income tax purposes che over-or undercollectrons
caunnot be deferred but rather Tust be conszdered in deternxning
taxable xncome.' Ihe result is that in a perzod where there is an

overcollectton - actual income taxes wmll be hrgher than boor and
when there is-an undercollectzon actual income taxes wrll be lower V

thanpboos.'
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Staff and Industry agree that the nature of these
-adgustment procedures is such that periods of overcollection will
be followed by periods of undercollection 50 that results will tend"
to level out between periods. While it may reasonably be assumed
that every taxable period wxll show either an over-orfunder-‘
collection of revenue any imbalance will be correctedHin

, subsequent periods 80 that ratepayers and utilities are both
adequately protected. | : | l (e
| Since the initiation of this proceeding we have twice

changed the Energy Cost’ AdJustment Clause (ECAC) procedures to '

introduce more: risk into the. recovery of fuel COSTS. Thus éﬁ.‘
absolute dollar-for-dollar recovery of reasonable fuel costs is no
longer assured. We' see nothing about these changes that detracts |
from the posxtion supported by Staff and Industry and see no basis
for any change from the present method of treatidg energy costs forp\'

income tax purposes. - i

'G. What levels. of investment tax credit . should be utilized in e
caleulating test-year income tax expense? -

In the interinm opinion (D. 93848) we' recognized that ERTA .
"equires that investment tax credits be normalized. Thus this
issue is moot except o the extent 4t relates to the rehearing of

‘ D 93848, which is discassed below.
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-What differences exist between estimates of revenues and
expenses used for ratemaking purposes to calculate. income

tax and the revenues and expenses recorded and reported on
income tax returns?

Under the Rate Case Plan general rate case decisions for_
major utilities are based on a future testpperiod 'relying'on
estimates of operating results made prior ko the test-period. It
is highly improbable the recorded amounts experienced n the
calendar year will be" exactly equal o .he amounts adopted in the
decision for operating revenue operating prenses ,rncome taxes, |
other taxes, and rate base. This is also true for the estimate ofv
the tax deductions used: to calculate the~aquted income taxes

included-in the adopted . results. Thus, lt occurs that the

.‘s‘

difference between income taxes adopted and” income’taxes paid
results partly from these differences between test-year estimates
and recorded results.- |

raff and Industry agree that °uch differences are‘
inherent in the use of future test periods for ratemaking. Ihey
warn that differences in~income-taxes/between‘estimated‘and'actual
cannot be isolated'from-otner factors in-determining whethervan |
adjustuent should be- made to the test-year estimate. Anv review ofvf
differences would. have to include the effects of differences of all
estimates for revenues operating expenses income taxes and return
on investment. Any prospective adjustment based on pasr over-

"or'underestimates would have to,take.into.consideration~theu

=29
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overall effect of the differences-for sll”components‘of the test-
year. Under'these”circumstanoes parties recommend nO-changevin the
present ratemaxing procedure.l

The only exception is that Staff witness Davis does
recommend that utilities be ordered to. submit to the Commission for‘
our approval accounting and ratemaking ad;ustments for the
treatment of reduced test-year income taxes resulting ‘rom ohanges
‘in regulations, where IRS regulat:.ons allow the taxpayer o a.mend
its. prior returns to claim recovery of taxes resulting from changes
in tax regulations where one of these amended returns is for
test-year on which rates were authorized, so that the Commission .
‘may decide what rate adjustment (if an;) snould be made.' His
rationale is that if the new regulations had been in effect at the
time of the test-year (and the amended return can be construed as
such), the income taxes and therefore the adopted rates would have
reflected the revised levels of income taxvexpense. |

Since income taxes. are derived reszdually, we. agree that
individual: factors should not. be isolated for purposes of comparing |
estimated -and. recorded\results. Obvxously, if the utility earnings

re substantially less than authorized then a comparison of

estimated and actual income taxes is misleading.
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Moreover, an across~the-board compsrison of'estimated'and-'
- recorded results is not useful for any purpose other'than‘
informational, because it is comnsistent with test-year ratemakzng.
Taken to their logical ﬂonclusion, post test-year adjustments lead
to a guaranteed rate of return. Thus, we have limited such |
adgustments to narrowly defined purposes such as adjustments o
revenue to reflect devrations in sales. | '

We agree that changes in tax laws may be taken into
account in ratemakzng, but we declzne to go so far as proposed by
Davis to requzre utilities to' submit adjustments reflecting
reductions in taxes. As a general proposxtlon we: observe that o
changes in tax lLaws may increase as well as reduce tax lLabilitres
so that fatrness would require that any procedure would allow for -
recogn.tion in either drrection. Further it may be lrkely that
such changes would be Lnsubstantial {n themselves or offsetting
among-themselvest so;that-no action would be necessary. Therefore,“d
we choose to limit the exercise of our discretion‘invthxs regard‘to-»
changes that appear permanent and substantxal and- leave to
Lnterested partles the burden of filing apprOpriatewpleadings when R

change in the tax laws suggest that change in rates is frf”

necessary.
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Differences between deductions claimed by utilities for
ratemaking purposes and those used on income tax returns
(e.g., repair allowances, t*ee-trimming allowance
accelerated depreciation, ete.).

The tax laws either permit or'require reporting
procedures that’ differ significantly from those required by ‘either
generally accepted accoun ing principles or the applicable uniform‘
system. of accounts. These differences are usually in the form of ]
timing differences which permit or require taxpayers to recognize
expenses earlier- than is’ generally allowed under generally accepted'

_accounting principles. There are a number of overhead type
expenses. ‘that are capitalized on the utility s books as part of theﬁ
cost of property, but ‘are deducted currently for income tax
pu*poses such a pension costs, sales tax, use tax oayroll tax
social security tax, the cost of removal and repair allowance.
Other items that are capitalized for book purposes but tanen for
tax purposes on' a current, basis also include property taxes,‘ .
administrative and general expenses (in some cases) and
unemployment taxes. The practice has been to flow-through some of

_these Tax benefitsrto present ratepayers in the form of lowerv

| income tax. expense.
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B . Industry contends tha%, rather than .flowin‘g.'t‘:h;"édgh 211 tax
benefits resulting Zrom such tax-timing differences to current
ratepayers, the Commission should édopt cémprehensive inté*period wax

‘allocation so that the tax benefit is shared by both curr en*'and |
Zuture ratepayers, by prov‘ding the tax reduction resul ing ’rom the
tax deductior to the future ratepayer while provid*ng\the-cu en*
ratepeyer with the time wvalue of that tax bene it by *educing |
base by the amount‘of]de’éFred'*axeSa' Indust"y cla*ms vna* because
the deferred taxes resuliting from this iz terperiod matcning are Lsed
so. *e&uce rave base, the current rat epayer real:zeS‘ duced one*a ing -
expense "aad reduced capzta- costs in the forz of‘"educed :eturn,' :
recuiremen -esu’t~ng pibg om “he rate base 'educvién.1 J*en*tae o
in e*pe od timing aif e*ence arises from 2 cos* cap alized ’or book f
purnoses,' 2is procedu.e produces the sanme resu’t as- i’ the tax _
benefit wereuused a8 a direct credit aga*ns* the p ant cos* of th,
asset g-ving rise 4o <he *ax de’er-al. nduu«ry gues\una* 4% .

, interests of currs _v_a“d,_u e *atepay Te Iro

: v&e‘:r_oa,.-si ce ea.é'.."'d'e*‘v‘és she tax bene fi‘:. .ﬂSu‘.’.‘:

| expe ises ineluded in satess S o S
| ;_“duqt'y cites otaer bere its that"i* c“a*ﬁs'wéu;d‘be~“
ack evpd by -ecognzzing these zatters as t' ng. dsze*ences,
dea-in* with *hese deduc Zons 2s currenty exmenses ..o"»_..comp
caleunlations. ,“ese include the ‘o*lcw‘ng-'

ted by thisf

-h
ve
irg fro: .aqse

1. Iz the long run, usuome";'atﬂs should e
lower,,becau°e future cost se*v”ce wou’d
not be durdened with prior yea.s costs which.
have bﬂen deferred %o customers of <he' '
Py s ' .

hw% . .

-nvosuo~‘va”“a iom 02 Californiz wtilizies
worlé. he *ovnd vecause:

2. Util;ties would be Tollowing %he
accounting followed by all
1onregu’a*od business enterprises
wivth whom wney zust competle Zor
Cup.. ey -" B .
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Internal cash flow and interest -
coverage ratios would be improved,
thusg regquiring less outside
financing.

Because u*iiity rates shou’d ve
lower in the long run, the utility

has' a better cpporttnity t0 service
ané recover i{ts debt and equity.

The utility and itz customerns would

be better protect ced should the tax

Laws be rTevised to reduce or remove
. exis*ing_,ax benefits. '

Regarding chunges in tax laws, Indust*y po_nts +0. the eractzent of
- ERTA with its “anda.o*y norzalization :equ enetts, leaving
ta_,r raia uvilities with a lar ge'amount £ def taxes _ated <0
accelerated depreciatior (in excess of book) brev*ousry ’lowed-‘
*nrougs to -auepaye's-\ Industcy rgues future Tax changes Dotz d
elininate some of he othe' timrng d;f’erences,,or may *eauire‘,
ol rn‘lisation s lar <o the way that R”A af’ec*ed dep ec*a*io_.
.-..dus*::'y war "ha" the failure ccg:: ze now that. these a:‘e‘
| vizin diffe“e 1ces _whicn zay 2ot e avai’aa_-._n-.“-,‘uvu*e cot
*eace zcant n*oorems ’o-~uali‘o*n_a utillt~e°3' Shc1 cha“ges
s"ot_d occu | | SRR |

The arguments o‘ Industry are szm;lar Lo the

<arguments that were made in connectron with the nghe of
nermalizing or ‘lowxng through the tax menefits of |
investment tax credits. and accelerated deprec;atzon.
With the enactment of ERTA, Congress ‘has decided that
issue in favor of nozmal;zat;on.‘ The aftere fects of
the rormal;zatron requlred by ERTA, however, are still.
reverberating through Caleorn;a s ut;lxt;es and ratepayers.
We prefer to have a bets er opportunrty to. assess the effects

£ ERTA ﬁormalxzatlon on’ our regurated zndustrzes before
adoptmng the add;tzonal worﬁalxzatzon requtrements advocated
by Iadustry. For the pres ent, we will contznue our current

poltcy regarding flow-through treatment of tzm;ng dszerenceSj
consistent with . applzcable tax, law. I
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J. Differences between state and local taxes claimed by utilities
for ratemaking purposes and those used on income tax returns
(e g., State Cornoratxon Franchise Taxes).

The state zncome tax deducczon for federal cax purposeé
is che amount of tax paid in the prxor year. The state tax
deduction compuced fo* ratemaking purposes has been basod on ‘the

"r-ent -es.—year. In the'case of ad valorem..axes, a uuilx-v mav
deduct in ‘the current year the full agount. of adjvalo:gmftaxes‘due';
on proPertv held as of %arch 1st, even tﬁough oné-hélfféf“ché-  |

- amount is not payable untzl the followzng year. :or ratemag ng
purposgs utllzuzes record the ad valoren .axes actuallv payable in
the current yeaf.' Thefe prac,ices *esu;t n some i‘ferences
,betwéeq‘taxés paid and uesc-yea: zncome Tax oxpevse for *a:emaaiﬁg
ppfpoées.“‘f o ‘."‘ . ‘v, o ,ﬁ‘ .”',‘ I f;"ﬂ -
|  Alchough seferal'al:ernaciVe methods.df akiﬂg -"ese
caleulations are'discussed neither staff nor,ény ocher;pa:;yu
recommeads a change from the presenu pracuxce siaée chév belieVe

that the presenc pract ce y~elds a 'easonable *esui’ ove— cime.

Under these czrcumscances we see 10 basis for a cnange.
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’

K. Effect of net oPerating loss carry backs and’ carry forwards and
investment tax credit carry backs and carry forwards on income -
taxes actually: paid. '

Neither carry backs nor carry forwards have been
considered in calculating the appropriate test-year income tax
expense. Staff witness Davis recommends continuing the present
practice, while Staff Witness Boneysceele recommends that the
effects of carry backs and carry. forwards be considered in the
determination of test-year allowances for income taxes.f Industry
SUpPPOTTts. Davis position.' _ ,

Davis states that considering tax’ losses in determining
tax expense amounts to "double Jeopardy“ for the utility
shareholder. He points out that the Commission in previous rate
decisions allowed income taxes associated with the authorized
return on equity, which included tax deductions as’ well as‘
investment tax credit attributable to the test-year.p If"for'
whatever reason, the utility is not able to earn its return an
operating loss 3y result with possible negative taxable income.l
If the Commission then uses.this tax loss to offset income ‘taxes
for future rates, the stockholders Will be Einancing lower rates
for ‘uture ratepayers.‘ Then if at some future period the utility
is in a tax pOSition, it will not have the deferred tax credit To
offset the current tax liability because the credit was used |

previously to reduce rates. :
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Boneysteele states that this issue is directly related to
the question of consolidated returns inm which nonutility affiliates
incur losses, which is discussed above. However, he observes that |
utilities £iling separate‘returns nay also-incurYnetoperatinéf
losses for tax purposes. His original recommendation\was that‘in‘
either case carry ‘forwards should be considered in the tax |
caleculation. However, under cross-examination ‘he revxsed his‘
position to provide that if the tax loss was a stralghtforward loss‘
that reflects the results of operations, then he would not take |
that’ operating loss and reflect it as a carry forward in the future 3
test-year. However, if it is a loss that resulted from differences
other than the results of operations. he would recommend that it be
carxried forward so that the ratepayers would not contribute €0 ¢
taxes that had never been paid. |

Industry contends that Boneysteele s position is contrary '
to the basic eqtities inherent in such crrcumstances and would
shift a tax benefit that clearly belongs to the utility and its
shareholders to the ratepayers. Industry argues that the level of
test-year income. tax should be based. on taxes- that wrll resul* from
what the Commission deternines: to be.the proper level of the cost '
o< operations, rncluding the authorized return for the test-year.rl

If the level of taxes is reduced to reflect abnormal conditions

such as carry backs or carry forwards then the level of taxes will
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be- deficient in relation to the test-year resulting ﬁn a shortfallf
in rate of return. If in a year prior to the,test-year the utilityf‘
incurred a net operating loss for tax purposes, its e%penses . |
exceeded its income im that earlier year. Either a prior test-year
took inteo account the net Operating loss in computing rates. or the
ut;lzty incurred an unexpected loss. Industry argues that ezther
the loss has already been considered in & prior test-year or
recognitzon of the loss would reduce. unfairly the- utility s actual
tax expense in the current year on account of unanticipated actual;
losses in years prlor to the test—year. o

We agree that the practice of excluding carry backs and
carry forwards from the test-year calculatxon of" income taxes ds
well-founded and should continue.‘ Therefore we adopt the positionv'
taken by Davis and Industry. : , - | ,’" "\ f j

Ihe‘quest;on.as'xt relates toiconsoiidated'returns i;“
subsumed in the ‘discussion of that issue Ln Part III D. above.! We
find nothing unique about carry backs and forwards that requires
separate consaderation of this issue apart from our” treatment or“‘
consolmdated returns generally.- Therefore we contlnterto exclude

| nonutzlzty carry backs and carry forwards from the income tax

calculation.
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1

| There may be any number of reasons why a utzlity would be
in a carry back or carry forward position at the time of 2 rate.
case. However, in any case the loss must fall Lnto either of thef '
categorzes described by Industry.‘ If the deductions or credxts
have been previously takenrxnto account in settlng rates, then it |
would be wnfair to take them into account again.y If the deductzons:
or credxts ‘have not been previously: taken into account in settxng
rates, it would be . unfair o allow the. ratepayers to enJoy the
"benefl ts of lower tax expense when they have not borne the burden
'of the associated cOstS. - We find that the practlce of’ excluding
carry backs and carry forwards from the test-year income tax.
calculatzon reasonably matches beneflts and burdens and should be
contznued. To do otherwxse would be to intrude znto the area
resexrved for management. A tax loss may be the result of timrng
chozces that a utxlity makes under the ta? laws.‘ If carry backs
and carry forwards are ‘lost to shareholders,‘management may make
chozces that reflect ratemaking rather than accounting
conszderatzons, zn order to maxzmize return., In turn we would be

oollged to examane management s choices on behalf of ratepayers..

- We would be movxng beyond regulatxon Lnto matters that are between

the taxpayer and the IRS.,
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i
i
i

L. What tax rate should be assumed when establishing a
netc-to-gross multipliex (to convert a net income requirement '
to the necessary gross billing revenue increasg)’

Projected return deficiencies at existing rates must be
~ .grossed-up by & net-to-gross multiplier to develop additional
iwrevenue requirements because of the increase in revenues required .
To yield a speCified net. operating income subject to taxes.z Staff
‘and Industry agree that the proper rax rates to be used in' |
'establishing the net-to—gross multiplier are the statutory income
‘tax rate for federal taxes for all utilities, and the statutory
rate for the California State :ranchise Taxvfor utilities whose
operations are entirely in California. For those operating within
and Without the state, the allocation procedure under the unitary
tax concept must; be considered.. This circumstance requires special
'analySis and conSideration on a conpany-by-company basis."

Ve accept this consensus as dispositive of this issue.

M. What should be the ‘appropriate ratemaking treatment of
affiliate s income tax liabilitv for;purposes of GEDA or n?DA’

GEDA. and EEDA mechanisms were established by the |
Commission to encourage California utilities .£0" explore for and
develop zas and energy reserves. The. programs are administered
through subsidiaries or affiliates of: varfous California utilities
and are subject to Commission regulation."‘ | |

Under GEDA. and EEDA the utility advances funds to its
subsidiary or affiliate_ The funds are obtained from the utility s

"

-38-"
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‘shareholders and debt”holders.‘ The utility is allowed"to eam 2
rate of return on its net unrecovered investment in qualified
projects equal to the current ‘rate of return on rate base
authorized for the utility.f' | d“ | o
When establishing GEDA or EEDA rates the Commlssion has |
treated the subsxdiary s or affiliate s tax liability on a’ separate .
return basis, using the statutory rate for federal and state taxes.,v
' The rate base to which the allowed rate of return is applied is the -
amount of net funds advanced by the utility to fund the operations' -
authorized on GBDA,and'EEpA.proJects, reduced by-the‘deferreddtax o
reseves. o L | B d |
lndustry reconmends that these.practicesocontinuet‘ Staff
takes no- position. | | I | |
We are satisfied that the present method of treating GEDA-‘
and EEDA related income tax liability is consis-ent with the
principles adopted in this decision and is reasonable..

Y. How should” the incremental California franchise tax rate be
used for ratemaking purposes?

“he CommiSSion presently uses: the. statutoryfrate to‘
determine -the' ratemaking California Franchise Tax expense (CCF“)
expense for those utili ies operating excluSively within
California. For those utilities which have multi-state Operations‘
or participate in the filing of a combined report with parent oz

affiliated companies the unitary method is used-. The unitary

=39
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method is p“edxcatcd upon’ an allocatxon of Calzfornia Operations to
outside Caleornla operatlons.: The Commzsslon determines the f
ratemaking CCFT expense at present rates uszng the utllity s
effectzve tax rete and at proposed rates uslng antincremental rate..
The: zncremcntal rate is. used in developlng the net-to-gross
.mul 1pller.-~ | |

Staff thness Davis supported the contznuatxon of the
Commisszon s present policy. Industry generally;respondedgthat(the
Statutory rate be used with appropriate allocatlon‘of lncome*from 2
outsrde Caleornza to California approxlmat;ng allocation of
Calzfornxa xncome to taxmng Jurxsdzctxons outsxdc the state.p*

We adOpt the poslsxon taken by Devxs.
0. What is the appropriate ratemaklng treatment for income tax

purposes of the - inclus;on or exclusion of short-term debt from;
the eepxtal structure°

Present ratemakznp polxcy excludes short-term deot from
the capital structure used o determine xate base. Consistent wzth

‘that treatment, short term debe is also excluded from .he

determinatzon of lncome tax for general ratemakzng, reflectlnﬂ the

prlncxple that costs and benefzts should be matched.~
Industry supports thxs prznclplc and accepts ltS . |
application in exther case -- whether short term debt is included

Ln or excluded from the ~capital structure.“ Staff offersrno

conment.
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We f£ind this matching principle consistent with other s

positions adopted in this decision and will continue to ‘apply it.

P. The Crossover Problem

- The Internal Revenue Code permits the taxpayer to not
only depreciate,an,asset‘over a shorter life. than that used for
book depreciation,-putralso to accelerate the timing of the .
depreciation deduction through liberaiized tar depreciation‘methods.
When an accelerated*nethod is used, tax”depreciationion.a’specific T
asset or group of. assets is highest in the initial year and :
Steadily decreases throughout the life. | e |

In California in the past most utilities have immediately i
flowed through the cax benefits-resulting from accelerated 7
depreciat on tax methods. Ihe steadily decreaszng.tax depreciation :
of a group of assets was offset by additional tax depreciation ] |
deductions ariSing from new plant additions.’ Utilities will no
longer. be allowed to immediately flow—through the current tax
| benefits £rom accelerated tax depreciation on post-1980 property
additions because ERTA provisions require. that for post-1980
property additions the. timing difference between tax depreciation
and the amount computed by us*ng book depreciation rates times
tne tax baSis of the property be normalized.~ Thus, the accelerated o
portion of the depreciation on assets subject to ERTA is not
available to shelter preViously flowed-through tai benefits as the

_crossover point is reached on pre-1981 assets- ("Crossover" in -

-41-=
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this context refers to thelsituation where-book;depreciation'on an
individual vintage of property becomes greater than'tax‘
depreciatxon on. that _same vintage of prOperty ) | | »

There is a large amount of deferred taxes related to
accelerated depreciation (in'excess of book) that has been flowed
through to ratepayers in ‘California. This accumulated amount of
previously flowed-through beneflts nust be recovered over the .
remaxnlng life of the pre-1981 assets. Unless sone other approach co
is adopted, utilzty rates will rise every year simply to recover

.thrs accumulated deficiency untzl the amount of frow-through tax
benefzts is fully recovered. R

Staff wmtness Prett: orxgrnally proposed lettlng the
crossover. occur. naturally for property accounted for on: & flow-
through method by. equaliz;ng the remainzng tax depreciation on ,l
‘low-through property, but only after the crossover poznt is
reached and then only over such property s remaining zax life- ,‘ |
however as Industry poxnts out book lzfe is almost always longer‘-
than tax life, and Prettz s approach,would not. leave_any tax- '7
deorecration for the portron of book Life. left remaining after the,
-ar life is finished. Thus ratepayers in that period would not
receive any of the tax deprecxatzon benefits even though they will.ﬂ
be | payrng for book deprecration. After cross-examlnatzon and |
further consrderatzon Prettr rndrcated that the crossover question

should be nandled on a case-by-case baszs.

;42;Lf
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Industry witnesses have‘advsneed'somewﬁat different :
proposals for the immediate levelization of the remaining tax
"depreciation benefits for property additions previously on flow-
through so that the impact of book depreciation exceeding tax
depreczation and the cor*esponding two-for-one collection problem,‘
can bde equalized among future ratepayers.- In recognition of their Y
dif ferent pr0posals and’ their different czrcumstances, several
Industry parties JOlned with Pretti in *ecommending that a
case-by-case approach be adopted. | |
| In such ¢ircunstances. we are persuaded that a

case—by-case approach is. necessary in order to recognize the

differences among the utilities, and we adopt this policy in this

proceeding.
IV. Rehearing
As stated above rehearing was granted by D. 82 02~ 131
" dated February 17 1983 limited to:

Y

.o receipt of evxdence and argument. on the
issue of whether current ratemaking procedures
provide. an adequate method of reflecting the
nuances. of normalization so. that use of the AAA :
and AA methods’ is not required.;; | o

for purposes'of ERTA. Following one additionsl dsy'of hearing iu
which staff witness Pretti testified the matter was submitted

bssed on oral argument by Cities and written oriefs by several

Industry‘psrties.g'lgv
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In D.93848 we foﬁndzthat the AAA,énd:AA ﬁethé&s weré |
devised to respond to cir¢um$:ances that no iéngé: pre%éfl_and;ﬁhaﬁ'-
existingvratemaking.prd¢edures allow‘forédeduaté.:ecognicioﬁ of |
the nuances of normalization so @hat these'ﬁor§‘specialiéédeethdds 
are not presently required.. Thus, we conclﬁ&ed{thétacdﬁventioﬁal,' o
normalization should be applied. Updn,fehe#riﬁé ?rétciﬁﬁéétifiéd_,’
as follows: : SR o | |

"It is quite clear that the Commission's current -
ratemaking procedures have changed significantly .
since the AAA and AA methods were' originally -
adopted in 1977; no longer. are items held
constant from year-to-year. The circumstances
at the time D.87838 was issued were. such.that the
AAA and AA methods represented a fair and
reasonable method of normalization, recognizing
the increase in tax benefits realized during the
four-year span between general rate cases with
cost of service held constant. With the advent.
of the policy of having genmeral rate cases for -
major utilities every two years together with
attrition allowances for the year subsequent to
the test-year, the Commission has in effect,
instituted a form Of annual ratemaking. This
form of-annual’racemaking.reco% izes changes not
only in the elements of cost oI service and rate
base, but also the changes in the deferred. tax
reserve resulting from ACRS and. ITC, and in the:
case of Opticu 2, the. change in the unamortized..
ITC.  In fact, since the AA method recognized-the
changes relating to ITC on am-annual’ basis:; there: -
is. no -d{fference with the Commission's. current .
procedures. L e

)




OII 24 ALT/JDP/WPSC

"In addition current procedures nore accurately
reflect increases in- the deferred tax reserve
since they are made yearly, whereas, the AAA.
method utilizes estimates based on a four-year
period.  Therefore, both ratepayers and the
companies are better- protected in the event:. that
actual. plant additions differ sxgnificantly from
esczmates. , s

Based on a study that compares the dszerence in ‘the

ratemaexng effects between the use of conventional normalizatxon

i

and the AAA and AA methods using current procedures pretti

concluded-

B}

"The AAA.and AA methods were adopted by the
Commission with the. intent of reflecting the
tax savings realized by utilities in ‘rates:
charged to. customers,.consistent with tax -
regulations. At thet time the average time
interval between rate cases was. apgroxinately
four years.  If the time interval between rate
cases was other than four years, it is ay
opinion. that- the Commission would have selected
a period within which an average would be:
computed consistent Wlth actuel - experience.,

"The Commxssion 5 current procedures accomplishes
the goals' of the AAA method to a much greatexr
degree of accuracy because all elements used in
determining rates are reviewed on an. annual
basis. While the AAA method.was a reasonable and
valid method of normalization, it has. become
outmoded:in'the-current,regulatory,environuent.:

"1t is my recommendation that the Commission
continue £o- use conventional normalization in
determining fair and reasonable rates. Under
current procedures, conventional normalization
more accurately reflects actual conditions, and
offers both the ratepayers and the utilities
better protection against unforeseen changes.,‘.
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Industry agrees with Pretti and strongly supports our
original findings and concluSion in this regard.“ | |

Cities argue that the question of which normalization
method to use should be based on the individual circumstance of_:
each utility-at the time" Of‘itslrate case. Cities suggest that
ratemaking procedures may change as conditions change and that it
is unnecessary and erroneous for the Commission o adopt a general,
policy in such- circumstances. Ihey conclude that the matter should-
 be Simply deferred from: ‘this generic proceeding,to individual
' general rate cases. | , |
Industry warns that even the: p“ospect that the AAA and AA[

nethods would be applied would impose a significant detriment to

| the financial stabiiity of California utilities. Industry argues
that there is a Significant risk that AAA and AA do not" meet the'
statutory normalization requirements .and points to a substantial
body of material-in‘support of that propoSition., If ineligioility.-
were to occur Industry warns that the result would be devastating .
To utilities and. their ratepayers.‘ o

we affirm~our original decision. While wetagree that the:'
enactment of ERIA did not affect the lawfulness of AAA and AA
'find no basis for even considering tHeir further application in
light of Pretti's unrebutted testimony that changed circumstances

\

no longer warrant their use.e We are persuaded that conventional

normalization techniques are: appropriate in. the current context. o

P
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The only reason for continuzng zo assert the usefulness

of AAA and AA would be a percexved need' £o mazntain a consiscent

: posture while the questions of their suiuabmlity were unresclved
However, the potential past tax’ liabxlity assochated with thei* use,

has been rendered moot by legislation, so the*e LS no' 1onge’ any

need to conszder suc& implications.

v, Fiadinas of Tact

1. The cu;rent practice in uhe.developmenc ef'income taxes
for rate fixingﬁis-to:exclude as a tax deductiththeyinueree:
expense associaced with nouutifity plant and ﬁnveecment:’ |

2. 3y far the g*eaces. dolla* amount of nonutilzty

Lﬂvesumenc is represented by CWI
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3. Such CWIP is classified as nonutility because it is plant

that is not used and useful for veilicy operations.

4. The utxlity recovers this interest expense by
capitalizzng the debt or . interest cost via the debt component of
AFUDC. -

'S; The amount”to be capitalized is the net anount of thed
interest expense" after effect of income taxes, or approxrmately
50% of interest expense. | .

. 6. This method is called the "net method. o

7. xcludxng such interest expense as a tax deductiou in thev
income tax calculations for rate fzxing in the- test~year results in*
the test-year anome taxes bemng_greater than ifr calculated on,an\,v

as paid" basxs.u ' | |

8Qu Because the tax effect of the AFUDC is credited to plant,f'

rates for future ratepayers will be lower due to the lesser o

depreciation of; and return on, the net. cost of borrowed funds in
plant accounts. | L L

9.‘ The Comm;ssion has consiStently dlsallowed for ratemaking\

purposes such expenses as donations dues and cont ibutxons to L

charstable, socral and pol;txcal organxzations, as well as: expensesf"'

for. legislatlve advocacy and certazn types of advertiszng.,




OI1 24 ALT/JDR/WPSC

10. . There are also'other expenses that, in'thelcourse of &
rate proceeding, nay be contested by Staff or. by interested parties
and which the Commission may decide to disallow. | _

.11- This method results in adopted income taxes higher than |
' otherwise because the disallowed expenses are not included as tax ”

deductions.

2. It is the practice of" the Conmission, in calculating

test-year income tax expenses to assume as separate return basis\'

considering solely utiiity operations. ) |

13. Because of<a utility s affiliated"or'nonutilityﬁ
operations, its actual income tax liability Wlll be determined as
one member. of a consolidated tax return. . y

14. 1€ any menber has negative taxable income the~taxescpaid:

by the consolidated group Will result in. an effective tax rate less

than the statutory ‘tax rate. |

15. Tax. losses are assets that belong to the shareholders who. -

are reSponSible for the expenses which created thectax-loss, and. f
thus are entitled to the related tax benefit.
T6. *es*-year results of operations are based on zero-base"

energy rates for revenue and "zero base" cost of energy included inf‘

-operating expenses.m
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lT7. The Commission requiresvthat“over~or undercollectionsvbe7
deferred on the books of the utilities, whereastthe'IRSfrequires
~that as a general?rule tne amount ofvany'deduction orecreditrsnall
“be taken in the taxable year as determzned by the method of |
account;ng employed. o

18. In a perlod where there is an overcollection actual B
income taxes wxll be h;gher than book ‘and where there is an under;
collection actual anome taxes wzll be lower than book. |

19. The nature of these adjustment procedures is such that

| periods of overcollection will be: £ollowed by periods of under- L

collectlon so that results wrll tend £o- level out between periods. 1-'

20.. It zs highly. improbable that recorded amounts experienced.‘
in the calendar year wall be exactly equal to the- amounts adopted
in the’ dec;sxon._ ” ‘ o - _, ”

‘21. The difference between income taxes adopted and income
taxes pazd~results partly from differences between test-year
estimaces and recorded results. | | E

22. There are- a number” of ‘items that are capltalzzed for boo?
purposes but taken for taxApurposes on. a current baszs.

23, The practxce To flow-through these tax- benefits to
present ratepayers in the form of lowerlxncome tax expense i« f"‘

Ly

reasonable.
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- 24. The uatcbing of beuefits-and burdeus'between curreutfand.‘
future ratepayers is reasouable; ”‘ |
25 " The state income tax deduction for federal tax purposes
is the. amount of tax paid in the prior year while the state tax “
deduction computed for ratemaking purposes has been based on the
current test-year. ‘ - | | |
26.. Neither carry backs nor carry forwards: have been
iconSLdered in calculating the apprOpriate test-year income £ax. |
expense. | L
27, If”deductious«or'creditSVhave beeu-previously takeufintofr
account in sett‘iné rates, it would be unfair ‘to take tbem“iuto,
account again."‘ | “ | " ' : | “
28. 1If the deductions or’ credits ‘have not been previously
taken into account in setting rates, it would be unfair to allow l'
the *atepayers to enjoy the benefits of lower tax erpense when they
have not borne the burden of.the associated costs. u |
29.° Projected-return deficiencies at existing rates must be
grossed-up by a. net-to-gross multiplier to develop additional o
- revenue. requirements because of the increase in revenue requi*ed to
yield a specific net. Operating income subject to taxes. |
30.. When establishing,GEDA and EEDA rates the Commission has
treated the subsidiary s or affiliate s tax liability on a separate )
return basis, using the statutory rate: for federal and state | |

. taxes.
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31, The rate base to which the allowed rate of return is‘

applied is the amount of net funds advanced by the utility to fund

the operations authorized as GEDA and EEDA progects reduced by the |

deferred. tax reserves. o
32. Present‘ratemaking policy excludesvshortQterm;debt\from'
the capital structure used to determine rate base.‘

33. In California in the past most utilities have immediatelya‘

‘lowed-through the tax benefits resulting from’ accelerated o

depreciation. |

3 The steadily decreasing tax depreciation of a group of
assets was offset by additional tax depreciation deductions arising
from new plant additions. | _

35; Utilities will no longer be allowed to. immediately flow— 7li
through the current tax benefits from accelerated depreciation o‘
“post-1980 property ‘additions because of EREA.

36. Ihere is a large amount of deferred taxes related to
accelerated depreciation {in excess of book) that has been flowed-
through to ratepayers in. California. |

37. This accumulated amount oﬁ.previously flowed-.hrough
benefics must. be recovered over the remaining lifefof the pre-1981
assets.v | | |

38. Utlllty rates will rise every year to recover this
:accumulated deiiciency until the amount of. flow-through t&x

benefits lS fully recovered. =
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39;' The pollcy of general rate cases every two years for
major utzlzries together with attritmon allowances for the' year
subsequent to the test-year is effec:ively annual ratemakxng.

40. This form of annual raremaking recognrzes change, not .

‘only in the elemenrs of cost of service and. race base but also .He’
changes in the deferzed cax reserve resultzng ‘rom ACRS and IIC
and in the case. of an Option 1 or 2 electzou the change in rhe

unamortzzed ITC.

41. Currenr_precedures more accurately reflect increases in
the deferred tax reserve, singe t&ey are made-yeariv‘ whereasfrhe

AAA method uses estimates based on a ‘ou--year period.

42, Ratepaye*s and utilz ies are betrer procec ed {n the

event that actual planc addi ions differ srgnzficanrly.from

estxmates.A ,

vI. Conelusions of Law

- Y

T. The net merhod is ConSiSCEﬁt with the exclusion of CW'°_y‘

Tom rate base and shou d contique o be avplzed.

2. The present mechod of creaciﬁg dzsallowed costs isf’

*easonable and should be concrﬁued. | | -
3. *he separare recurn merhcd is. the no*e resoqaole Has s'
fo- ca‘c;la Lﬁg test-year income tax expense.
' ~ Energy costs should not ve taken,into secount inr

)

~calculat-ng‘ces.-year_anome.raxes.
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5. Post test;year adjustments areinconsistent'with“teSt-bé
year ratemaking. | | |
| 6. Tax timing differences should continue o be flowed-
through consistent with applicable tax regulation | |
7. The ratemaking treatment of state and local taxes yields

reasonable result over time.

8. Carry backs and carry forwards shOuld be excluded from
!
tbe test-year income tax calculation. B

9. The statutory rate should be used for establishing the |

net-to-gross multiplier for utilities Operating entirely in

California. » R | o o o 'i”,” : | ;V

10. For utilities operating within and without - the. state the

allocation procedure under the- unitary tax cust be considered on’ a i-
case—by-case basxs. | | | | |
11. The present method of treating CEDA and EEDA - related

incone tax liability is reasonable.

S 12. Short-term debt excluded from the capital structure used

r

'to determine rate base should be. excluded from the determination oF o

'income tax.

’ i
13.. Remaining tax. benefits and costs of property prev Lously {
" ' '

on flow-through should be reviewed on & case—by-case basis.
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' 14. Conventiomal normalization.should be?applied'in
compliance with the Economic Recovery‘rax Act.
35, Sznce the subject matter of this- invesrigacion has been

.horoughly explored in thzs and prror decismons the OLI should be.fj

termxnated. |
| QRDER
|IT IS ORDERED that: |
T. Respondents shall prepare and present thexr,next general"
rate lezngs in conformance wmth the polxcies and - principles ."
T adopted in thxs deciszon.-3 P |
\. 2 OII 24 is closed. '
This'order'becomes‘effec:ive 30 dajs.from today-.

Dated © MAY 21984 ', ac san.Frsﬁeiseo,'Californie.‘[
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