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Summaxy - _ P _ -
This oxder requires all respondent utilities, not '
specitically excluded, to file calculatlons on the effects of Tax
Reduction Act of 1986 (TRA 86) and Senate Bill 572 (5.B. 572) on
1987 revenue requirements and 1988 revenue requirements in
conformance with the methodologies adopted in this decision.
. Similarly respondent utilities are requxred to calculate federal
income tax expense for ratemaking purposes for 1988 using the
methodology adopted in this decision and. £ile advice letters
adjusting their tariffs to reflect the revenue fequirement effects
of the”tax changes. california COrporatlon Franchlse Tax’ expense
is sues will be considered later.

‘The impact of the revenue requirement adjustment,
;ncludlng interest, shall be recorded in the GAC/CAM balanc;nq
account for gas utilities and. ln the ERAM. and. other appropriate
balanclng accounts for electrxc ut;lltles. The larger telephone
companies will adjust revenues using a surcharge/surcredlt
procedure described in this decmsxon and there is' a special
surcharge account for water ut;llt;es also. The Smaller
Independent telephone companies (Smaller}Independents) are exempted
from the f£iling requirements Qf';his.orde:‘sinceuthe-bulk,ot the
tax act effects are automatically adjusted through the settlement
process and the effect of the tax act on the remaining 1ocal
operatlons is small. Similarly other smaller utilities, namely
water utxllties, are excluded from the f£iling requlrements of this
order if their last adopted test year taxable. income is $25,000 or
less since the tax rates under the new law remains the same and the
_other effects are minimal to such small utilities. Those utilities
exempted from the fil;ng requ;rements or this decxsion shall
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address the effects of tax law changes ln thelr next general rate
case or offset rate proceed;ng.

I. Backaround

On November 14, 1986 the‘Commissibn:issuedﬁits Oxder
Instituting Investigation (OIX) 86-11-019 ‘into the ratemaking
implications of the Tax Reform Act of ‘1986 (TRA 86). The OII
required the respondent utility companles, Dmvxslon of Ratepayer
Advocates (DRA), (formerly Public Stafft Dlvxs;on) and other
interested parties to present testimony and exhibits which will
demonstrate the 1mpact of the provisxons,oz TRA: 86 on utility
revenue requirements a.nd to present. recomendat:.ons and/ or
alternatives regard;ng the appropriate ratemakang treatment
relating to these issues. - The OII made respondents' rates subject
- to refund as of January 1, 1987 in order to account for cnanqes
- that might result from this investigation.

- At the prehearlng conterence held on Januaxry 9,.1987,
Adnininistrative Law Judge (ALT) Robert Barnett set a schedule for
workshops and hearings to be held to~con51der the issues raised in
© the OIX. The tax law change resulting in the taxation of
contributions-in-aid-of-construction was separated Lrom other
TRA 86 issues and was addressed in Phase 1 of these proceedxngs and
.resulted in D.87=09-026. All other TRA 86 lssues-were addressed in
Phase 2 workshops and hearings. ,

Proposed testimony on Phase 2 1ssues ‘were. flled by DRA,
Pacific Bell, Southern California Edison Company. (SCE), Southern
California Gas Company (SCG), Pacific Gas and Electric Company

(PG&E) , Roseville Telephone Company, Smaller Independents,
Continental Telephone Company of California (ConTel),ICP National.
Corporation (CP), Pacific Power & Light Company (Pacific Power),
AT&T Communications (AT&T) , Citizens Utilit;es~cOmpany of
California and subsidiaxy water companzes (Cmtizens), GeneraL
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Telephone Company of California (GenIel),‘Department of Defense and
all other Federal Executive Agencies (FEA), San Diego Gas &
Electric Company (SDG&E) , and Arthur Andersen & Company.

Hearings on Phase 2 issues were held on June 8 and 10,
1987. The last of the concurrent’ briefs .were received on July 27,
1987. On July 15, 1987 the matter was reaSSigned to'ALJ Kenji
Tomita. The matter is now ready tor decision.

II. Stipulated Issues

The parties were generallyfihiugreement that the
workshops moderated by the Commission Advisory and Compliance
Division (CACD), formerly Evaluation and- compliance Division were
probably the main reason that only two days of hearings were
required. It was also through the workshop process that the
parties agreed to stipulations on seven issues. ‘The stipulations
are set forth in Exhibit 25, the testimony of Pacific Bell’s
witness J. R. Best and is reproduced as Appendix A of this order..
The stipulation document does not contain a signature page but the
parties all recommended that the stipulations on the seven issues
be adopted either in their respective exhibits or, briers.,)

The parties agreed to stipulate to the :ollowing seven
issues: ,

1. Reduction in the corporate'tax‘rate, excluding the effect
of the corporate tax rate reduction on the deduction of California
Coxrporate Franchise Taxes - (CCFT) for Federal income tax purposes.
The Federal Income Tax (FIT) rate for 1987 will be 39. 95% and for
1988 and subsequent years will be 34%.

2. TFlowback of excess deferredgtaxes resulting-!tom the
corporate tax rate reduction. The no:malization‘method‘ot“"
accounting must continue to be used :or_ratemaking‘purposes to
obtain the tax benefits which result from the_usejoz‘of Modified.
Accelerated Cost Recovery System (MACRS). VForgretemakingvpurposes;o
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the average rate assumption method‘mustlbe_used'to flow back the
‘excess'deferred taxes resulting from the reduction in the corporate
~‘tax rate provrded individual vantage account property records are
'avallable. : :

3. Repeal of the investment rase credit (I‘I‘C) . ITC is
repealed for 1986 and subsequent years plant addltlons except Lor
certain transition property. Normalization of prxor deferred ITC
must be continued even though the credlt has been repealed. An
issue remains concerning the ITC on plant additions used in setting
1986 rates and is not covered under the st;pulatxon.

. 4. Modification of the Accelerated Cost Recovery System.
MACRS-replaces the Accelerated Cost Recovery System (ACRS) for 1987
anqg subsequent years plant additions. Whlle MACRS retamns many of
ACRS's orlg;nal concepts it also adds new classes of property,
sh;fts some property between classes, and replaces the 150%
declining balance method for some classes of property with the 200%
declining balance nethod. This tax benefmt wrll have to be
normalrzed. : , .

5. Capltallzatron of construction perlod overhead expenses.
Overheads which are incurred during the construction process and
‘could be deducted currently for tax purposes prior to TRA 86 must
now be capitalized as components or construction cost. These
overheads are as follows- ,

- Pension and benerlt costs. 'y

Payroll taxes.
Sales and use taxes.

Ad valorem taxes.

Rental costs for equxpment/facilitiesvused
in the performance of the long-texm
contract. _

,‘Indirect materialsfand-supplies.
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g. Depreciation on equ;pment/taczlxtxes used
in the pertormance of the contract.

h. Administrative and general salary expense.

6. Superfund tax. A superfund ox ?envxrennental” tax of
-12% of a corporation'S-alternateeminimum'taxable income (AMTI) in
excess of $2 million is required in addition to Federal income tax
even if the corporation does not have an AMTI llablllty; Thevtax
is effective for 1987 and subsedquent years.

7. Business meals and entertainment expenses. The business
meals and entertainment expenses deduction has been limited to 80%
of total qualifying expenditures-for'1987'and subsequent years.

The parties agree that the chmission should adopt the
stipulations . as a basis for determ;nlng the revxsed revenue
requlrements of the utzlxtles.' L IR _ .

The workshop process enabled the patties to agree to
stipulations on seven issues. There was no objectxon at. the
hearings to the stipulations and the parties request that the
stipulations be accepted by the Commission and order ratemaking

. treatment consietent with the stipulations. We concur that the

stipulations are reasonable and should be adopted as a basis for
determining the revised revenue requirements of the utilities.

XII. Sﬁmlmm;_MLMe
Fallure to enter into a stlpulatxon does nct ‘necessarily

indicate disagreement between the utilities and DRA. Exhibit 27

sponsored by DRA states that general: agreement was also reached
with respect to the following: ‘

—

1. The research and experimentation credit is reduced trom
25% to 20% in 1986-through 1988. , ‘

2. Capitalization of interest under TEFRA-—IRC Section 189
was created in 1982 (etrective for- the~1933 tax year) by TEFRA for
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the purpose of changing the way interest during construction was
capitalized and/or deducted on non-residential real property for
tax purposes and also required the capitalizinq of property taxes.
Constructlon periocd interest and property tax. expense were requlred
to be amortized over 10 years. .

The Commission deferred adoptxng .1 polmcy on the TEFRA
interest and property tax requirements in general rate cases from
1983 through 1986 because of certain unanswered questions. These
questions are: what interest. rate was required to be used; what was
the definition of non-residential real property; and which IRC
section, 189 5: 266, was more beneficial to«:atepayersjin the
ratemaking setting? Rates wexe set for this period based upon the
tax law prior to TERRA.subﬁect.to7rccovery when the queStions,were
answered. TRA 86 repealed IRC Section 189 for 1987 and subsequent’
years which isolates the period from 1983 to 1986 during which IRC
Section 189 was in effect. The workshop participants agreed that
this issue should continue to ‘be deferred until Treasury
Regulatlcns relating to these quest;onsfare issued.

3. TInterest during construction. The workshop process also
revealed that there was general agreement on capitalization of
interest on qualifying propérty during construction. In 1986 and
prior years, utilities were allowed a current deduction for
interest expense (excluding TEFRA prov1510ns)._ Under TRA 86
‘utilities will be required to cap;tal;ze interest dur;ng
construct;on for Federal income tax purposes.

Exhibit 28, sponsored by DRA indlcates that the
Commission has calculated the AFUDC rate on an after-tax basis
-which recognized the current income tax deductxbxl;ty'cr the
interest component of the AFUDC rate. TRA 86 requires that
interest during construction be capital;zed for Federal Income Tax .
purposes and that debt interest be. capitalxzed on 100% of the
construction costs. This has the errect of decreasing the amount
-ot annual 1nterest expense that can.be used to calculate the test .
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year and attrition year income tax expénse. Exhikit 28 states that
there are three options that could be used to account for th;s
increased tax expense:

option 1 - Flow-through the increased tax
expense directly to the revenue requlrement.
The AFUDC rate is not affected.

option 2 - Add the increased income tax expense
to the AFUDC rate. The AFUDC rate is ‘
increased. '

1 - Use income tax normalization to
account for the increased income tax expense.
The AFUDC rate is not affected, except that a
gross rate for borrowed funds is used in
calculating the AFUDC rate. There would be a
revenue requirement effect in that the rate
base would be higher under the tax
normalization‘option;

DRA’s analysms is that Optxon l, flow-through is
‘unacceptable since it represents a complete reversal of the
original concept which undexlay the Commzssxon'sxdecxslon to adopt

an after=-tax AFUDC rate; that is, current rates should not be.
impacted by the level of construct;on. ‘

‘ The choice then lies between Option 2 and 3. While
Option 2 does not result in any current revenue requlrement
increase, it would affect ad valorem taxes since the Board of
Equalization ignores the reserve for deferred income taxes and
taxes capitalized AFUDC for determining the tax basis of public
-utility property. Option 3, tax. normalization provides the
opportunity to avoid some 1ncremental ad valorem taxes. In
addition, the level of AFUDC accruals under Option 2 may prove to

be a problem if the cost of capztal r;ses substantlally in'the
future.

DRA recommends the use of the gross rate for borrowed
funds in calculating the AFUDC rate and Option 3, Income Tax
Normalization, to account for the 1norease,in test year and
gttrition,year federal income tax expense-f*DRAWturtho:fpoipgs”out'
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that Exhibit 28 is dlrected only at ratemaklng issues that arlse
from changes in the federal income tax law. California state
income tax provisions, as they affect the AFUDC rate and test year
and attrition year ratemaking, have not been altered and will
remain the same.l Therefore, a dxrference 1n ratemaking

T treatment will exist with respect to-Federal and Cal;forn;a state

tax treatments.
3 ion’ ’

Since there was general agreement en the above, we will
adopt the DRA’s recommendations except for water utilities with
respect to research and experimentation cred;t, capitalization of
interest under TEFRA, and AFUDC methodology

In the case of water utilities which have minimal amounts'
of construction work in progress and charge AFUDC in only rare
instances, any increase in taxpexpense resulting rrom'rhe_use of
different interest rates for ratemaking vs. income tax purposes is
de minimis. We will authorize water utilities to use the same
interest rate for capmtalmz;ng interest for- ratemakmng purposes as
for income tax purposes thereby negat;ng any need for the use of
Option 3. We will, of course, apply the procedures adopted for
gas,. electr;c and telephone utilities to-water ‘utilities in those

»specxal instances were AFUDC: has.been ‘approved- for a water atility.

Deductmon of CCFT forx federal income tax ‘purposes was the
most controversial lssue ‘in Phase 2.’ The utilities state that the
.:‘reductzon in the federal tax rate decreases the value of the CCFT

-1 0n September 25, 1987, S B. 572, The Callrornla Bank and .
Corporation Tax Fairness, Simplification and. Conzormxty Act o: 1987
‘was signed 1nto~law by-the Governor- ‘ B

_ 9 -




X.86-11-019 ALT/KI/ra *w

deduction‘causing an increase in revenue requirements. The
utilities contend that TRA 86 reduces the federal tax rate and
causes .the increase in revenue requirements which should be
considered in this OII. In addition there is a further working
cash issue which is being considered in the workshops in the PG&E
‘general rate case. The utilities.genefally‘agree that this latter
issue should not be covered in this OII, although PG&E subsequently
changed lts position because of later developments ‘which Wlll be
discussed in subsequent paragraphs. ‘

In opposition, DRA contends that under current Commission
test year ratemaking policy, the 1987 test or attrition year
ratemaking taxable income does not change because of the change in
the Federal income tax rate. Only the Federal income tax expense
changes. In a recalculation of 1987 Federal income tax expense,
the amount to be collected in rates will be lower due to the drop
‘1n the Federal income tax rate from 46% to 39.95%. The’ pollcy of
using the CCFT est;mated on 1987 ratemaking California taxable
income as a current deduct;on for Federal income tax purposes
remains the sane. o

DRA recommends that utilities be authorized to compute
their 1987 Federal income tax allowances collected in rates to
reflect the change in the Federal income tax rate from 46% to
39.95%. No adjustment to reflect the situation where actual CCFT
is deductible for Federal income tax purposes one year atter it has
been paid should be made. DRA states that. th;s recommendation is
consistent with the current Commission policy of using the test or -
attrition year CCFT expense as a test or attrltion yeaxr: deduction
to determine Federal income tax. -

DRA further states that there is no similar impact for
1988 test oxr attrition years because 1988 rates have not 'yet been
set. TRA 86 reduces the 1988 and subsequent years,corporate tax
rate to 34%. The CCFT deduction for Federal income tax purposes in
1988.and‘subsequent years w;ll.impect the Federal income tax

-0 -
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allowance collected in rates at the 34% rate. No adjustment to
1988 Federal income tax similar'towthe‘recommendation'tor 1987
Federal income tax is necessary. | : :

On a ratemaking basis the DRA uses the test ox attrition
year CCFT adopted as the Federal income tax deduction even though
it will not be deductible in the real world until the following

year. The impact of this timing difference on working cash is a
 current issue in the workshops on working cash in PG&E’s 1987 test
year general rate case. DRA believes that the t:.m.mg of CCFT as a
deduction for Federal income tax purposes and its working cash
impact is a separate and distinct issue from the adjustment to 1987
and 1988 rates to reflect lower Federal income tax statutory tax
rates. DRA concludes that any proposal to change the current ‘
Commission policy regarding when CCFT. should be used as an Federal
income tax deduction for ratemak;ng puxposes is not an issue for
consideration -in this OII and should be ‘excluded from this'’
proceeding. ' :

The Federal Executive Agencies (FEA) states in its brief
that under TRA 86, the reduction in the corporate tax rate, -affects
only the amount of the tax deduction for CCFT and not the treatment
of this item itself for tax or regulatory purposes. FEA’s purpose
in addressing the CCFT deduction in this proceeding is merely to
ensure that any change in the amount of this deduction occasioned
by the reduction in the corporate tax rate under the. provieion, of
TRA 86 is considered alonq with the errects of the change in the
tax rate itself. '

PG&E during the hearings agreed that the problem
associated with the CCFT deduction deterral,-creatlng carrying
costs for which utilities should be compensated should not be,
addressed in this OXX. Since the heatings‘PG&E'changed its
position and states in its brief that it now believes it is
entitled in this OII to both zts caxry1ng costs assocxated with the
dererral in theACCPT'deductlon as well as. an adjustment to‘reflect
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the tax rate deduction. The reason for this,changé was an IRS
letter. rullng, dated July 8, 1987, which authorized PG&E to change
from the accrual to cash metheod of accounting for CCFT on its
Federal tax return retroactive to 1985. The effect of this _
accounting change was to correct the problem of the lagged CCFT
deduction under pre=TRA 86 law. PG&E requests that the Commission
take official notice of this IRS ruling.

PG4E argues that it would have been entltled to continue
" to deduct CCFT on a current basis in 1987 as well, but for TRA 86.
Specifically, Section 801 of TRA 86 added IRC Section 448 which
required taxpayers, such as PG&E, who were'uéing a hybrid cash
method of accounting, to switch to the pure accrual method. The
effect of this change in TRA 86 is to require PG&E to deduct 1987
- CCFT in 1988, not in-1987. PG&E argues that the resultxng increase
in costs is directly attrlbutable to TRA 86 and should be treated
identically to the lag in vacation pay deductlon_ .The increased
£ax Costs can be treated as a debxt deferred tax includable in rate
base or by reflecting the lag ln_deductzon as.a working cash 1tem.

DRiscussion '

There are two ratemaking issues associated with this CCFT
reduction. First, there is the problem associated with ‘the
ratemaking assumption that the testvyear estimate of CCFY is
deductible on the utility’s test year computation of Federal income
taxes although they are not actually‘deductible until the following~‘
'year. Second, in the context of a tax ‘rate change, there is the
problem of attributing the proper. tax rate to the deduction of a
part;cular year’s CCFT expense.

Prior to the filing of PG&E’s brlef there was general
agreement that the first issue relating to the ¢ost associated with
~ a one-~year delay in the the CCFT was appropriately addressed
outside the OII, although Pacific Bell arqued that this issue
~ should be considered in the OIX since aII parties.to,the;QII'wereu
not necessarily parties in,the%PG&E]ptdceedings. Now PG&E argues,
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that even this issue comes under the OII because the IRS ruling
received after the conclusion of hearings authorized the cash
method of recognizing CCFT as a deduction in computing Federal
income taxes but which TRA 86 denies by requiring the pure accrual
system rather than the hybrid cash mcthcd-authcrized by the IRS
ruling for PG&E for 1985 and 1986.

DRA while adm;tt;ng that a reduction in the Federal
income tax rate may result in the utilities not recovering the f£ull
tax benefit of the CCFT assumed in the test‘year} did not
recommend that this issue be considered in this proceeding since it
would result in a change in Commission policy, which is to estimate
CCFT based on the test year and use that as a deduction in
computihg Federal income tax for the test year, 'DRA further
believes that this is not the appropriate forum to consider such
change in pol:.cy. DRA’s witness further testified that absent a
change in Commission policy he would ‘be consistent in his
recommendation regardless of whether the Federal income tax rate
was going. up or down. - - -

' In the openlng parxagraph of- the OII we said: ”The
regulatory implications of certain provxsxcns of the Tax Act .
require that this Commission fully analyze its current policies and
procedures regarding the determinatioh‘oercaécnable allowances for
income tax expenses.” This language clearly indicates that it
would be appropriate for the CcmmASSLOn to consider the-lmpact of
the reduction in the Federal income tax rate on the CCFT deduection
for the 1987 test or attrition year, even if a change in policy is.
required. In particular, our policy has'been that ratepayers pay;
as clcscly as ‘possible, dollar for dollar for reasonably incurred
taxes. We are as concerned akout 1mp1ement1ng this policy as we
are about adjustxng for the changes in TRA 86. Even DRA indicates
‘that there may be some inherent. undercollection by‘the utilities

-q;ven,the existlng procedure. I! 80, we wculd wxsh tc correct thls«
1mbalance. ' :
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Because this is an important policy issue and there is
still some confusion as to exactly how many dollars are invelved,
and because this issue has an.impadt on the working cash allowance,
it is reasonable that further hearing be held on thzs issue. These’
‘hearings will be scheduled by ruling of the ALY. ' In these hearings
those participants in I. 86-11-019 who filed exhibits and testimony
on ‘the CCFT issue should take another look,at-the‘Ioss-in‘value of
the CCFT deduction and define a procedure that will allow for
timely recovery of these tax dollars, as they are incurred. The
héariﬁés will exclude the 1986 deduction. Making up any loss in
the 1986 CCFT deduction would involve retroactive ratemaking.

with respect to the working cash issue associated with
the ratenaking treatment of the CCFT deduction and the timing of
that deduction for income tax purposes, we-bel;eve that 1ssue
should be resolved in the PGLE 1987 test-year rate case matter, if .
for no other reason than the partles generally agreed that it
should ke resolved outside of this OII and therefore ‘the record in
this OII is inadequate on that issue.

B. Alternative Minimum Tax (AMT) | |

Prior to TRA 86, utilities were subject to an add-on tax
whenever an amount equal to-1l5 percent of certaln ~preference”
items exceeded the regular tax liability. Generally this provisioen
did not affect utilities’ tax liabilities. TRA 86 added a new
alternative ninimum tax (AMT) which increased the number of
preferences as well as the minimum tax rate, making it more likely
to be lmposed.‘ Based on testimony in the. record lt appears that
utilities would be subject to s;gn;tmcant AMT only undex adverse
circumstances such as large balancing account under-collectxons.

In addlt;on, utilities genexally: would not be able to rorecast such
events in future test years.

TRA 86 will require that the tax base for the Anm'be the
corporation’s regular taxable income. Tax‘prezerences would be
added and after certain adjustments, the*fesuxting‘AMT’ihcome would
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be reduced by an exemption amount ($40;000). This‘taxable income
amount would be subject to a 20% tax rate, resulting in the
 tentative minimum tax. The exemptibn:;moun:jwould be reduced by
25% (but not less than zero) of the AMT income that exceed
$150,000. Therefore, Lor corporations with an AMT taxable income
of $310,000 or more, the exemption would be zero. 'A corporation’s
tax liébility would be the greater of its regular income tax
liability or the tentative minimum tax. ‘

The question which could not be resolved by any of the
participants in the workShop process was whether or not an adoptéd
results of operations in a rate case setting wou;d_triggerAthe-AMT.
| DRA recommends that‘this_isSuevbeﬁdecidéd on a case by
case basis with a definitivé showing by\thé«utility invelved that
an AMT will be required. This showiﬂg'wouid be-based-upon the
estimated results of operations forfthe test or attrition year.

For those cases where rates have already been set for 1987
attrition years, and to the extent that a determination as to
whether an AMT will be required can not be made for 1988 test years.
currently in progress, the utilities affected should be prdvided
the opportunity to come before this Commission when and if an AMT
appears to be required to request recovery of any gross revenue
requirement short fall which the AMT may have created.

Pacific Bell recommends that rather than deferring this
issue, the utilities be permitted to ratebase the AMT as a negative
deferred tax until the AMT is recoﬁered'or‘utilized by means of the
AMT credit. Without affecting the Commission’s right to deny any
recovery of a particular AMT incurred in the future, Pacific Bell
recommends that the Commission should adopt as a general
proposition that AMT should be rate based. In addition, Pacific
Bell states that the IRS is. considering normalization requirements
foxr the new AMT. Therefore it is not_possib;e-to know if there
will be normalization problems with a rate basing or deferred tax
recovery mechanism. Because of this uncertainty, Pacific Bell.




T.86-11-019 ALJ/KT/ra *w

'
.
L]

- recommends that the Commission oxder on this issue should provide
for a modlflcatlon of a rate basing or deferral treatment zf IRS
regulations requlre current. expen51ng and recovery of AMT.

. SDG&E has proposed that should the utility unexpectedly
become subject to AMT the use of a memorandum account mechanism
would enable it to make a presentation for recovery before the
Commission. Such mechanism would aveid any problems with'
retroactive ratemaking. FEA’s witness Larkin opposes the use of
such mechanism to enable the utility to reconcile this item if the
utility’s test year or attrition year projections of this item are
incorrect. The witness testified that utilities should be able to
pro:ect the alternmative minimum tax lxab;lxty with the same degree
of certainty with which they project any other test year ratemakxng "

itenm. . |

PG&E in its brief supports including excess AMT ‘
liabilities (to the extent they exceed regular texes otherwise
payable) in rate base through a debiting of deferred taxes thus
enabling the utilities to recover any carrying'costs associated
with the AMT obligations. PG&E admits that the ratemaking
‘treatment of AMT is a complex subject and that in certain cases
where the AMT is incurred as a reselt of.nen-utility‘operations} it
may not be appropriate to include the AMI in rate base. ' Further
under PG&E’S proposal, excess AMT liabilities could be included in
rate base for prior years even though the AMT incurrred for those
years is less than the reqular tax estimated for retemaking .
purposes. Nevertheless PG&E believes that inclusion of excess AMT
liabilities in rate base generally is the proper rate treatment.

If the Commission is unwilling'to adopt the debit
deferred tax appreoach, PG&E recommends that the matter should be
left cpen so that utjilities are not precluded from recovering the
costs of the AMT should it be unexpectedly incurred.
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While it generally is not éxpected that AMT liability
will affect utilities, there may be occasions when it may become.
applicable. The testinony of the various parties indicates that
this is a complex issue which may be subject to further IRS
interpretations and rulings before it becomes clear as to what
ratemaking treatment would be permissible. Rather than committing
the Commission to any specific recovery at this time, we believe
that DRA’s recommendation to decide this issue on a case by case
basis is reasonable. A definitive showing by the utility involved
that an AMT will be required or that the AMT created a revenue
requirement shortfall which;it-seeks'to—recoVer‘will‘have to be
made. In authorizing the use of theAmemorondum account mechanism,
we place the utilities on notice that recovery of xevenue
requirement deficiencies is not automatxc but. dependent upon a
complete showing justifying why recovery ‘should be granted. The
use of the memorandum account mechanism aveids any retroactive
ratemaking problems and at the same time does not prejudge whether.
recovery will or will not be qranted.

C. Unbilled Revenues

' " Under prior law, the meter reading billing cycle method
of accounting was a proper'method-oz accounting for revenues for
Federal income tax purposes provided it was alseo used for
account;ng and t;nancxal reporting purposes. Under the meter
reading billing cycle method of accounting, revenues are recognized
when the bills are sent out to the customers and not when the
customers actually received the service. TRA 86, however”requires
that public utilities report as taxable income revenuves related to
services rendered after the last billing date to the end of the
year (on an estimated basis if it cannot be actually determxned)

DRA recommends that to the extent that the unbilled

| revenue method was used for tax‘and ratemaking, the atfected

utllitles are entitled to recovery over rour years the dlfﬂerence .
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which will occur in 1987 due to the mandated conversion from the
unbilled revenue method to the revenue earned for service provided
method for FIT purposes. DRA further recommends that this issue
should be resolved on a case by case method. Each utxllty should
be directed to provide a complete showing on this issue in its
response to the CommszLon deczszon supportxng Tany unbilled revenue
adjustment.

This issue was not controversial since utilities
generally have been establishing'general rate case revenue
requirements on an as-delivered basis. This results in reflecting
unbilled revenues in base rates}»including'the‘taxes estimated
thereon. In the case of PGAE and SDG&E it was necessary to conform
financial accounting to the revised income tax accounting and to
the ratemaking procedures already in place. None of the other
utilities made any comments or objected to the DRA proposal. To
the extent that any utiIitie; are affected by the change in TRA 86
unbilled revenue-reporting requirement, they should~be‘required to,
make a complete showing on th;s issue in- themr complzance advice

letter £iling we will be orxdering in this decxs;on.
D. Yacation Pay ' -

TRA 86 modified the provisions of IRC Section 463 which
provided for the currxent deduction of accruals for vacation pay
earned. during the tax year but not taken by employees before the
end of the tax year. Such deductions under TRA 86 are limited to
vacation pay which has been earned but not taken by year: end and
which must be taken within 8-1/2 months of the follewing year
rather than within twelve months of the followxng year as was
previously allowed. Therefore, under TRA 86 there is 3=1/2 month

'decrease in the amount of accrual: wh;ch can be deducted under the

old tax law.

DRA recommends that to the extent the method used on the
utllzty’s tax return dlfters from- the method used. for ratemaklng
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purposes, the difference should be reflected as an adjgétment in
the Fedexal income tax deduction and credit table used to calculate
test or attrition year FIT expense. DRA further recommends that

this issue should be resolved on a case by case basis with any

affected utility being required to make-a'¢6mplete showing in its

' response to the Commission decision supportmng any vacation pay

accrual adjustment.
PG&E argues that the flow through method DRA advocates

would reflect in rates the increased tax costs from this law change

as they cccur. PG&E supports the deferred tax'accountlng method
whereby the utilities will be able to recover the carrying costs of
the increased tax expense. Furthermore under the deferred tax
accounting method current ratepayers will be” gettxng the tax

‘benefits of the full vacation pay‘accrual included in the cost of
service whereas under flow=through the tax benefits associated with.

the defexred portion of the vacation pay would benef;tlfuture
ratepayers. Other advantages of deferred tax accounting were
stated to be mininization of the. e:!ect of estmmatzon errors for
vacation pay in ratemak;ng, and a lower revenue requxrement for
1987 which however will result in somewhat highexr revenue
requirements in future years. Mr. Larkin, the FEA witness alsc
supported the deferxred tax accounting concept..

PG&E further argues that there is no policy which

precludes the Commission from using dezerred tax accounting. In

cxrcumstances whexe deferred tax accountlng would result in a debit
(i.e. where flow—through would result in an increased income tax
expense), the Commission should authorize the utilities an optlon
to use this methodology. Should the Commission not authorxze
deferred tax accounting, PG&E states that certain adjustments.must
be made to ensure that vacation.pay already taken into account as a
deduction for ratemaking puxrposes should not be cons;dered a second'

‘tlme ‘as an eligible tax'deduction for ratemaklng purposes.
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Discussion |

The only utility offering deferred tax accounting for
vacation pay differences between ratemaking vacation pay allowances
and that deductible for tax purposes was PG&E. However, PGSE
didn’t argue that we mandate deferred tax‘accounting, but that we
afford the utilities the option to use this methodology. As.
proposed by DRA, the ratepayers would pay not only the amount in
question for the tax ($20 million); but the additional gross-up to
cover the tax on these revenues. We will allow PG&E’s proposed
treatment in order to minimize financial impact in 1988.

This treatment represents a loosening of our normal
treatment, which allows deferred tax accounting only where mandated
by the IRS. Consequently, there may be detrimental lmpacts that we
have not foreseen. If any problems-do arlse, we expect DRA or CACD
to make these problems known, So that they may be- consxdered in a
subsequent proceed;ng. t we find that the detrimental aspects
outwe;gh the benefits, we may requlre expensan of thls account in
* the tutuxe-_ _ : :

E. Bad Debt Resexve : N R - :

Under TRA 86, the reserve method‘ofucomputing‘badvdebt
expense as a deduction for.Federal income tax purposes was -
eliminated and the direct write-off method required. If a utility
' bas used a bad debt resexve method in the past, the bad debt
reserve must be taken 'into income over four years. To the extent
that a utility's test year bad debt expense was based on the
reserve method, the utility has passed through in rates the benefit

of the highex deduction toAratepayers in the Federal income tax
calculation. ‘

DRA recommends that in a situation where the utzllty used
the reserve method for tax and ratemaking, the utzlzty should be
able to collect in rates the additional Federal income tax expense
which this‘change will generate in'1987,throu§h-199o. - If a direct
write-off method was used, no additional FIT expense is appropriate
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because the ratepayer never received the benefit of a reserve
method deduction. DRA recommends that the this issue be resolved
on a case to case basis, with each utll;ty affected by this xssue
to provide a complete showing supportlnq any bad debt reserve
adjustment in zts response to the Comm4551on's declsxon in thls
OII. :

There was general egreemen: with[the‘position set forth
by DRA on this issue depending on whether a-reserve method or a
direct write-off method was used in determining bad debt expense
for ratemaking and tax purpeses. - We will require each utilit?
affected by this issue to provide a-oohplete'showing in its
compliance advice letter filing and any subsequent rate case
supporting any bad debt reserve adjustment. There will of course
be no double dipping. If the deduction has been taken for
ratemaXing purposes previeusly, it cannot: be used again.

“F. ITC = 1986 Plant Additions

~ Repeal of ITC and ratemaking ;mpacts are a stipulated
issue. A further aspect of this issue is that rates which were set
for the 1986 test year or attrition year included an ITC component
as ‘a reduction to ratebase under IRC Section 46(f) (1), or as a
credit against Federal income tax under IRC Section 46(f) (2) based
upon 1986 plant addition estimates. TRA 86 repealed ITC for 1986
and subsequent years plant additions except for certain transition
property. A questzon was raised whether or not utilities in the
above situation should be eligible to recover the gross revenue
requirement shortfall which occurred when ITC for 1986 plant
additions was used in determining the reasconable amount of Federal
income tax expense to allow in rates for 1986.

DRA. xecommends that no recovery be granted ror any gross _
revenue requirement shortfall that may have occurred in 1986 due to
this issue. DRA believes that it would constztute retrxoactive
ratemaking if util;t;es are granted recovery ot revenue requxrement.'
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- shortfalls due to the use of ITC for 1986 plant additions in
determining the reasonable amount of Federal. income tax to collect
in rates for 1986 hased on the- exxstlng tax laWS~(be£ore TRA 86
became law) . , .

‘ SoCal Gas arques that it should be permltted to offsét
against any refund ordered in this OII‘an amount sufficient to
recover the increased tax expense actually incurred in 1986 due to
the retroact;ve repeal of ITC to January 1, 1986. A further
rationale for authorizing a rate adjustment to.reflect repeal of
the ITC retroactive to 1986 is the new normalization requmrements
contained in TRA 86 Section 211(b). Section 211(b) provides that
all credits for open taxable years as of the time a final
inconsistent determination is rendered nust be recaptured if the
amount of ITC flowed;thxough in util;ty‘rates,is in excess of that
permitted under the normalization recquirements. SoCal Gas believes
that in light of the potential penalty for noncompliance, prudent
requlatory treatment of this exposure at this time is to provide
. the utilities recovery in-this OII xn the full amount of the
potentzal undercollectzon for 1986. CUCC and Rosev111e Telephone
expressed a similar concern..

We generally concur with DRA that our actions with
respect to ITC in 1986 do not v1olate the normalization
requirenents since those rates were: establxshed on the bas;s of the
nost current knowledge of tax laws at’ that time. However, should '
it be determmned that oux action or lack of actlon with respect to
1986 ITC result in the invocation of the penalty clause, we will
considex a filing from the affected utility ox utilities to explore
remedial measures. To avoid any questions of retroactive
ratemaking we will allow utilities to book any increase tax

‘liabilities in a memorandum account pending rurther Commlsomon
;action.' .
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For 1987 and subsequent years TRA 86 requires that
inventory overheads must be capitalized rather than expensed for
income tax purpdses. The capxtel;zatxon requlrements are extremely
complex, and have the greatest xmpact on the’ gas utilities. In
effect, the ending inventory as of December 31, 1986 must be
restated to reflect what the ending balance would have been if
overheads had been capitalized for all prio: inventory years. This
change has a material impact on FIT expense because the overhead
deduction will no longer be available. Inventoxry costs will be
h;gher due to the addltxon of the overheads.. The'amount of change
will vary among the var;ous gas util;txes depend;ng upon inventory
valuation method used. :

DRA states that at this time, because.of the complexuty
of the overhead capitalization requirements, the meact on 1987
will have to be an estimate that will have .to be trued up as the
specific requirements are understood and applied. The change in’
1nventcry valuation w;ll have a mater;al effect only in 1987 since
subsequent years’ inventories will have complzed ‘with TRA 86
provisions. DRA recommends that the utilities take an aggressive
position with the IRS and capitalize only those overheads which are
without doubt required under TRA 86. If'there"ere'doubts that
TRA 86 requires‘capitalization of certain‘overhead items, they
should be continued to be deducted currently. DRA furthexr
recommends that if, in the future, an IRS audit determines that
sufficient overheads were not capital;zed,ethen the utility should
be provided the opportunity to come before the Commission to
request recovexry of any shortfall in gross revenue requirement plus
‘xnterest and penalties which has occurred due to the under-
capitalization of overheads. '

DRA further recommends that since 1987 tax lmab;l;t;es
associated with th;s change appears difficult to determmne because
of the need to restate the December 31, 1986 znventory*balance, an,
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amended compliance filing in January or Fébruary of 1988 be made to
true up the inventory capitalization impact. Once the 1987
inventory capitalization issue is resolved5the 1988 and subsequent
estimates should be as close as.they could be.

Both PGLE and SoCal Gas support the' DRA posztlon. SeoCal
Gas further states that should the IRS. determ.ne add:x.tzonal costs
must be capitalized, such additional tax payments should be
recorded in a deferxed tax account and’ included 1n ratebase pendlng
final dlspos;tmon.

Both PG&E and SoCal Gas are in agreement.uith the DRA
- position provided that they ke permitted an"oppoftunity’to recover
’any additional tax payments and penalties should the IRS upon audit
determlne that the: methodology used ln‘undertakdng an aggress;ve
position with regard to various d;sputed overhead items resulted
in the undercapitalization of overheads. We will adopt the DRA
recommendations on this issue to the extent we will provide any
affected utilities an opportunity to come before the Commission to
seek recovery of any shortfalls resulting from taking an aggressive
position with the IRS on this issue.. Any recoverylis contingent on
the utility making an appropriate showing demonstrating that it has
" taken an aggressive position with the IRS in defense of its
position. For reasens stated previously we will author;ze the use
of the memorandum account mechanism for this item.-

In addition the necessity to restate the lnventory as of
Decenmber 31, 1986 to reflect what the ending balance would have
been had overheads been capitdiized~for‘all priortinwentory years
makes the detexrmination of the‘impact of overhead capitalization
requirements difficult to determine for 1987 especxally-tor gas
ut;lities. We will permit the use of an: initial estimate to be

trued up by an amended rilxng with any dizference recorded in an
approprxate balancing account.
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: Removal costs: are incurred in the process of removing
old plant facilities which have ended théir useful life and
replacing them with new plant facilities-;‘rheseICOSts have, been
treated as currently deductible for.r;temakingftax purposes for
1980 and prior flow-through property and normalized in the 3
calculation of book depreciation rates (straxght llne) for 1981 and
subsequent years plant additions. Removal costs- up through the
passage of TRA 86 have been deductible currently for all plant in
service on utility Federal income tax returns.

During the workshop process the ques stion was raised as to
whether removal costs for 1980 and przor yvear plant would continue
to be treated as currently deductlble for ratemakzng and FIT return
purposes under TRA 86 provisions or would requlre capxtalzzatxon
(similar to the inventory overhead issue). The law is’ not clear on
its intent in this area. S

DRA recommends that removal costs for 1980 and prior
plant continue to be treated as currently deductible for both
' ratemaking and Federal income tax return purpoSes;' If, on audit,
the IRS makes a determination that the cost: of removal must be
capitalized for 1980 and prior plant which is removed and replaced
by new facilities, then the utilities should be provxded Wlth the
opportunity to come before the Commission to requésﬁ recovery of
any gross revenue requirement shortfalls plus intefest and
penalties which may have occurred due to the IRS determination.
Post 1980 plant addition removal costs are cap;tal;zed ‘and A
therefore are not affected by TRA 86.

PG&E and SoCal Gas both concur with DRA’s proposal
prov;ded the utilities are g;ven an opportunzty to recover the
additional tax in the event these costs are required to be
capitalized. SoCal Gas states that it understands that removal
costs under TRA 86 are the same for both pre-1981 and post 1980

property. Therefore, SoCal Gas'réqueﬁ;sythat‘théaordér in this. . [
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proceeding provide that if removal costs are required to be ‘
capitalized, the utility should be'allowed;toimake,a showing before
the Commission to recover the additional tax payments whether
‘related to pre-1981 or post-1980 property.

The utilities have generally concurred with DRA‘s
recommendations with respect to removal costs either in total or
with certain qualifications or by mdking‘no comments. We will
adopt the DRA proposal and‘willrpérmit'utilities.totmake‘afshOWing
before this Commission to recover any additional tax payments,
penaltzes and interest should. it be determined by the IRS that such
,removal costs are required to be capltalxzed. There apparently is
a d;rrerence in opinion between SocCal Gasxand DRA as to whether
post 1980 property removal costs are already being capltalxzed and
therefore are unaffected by TRA 86 in this respect. Our orxder will
enable utilities an opportunity to seek recovery of any gross
revenue requirement shortfalls plus penalties and interest, if in
fact post 1980 property removal costs, were not being: -capitalized.
The use of the memorandum account mechanzsm is authorzzed under-
this situation.

PG&E, SCE, SDG&E and GenTel state that several bills are
pending in the state legislature which would require state tax laws
to conform in many respects to TRA 86. The utilities argue that to
the extent state conformxty leglslatlon arrects the utilities”
state income tax expense,. the ut;l;txes should be entitled to
revise revenue requirements(up or down) to reflect the state tax
law change. PG&E recommends that the Phase 2 decision oxder
utilities to file an advice letter adjusting 1987, 1988, and/or
1989 revenue requlrements based on any state tax law ‘Change |
affectxng state income tax expense for those years. The advice
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letter should inceorxrporate the ratemakinq prlncxples adopted in the
decision resulting from this OII.‘ DRA: did not comment on thxs
Lssue. ‘

D .

On Frxday, September 25, 1987, Governor Deukmejlan s;gned
‘a new state tax law S.B. 572, The California Bank and Corporation
Tax Fairness, Simplification and. Conrormaty Act. of 1987. At this
time we are unable to determine how- close such- act brings state tax
laws into conrormlty with TRA 86. We believe that the utilities’
proposal to permit the flllng of an adv;ce letter adjustlng 1987
and 1988 revenue requirements based on any state tax law change
affecting income tax expense for those years is reasonable and
should be adopted. The calculations-adjustlng CCFT should be
consistent with the methodology adopted 1n thas decision for TRA 86
revenue requirement effects.

J. ¥orking Cash | , ‘

SCE, SDG&E, SCG, and AT&T state that changes in the tax
law will cause a change in the amount of taxes in cost of sexrvice
and related changes to rate base. The utilities argae‘that the
Commission should recognize the impacts oz'theetax changes on
working cash in this proceeding in‘the_same‘manner_as such
recognition would be given in a general rate proceeding. The
change in the working cash requirement is a direct result of
changes caused by TRA 86 and the Superfund Tax which must be given
proper ratemaking recognition in oxder that. the utilities do not
incur adverse economic impacts.

DRA takes the position that the working cash impact of
TRA 86 provisions can not be defined at this time because
ratemaking tax policy is still being considered in this OII. DRA
recommends that the Commission decision iatthisUOII require
atfected utilities to include in their compliance presentations a

detailed working cash calculation based upon their last adopted
results o: operataons. ' : :
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~ Discussion

This issue is apparently noncontroversial. We will
require the affected utilities to include in their compliance
presentations a detailead workinqecaeh celculation,basediupon their
last adopted results of operetionS‘and the ratemaking tax policies
adopted in this decision.

K. Special/Added Facility Charge (SFC) Rates

The Cogeneration Service Bureau submitted testimony and
argued that the order in this OII should require not only - the
updating of SFC rates to reflect TRA 36'change$ but also a general
updating of the methodology for determining SFC rates. Although
Cogeneration Service Bureau is aware that updating the methodology
of SFC rates may be narrowly construed to be outside of the scope
of this OII, it believes such action would be a terrible disservice
to customers and QFs that pay SFC charges. Cogeneration Sexvice
Bureau ergues that tariff revisions for SFC rates filed under
electric and gas Tariff Rule 2 should be made in proposal form
within two months of the effective date of this decision, that
workshops be held to review the calculatlons and assumptions used,
and finally that utilities address the methodological changes that
occurred with PG&E’s electric SFC rates under C.84-10-037 and
resolution of differences attempted in the'workshops-

PG&E states that it plans 1‘:0‘ file advice letters upon.
issuance of the Phase 2 decision. PG&E opposes Cogeneration
Service Bureau’s proposal for retroactive;qdjustments”beCause of
administrative costs involved and because-adjustments to cost-of-
ownership rates for other cost ractors have never been made
retroactively and‘adoption of such proposal would establish a bad
precedent. PG&E recuests that the decmsion recommend a rev;sed
advice letter filing and the rejection ‘'of the review of SDC rate
methodelogy as being clearly outside the” scope of the OIX.

- SCE moved to strike Cogeneratlon Serv;ce Bureau’s
~ testimony. Whlle ALY Barnmett agreed that cQgeneratxon Servxce
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Bureau’s request was outside the scope o: this OII he accepted the
testimony by stipulation since Cogenerat;on Service Bureau was not
present at the hearing since they were scheduled to testlfy on the
following day.

The scope of the OII is necessarily limited to the impact
of TRA 86 on utility revenue requirements. We will therefore
reject Cogeneration Service Bureau’s request for workshops on SFC
methodology in connection with this proceeding.as.being outside the
scope of this OII. We will, however require the affected utilities
to file revised advice letters to be effective prospectively teo
reflect the changes resulting from TRA 86. Such filings should be
made within 60 days after the effective date of this orxder.

DRA recommends that all TRA 86 provisions which impact
the calculation of 1987 ratemaking Federal income tax expense. for
1987 test or attrition years be reflected to the extent possible in
1987 rates. If the Commission decision on this OIT is not issued
with a time frame which permits the adjustment of 1987 rates to
reflect the adopted ratemaking treatment of TRA 86, the TRA 86
impact on 1987 rates should be. rerlected as soon,as possxble in
1988 rates. , _

DRA recommends that the cOmmlssmon decision in thls OIZ
should require that all utilities base their calculat;cns of the
impact of TRA 86 on 1987 adopted test or attrition year results of
operations. If a 1987 adopted results of operations is not
availakle, the most recent-adopted results of operations should be
used.

The impact on gross revenue :equifements should be
incorporated into rates in the following manner accoxrding to DRA:

i -=reflect the 1987
impact in their 1988 attrition filing. In the
event that the Commission decision is not
issued within a time frame which permits the
inclusion of the 1987 1mpect of TRA 86 in the
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1988 attrition filings, then DRA recommends
that the impact be reflected in the GAC/SAM
balancing accounts for gas utilities and the
ECAC balancing accounts for electric utilities.

--reflect the impact in the
surcharge component of their rate structure.

Watexr Utilities--reflect the impact using a
surcharge methodology as a component ot the;r
rate structure. )

DRA further takes the position that the revenue
requirement decrease developed based on the methodologies adopted
in this decision be used to decrease rates in 1988. Staff is
against crediting such amounts to a balancing account or to true up
the difference between actual taxes paid and what the Commission
adopted and inmplemented at the outset of 1988. DRA further argues

that although proposals have been made by Pacific Bell and Arthur
Andexsen & Co. to defer or otherwise reserve any refund of ‘
reduction in revenue requirements'occasibned'by TRA. 86 on a variety
of pretexts, it rejects these proposals and urges that such
reductions be passed on to ratepayers ih'a.timely fashion. DRA
‘further states that utilities are. searching‘for means to reduce
costs to meet competitive challenges and threats of bypass.‘ The
tinely reductions of rates would assist the utxlltles in
accomplishing these goals.

Pacific Bell requests the Commxssxon to temporarxly hold
_ the revenue requirement decrease in a balancing account. This
would result in presexrving the benefits~oz tax\re:Qrmn£or the.
ratepayers and also provide the Commission with flexibkilility to
decide when revenue requirements are to be adjusted and thereby
provide rate stability. Pacific Bell further argues that a
balancing account would also providé an effective way of dealing
- with various uncertainties arising under TRA 86 where there is need
for: IRC clarxification in several areas. A balancing”account
approacn is not novel and has. heen used_by]thé_cqnmissidn‘on' 
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various oc¢asions including the #“Tax Initiative Account” in
conjunction with property tax savings of Propesition 13. Pacific
Bell also argues that there are many other imminent developments
impacting revenue regquirements tor‘telecbmmuﬁication utilities
which suggest the adoption of a balancing account. Pacific Bell
concludes'that use of a balancing account to-implement the impacts
of TRA 86 would be the most reasonable, flexible and effzclent
approach. Continental Tel. supports the use’ of a balancan account
for similar reasons. :

Arthur Andersen recommends that the net savings resultxng
rrom TRA 86 be deferred and used to reduce the large ratepayer
receivable created from flow-through of income tax benefits in
prior years. Arthur Andersen arqgues that the FASB is expected to
issue its new statement for “Accounting for Income Taxes in 19877.
It is anticipated that this statement will require recording all
accumulated deferred taxes on the balance sheet of each utility,
whether previously provided in rates or flowed through to the
ratepayer. Arthur Andersen estimated that the presently unrecorded
deferred tax liability that will have to be recorded on the books
of the five largest utilities in California is estimated to be in
excess of $4.2 billion. Other reasons stated for deferring the tax
savings are rate stabilization, the potential effect of competition
in the form of bypass of utility sexvices and the ratemaking
objective of intergenerational equity.

SDG&E recommends that the Comm;sszon issue a gener;c
decision in this phase which decldes in princzpal each of the
issues addressed by the parties. Each utility should be required
to file by advice letter the specific implementation of the
decision for that utility. SDGSE recommends that the 1987
overcollection resulting from TRA 86 be returned to ratepayers as

soon ‘as possible by -a one-time bill rerund or b;ll credit as early
1n 1988 as pos ;ble..
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GenTel recommends that any adjustment to its 1987 revenue
requirement be based on the 1987 data included in GenTel’s 1988
test year Report on the Results of Operatxcns. GenTel states that
use of the last general rate oxder fzgures would not be approprzate
since it would give a very skewed result. AT&T stated that
adjustments to ATET’S rates' by an adjustment to its billing
surcharge would be the preferred mechanism. SCE recommends that
any refunds ordered in this OII be incorporated in its ERAM
balancing account and other balancing account as appropriatc. SCE
does not endorse DRA’s alternative recommendatlcn to anorporate
the rate adjustment in the ECAC balancing account since ECAC is for
energy expenses and revenues and ERAM is the balancing account
where income taxes are rerlected in base rates. S;mzlarly, MAAC ‘
and IMAAC reflect the revenue requzrement assoczated with nuclear
unlts. :

While SCG agrees with DRA that‘it-submit an
implementation f£iling based on its’lsai'attfition year results of '
- operations, it disagrees with DRA’s recommendation that the revenue
requirement impact of this OII beé reflected in SCG’s SAM balancing
‘account. The reason set rorth by SCG is that the Commission is in
the process in OII 86-06=-005 of elzmlnatxng the SAM.balanclng
account as it applies to certain non-core customer classes. At
issue in OII 86~06-005 is the manner in which the SAM balancing
account should be allocated to different customer classes. The
revenue requirement changes resulting'from‘this'tax OXI may be
allocated in a different manner than SCG's tradxtxonal SAM
balances. : .

The‘smaller independent telephcnchompanies‘state that
the effects of TRA 86 on intrastate results of operation and
revenue requirements are de minimus. The majority of the smaller
independent’s revenues are derived from toll and access charge
sources, and since these revenues are adjusted through,the
: settlement process, the revenue change due to TRAvae are mmnxm;zed.
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The smaller independents believe that the minor tax changes due to
TRA 86 should be handled in each company's next rate proceeding.
If the Commission decides to adjust smaller company rxates, the
adjustments for TRA 86 should be included with adjustments for
other generic OII proceedings for inside wiring and the USQA
rewrite. The smaller independent telephone companies believe that
DRA’s recommendation regarding implementation are intended to cover
those utilities which are materially affected by TRA 86. For the
smaller 1ndependents a separate surcharge component makes no sense
sxnce it would cost more to 1mp1ement than the actual revenue
meacts,themselves-

Pacific Power’s wlthess, Anne Eakln, test;f;ed that the
Commission in D.86~12-097 found that an increase of $7.289 million

.would be required for Pacific Power to earn a fair and reasonable
.return of 10.64% for test year'l987. However, to nitigate the

impact of rates on its customers, the company'requested and the
Commission granted, an increase of only $1.975 million.: Pacitic
Power states that because it is collecting $5.314 mlll;on less than
its justifiable revenue requirement, the company proposes to deduct
the impact of TRA 86 from the adopted costs .of service, which
ylelded a supportable revenue increase of $7 289 million. This
results in the reduction of the shortfall from $5.314 million to
$3.969 million. Thus Pacific Power takes the position that there
would not and should not be an effect on tariffed rates because the
TRA 86 adjustments does not cause adopted revenue levels to result
in a rate of return which exceeds.theﬂl6.64% authorized for 1987.
Appendix A to Exhibit 40 shows that after giving effect to TRA 86,
the company would still be constrained to a return of 8.98%,
significantly lower than the'authorized return of 10.64%. Pacific
further arques that while it may be appropriate to reduce the rates
of other utilities, Pacific Power’s rates should not be adjusted.

. The company furthex proposes to.incorporate the 1988 impact of TRA
86 with its 1988 attrition filing‘;n the fall of 1987. . The basis .




T.86=11-019 ALT/KT/xra %+

' for the 1988 attrition calculation would be the bas;s authorized in
D.86=12-097 adjusted for the 1987 and 1988 1mpacts of TRA 86 as set
forth in the decision on this OII.

Table 1 is a comparlson of the utillty estimates of the
dollar impact of TRA 86 on 1987 and 1988 rates: (only'seven
companies provided 1988 estimates). The estlmated‘total revenue
requirement impact for the 18 utilities shown on the table is a
$243,878,000 decrease for 1987. These figures represent each
utility’s estimate of the impact of TRA 86 on 1987 and 1988 results
of operations based upon their recommendation for implimentatation
of TRA 86 provisions and not necessarily as'adopted'in this
decxszon., These estimates will have to-be evaluated and revised -
based upon the requlrements adopted ;n this . dec;slon.
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Although DRA recommends that TRA 86 provisions which
impact the calculation of 1987 ratemaking. FIT expense for 1987 test
or. attrition years be.reflected in 1987 rates, it is now obvious
that the earliest such adjustments could be made would be in 1988
rates. SCE has objecte& to the use of ECAC and SCG has objected to
the use of GAC/SAM balancing accounts. We concur with SCE that
ERAM and other appropriate balahcing account should be used instead
of ECAC to record the effect of revenue requlrement adjustments
resulting from this investigation. For gas'utllitles we will
require the use of the GAC/CAM balancing accounts.

' Consistent with our treatment of the gas and electric
utilities, we will require water utllltles to reflect the revenue
requirement impact of TRA 86 for 1987 and 1988 in a special
'_surcharge account. We will however exenpt small water companies as.
well as other small utilities with ratemaking taxable incomes undexr
$25,000 in the last adopted test or attrition. year results of
operations fror £iling advice letters for ‘any revenue requirement
adjustments for 1987 resulting 'from TRA 86 since the effect should 
be insignificant because the tax rate for small businesses remains
at 15% for taxable income under $25,000. For the next $25,000 of
taxable income TRA 86 tax rate is 15% compared to 18% under the
prior law and the next $25,000 is taxed at 25% compared to 34%
under the old rates, etc. There are some tax savings for 1987 for
taxable income above $25,000, although not to the full extent of
the rate change since TRA 86 rates did not go into effect until
July 1, 1987. We will therercre‘requirerutilities'with.ratemaking
taxable income above $25,000 to make the advice letter compliance
£iling. R o '

| For water utilities required to make the- advice letter
filing, we will authorize the establishment. of a special suxcharge
‘account in which wzll be recorded 1987 and 1988 revenue requ:rementV
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impact due to TRA 86 including interest from January 1, 1987 to the
effective date of the surcharge filing. Additional interest will
accrue from the effective date of the surcharge filing until
December 31, 1988 on the portion of the balance of the special
suxcharge account attributable to the period‘prior to the effective
date of the surcharge account.

Pacific Bell and several other companies including
Arthur Anderson have recommended that any revenue requirenent
adjustments resulting from TRA 86 be deferred in a balancxng
account to be used as the Commission believes appropriate.
Consistent with D.87-12-063 in 1.87-02-023, Uniform System of
Accounts for telephone company rewrite (USOA), we will authorize
balancing account treatment of the revenue requirement effects of
TRA 86 and S.B. 572. Such balancing account will terminate no
later than January 1, 1989 in connection with our lnvest;gatlon
into regulatory rlexmbmlxty instituted November 25, 1987
(2.87-11-033), and will bear interest at the 90=-day commercial
paper rate. Th;s treatment will be authorized for AI&T, Pacitic
- Bell, GenTel, Cltlzens, CconTel and Rosevxlle Telephone Company.

SDG&E believes that each utllmty should be required to
file by advice letter the specific implementation of this Phase 2
decision. SDG&E recommends that the 1987 overcollection resulting
from TRA 86 be returned .to ratepayers as soon as possible by a
- one~time bill refund or bill credit as early in 1988 as possible.
We are in favor of returning the 1987 overcellections as soon as
possible. However the basic DRA proposal assumes that the:
overcollection be returned over the one year period, in oxder not
to create any cash flow problems if the magnitude of the
overcollections is substantial. Rather than permitting each
utility to have an optlon of making an immediate one time refund or °
credit, we believe it would lead to less confusion if all utilities
which are required to refund the 1987 overcollections in 1988 are
required to do so-on a consistent basis.
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The next cquestion we should address is whether all
utilities should be required to return the 1987 overcollections in
1988 or whether an exception should be made in the case of the
small independent telephone companies. Since a substantial portion
of the small independent telephone companies revenues are from
toll sources which are automatically adjusted through the
settlement process, the impact of TRA 86 is not substantial on
their intrastate results of operations or revenue requirements. We
are of the opinion that the smallex independent telephone
compenles' argument that no rate adjustment should be made at this
time becduse .the effect of TRA 86 chanqes are de minimus has mexrit.
‘We will except the Smaller Independents from the filing
requirements . in thxs order and require the tax act ;mpacts be
“addressed in thelr next general rate case or General Order (G 0.)
96 filing as appropr;ate.

Pacxfxc Power states that by roreg01ng a. 1988 attrition
Liling, it will fully compensate its customers for all benefzts of
*TRA 86. Based on the Commission’s review of Pacific’s past rate
orders, the Commission believes this may be the case. However,. to

insure that customers are protected, Peeific‘Power‘should make an
| informal £iling with the Commission Staff to demonstrate that the
amount of money it could have supported in a 1988 attrition f£iling
is at least equal to, if not greater than the benefits of TRA 86.

In summary, all utilities except those specifically
excluded will be required to make a compliance filing in the form
of calculations reflecting a 1987 revenue requiremext adjustment in
conformance with the methodology adopted in this decision. We are
requiring the utilities to refund the full 1987 overcollection in
1988 under the assumption such overcollection is not taxable in
1987. Should the IRS upon audit disagree with the methodology used
in taking an aggressive position with regard to the non-taxability.
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of 1987 refundable revenues, we will provide affected utilities an
opportunity to come before the Commission to seek recovery of any
shortfalls resulting from this issue. ,

The utilities should base their calculations on 1987
adopted test or attrition year results of operations. If a 1987
adopted results of operations is not available, the most recent
adopted results of operations should be used. The changes due to
TRA 86 should alsec be reflected in subsequent attrition adjustment
years to the extent applicable. Any utility exempted from our
filing requirement for 1987 effects would not be precluded from
naking a filing if they believe an adjustment is warranted.

' The impact on ¢gross revenue requirements for 1987 should
be incorporated into rates through the ERAM/GAC/CAM balancing
accounts, for energy utilities, in the temporary TRA balancing
account for telepheone companies to be.distxibuted as the Commission
further orders and the surcharge methodology as a'component of
their rate structure for water utilities. By spreading the-
adjustment over the year 1988 any . cash flow problems relating to
refunding the excess revenue requlrements for 1987 become
minimized.

To the extent the 1988 attrition filings or 1988 general
rate case filings do not conform to the tax rate changes adopted in
this decision, utilities shall include in their advice letter
£ilings the necessary adjustments to conform to this decision.
Utilities not having any attrition or test year 1988 filing will be
required to file tariffs revising 1988 tariffs to conform their
ratemaking income tax expense to this decision. Any difference in
‘revenue requirements for the period January 1, 1988 to the date
revised tariffs go into effect arxe also collected subject to refund
and applicable interest. Such amounts'will be incorporated into
rates in the same manner as 1987-revenue'requirement adjustments.

The working cash impact of TRA 86 provisions are
dependent upon the ratemaking tax polmcles belng cons;dered in th;s
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decision. The affected utilities‘should include in their Advice

Letter and/or compliance filing presentat;ons a detailed working
cash calculation reflecting the work;ng cash impact.

V. Comments on Rrope sﬂ _Decision

As provided in Section 311 of the Public Utilities Code,
ALY Tomita prepared a Proposed Decision which was filed with the
Commission and served on all parties on November 24, 1987. Rules
77.1 through 77.5 of this Commission’s Rules of Practice and
_ Procedure permit parties to file comments on such Proposed Deczslon
. within 20 days of its date of ma;lxng. Comments were received from
. DRA, Pacific Bell, PG&E, Pacific Power, SCE, SCG and the smaller.
independent telephone companies. In addition comments were
- received from GenTel, California Water Servxce Company (CWSC) and
San Jose Water (SJWC) with a motion to f;le late-filed comments
which will be accepted. Reply. to comments were filed by Pacific
' Bell, PG&E, SCE and SGC. The comments and replies to comments were
carefully considered. The comments discussing clarification of
specific matters, to the extent adopted were included in the
appropriate places in the decision. Material changes to the
decision are discussed below. ' '
B. Racific Pell’s Comments |

Pacific Bell commented that the ALY’s proposed decision ‘
requires the telephone companies to reflect any revenue requlrement‘
effect of TRA 86 by means of a surcharge whereas the ALJ in the
USQOA (Uniform System of Accounts) investigation proposed that the
revenue requirement increase in that proceeding be placed in a
balancing account together with revenue requirement changes
resulting from TRA 86 and other rate matters. - Pacific Bell. furthexr
suggests that it would be willing to return the 1987 et!ect of TRA.
‘ 86—to~ratepayers as a one time retund or as a surcredzt over 1988
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but that the 1988 effect should be placed in a memorandum account.
The rationale offered for this difference in treatment is that the
‘other revenue requirement impacting developments listed by the ALJ
in the USOAR decision 6n1y come into'play after 1987. We agree
with Pacific Bell’s comments and therefore we will girect Pacific
Bell and General Telephone to implement an intrastate billing
surcharge/surcredit on a bill-and-keep basis based on'their 1987
adopted billing base (1987 attrition) to reflect their 1987 revenue
requirement efifect for TRA 86 and SB 572. :

We will not implement an intrastate billing
surcharge/surcredit for Citizens, Ccontinental Telephoné or
Roseville. We believe that for the purposes of rate stability it
would be more effective to place tbe entire-revenue<requirement
adjustment into a memorandum account for ATET, Citizens, -
Continental Tel and Roseville Telephone. Such memorandum account
will be for 'a limited period of time, not to exceed one.year, and
will bear interest at the 90-day commercial paper. rate consistent
. with other memorandum accounts. Duxing this tine we‘éxpect to
remove the memorandum account in our coordlnated Rate Design
Proceedlng for Pac1£1c Bell as set torth.ln Appendlx'A of
I.87=11=-033.

C. compments of Pacific Power. \

Pacific Power commented that its customers are already
enjoying all of the benefits of TRA 86. Furthermore Pacific Power:
states that prior to the issuance of the proposed decision in the
current proceeding, the company decided not to seek an attrition
increase in order to maintain stable prxces even though the
Commission’s decision in the last general rate case encouraged the
company to file attrition zncreaqeo-ln‘1988 and 1989. Should the
company be required to adjust rates downward for TRA 86, the
company will likely file an offsetting attrition increase in oxdexr
to aveoid a further reduction in the,company(s'rate of return. We
will adopt altermate 3 recommended by the ¢ompany which will
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require the company to make an informal filing to the CACD to
demonstrate that the amount of money it could have supported in a
1988 attrition filing is at least equal to, if not greater than,
the benefits of TRA 86. If the company’s: showing is Lnadequate, it
must either reduce its rates or make a formal attrition filing
before the Commission. '

The Smaller Independents arque that they have
demonstrated that the tax effect of TRA 86 was s small that no
adjustment to their local rate structure was justified. The toll
and access charge revenues of the Smaller Indepehdents~will be
adjusted automatically through the settlement'p:ocess. Smaller
Independents believe that the Commission understands this position:
however the proposed remedy set forth in the proposed dec;slon to
exempt Smallex Independents by exempting companles with ratemaklng
taxable income of $25,000 or less in their last adopted results of
operations will not accomplish the_lntended results since the
ratemaking taxable income includes toll and access charge revenues
and thus pierces the threshold taxable income of $25,000 of which
75-80% would automatically be adjusted thfough the settlement
procedure. The Smaller Independents argue that the cost involved .
in performing calculations, f£iling advice letters and adjusting
rate schedules will exceed the amount of rate reduction ultimately
determined to be applicable. Therefore, the Smallex Independents
request that the proposed decision be modified to recognzze their
unique circumstance and exclude them from further partxc;patlon in -
this proceeding. In view of the minimal revenue impact on . the

. Smaller Independents, we will exempt them from the filing
requirements of this decision and require that the impaots
associated with TRA 86 and S.B. 572 be addressed in their next
general rate case or General Order (GO) 96 filing. as appropriate.
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E. Copments of CWSC and SJUWC
CWSC and SIWC comment that water utilities in general

have very minimal amounts xn construction work in progress and that
the income tax effect on the differential in ;nterest rates appl;ed
to these small amounts of construction is de minimus but that the
potential accounting requirements are staggering. CSWC and SIWC
recommend that water utilities be allowed to use the‘same interest
rate for capitalizing interest on construction for ratemakxng
purposes as for income tax purposes on all construction on which no
AFUDC rate has been authorized. We find the proposal reasonable
and will adopt such proposal for water utilities. 1

' CWSC and SJWC also commented that ordeéring paragraph
No. 1 raises some implementation proklems in spreading the 1987
revenue impact over less than a full calendar year since water
sales do not occur equally throughout the year and water utility
rate decisions do not provide monrhly sales data. - CWSC and SJWC
propose that: (a) the amount of the revenue refundable from
- January 1, 1987 to the effective date of the new tariff be
accounted for separately from the amount of the refund attrlbutable
to the period from the effective date of the new tariff to
December 31, 1988; (b) The post~-surcharge date amount will not bear
interest since with the surcharge credit in effect, it will never
be collected from the ratepayer:; (¢) The pre-surcharge amount shall
include compounded interest to the tariff date:; (d) The principal
amount of the revenuve refundable shall be allocated on a straight-
line basis between pre- and post-surcharge periods. That is to say
all 1987 revenue refundable will be pre-surcharge while only a .
portion of 1988 will be pre-surcharge (i.e., if tariff date is
Apxril 1, 1988, then March 12 of 1988 revenue refundable will be
pre~-surcharge); (e) Compounded interest shall be calculated on the
assgmption that the pre-surcharge revenue refund was received on a
straight-line basis; (£) Compound interest continues to accrue on
the pre-~surcharge balance attributgble to the amouﬁtéor the balance -
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related to the period from January 1, 1987 to the effective: date of .
the surcharge. .
' For purposes of credmtlng the surcharge refunded to the
pre- and post-surcharge account, the revenue refunded each month
shall be allocated on the basis that the two accounts bear to each
other at the tariff date. Because the refund calculation requires
some estimate of 1988 interest rates and a straxght-l;ne revenue
assumption, there will be some error in the total refund estimate.
CWSC and SJWC propose that the resulting difference be added to the
utility’s Balancing Account at January 1, 1989 and be adjusted
accordingly Ln the next general rate case or advice letter,
whichever occurs first. The _proposals appear to be reasonable and
will be adopted with the modification that the amount in the
Balancing Account at January 1, 1989.wi11=be3adjusted accordingly
in the next general rate case or offset rate case, whichever occurs
first. Any problems.associated with interest computations can be
resolved with CACD. .
Findi £ Fact o . o

1. TRA 86 provides for a reductxon ln Federal Income Tax
rates as well as many other changes that affect ratemaklng income
tax expenses for public utilities. : . :

2. All other TRA 86 issues other than contributions in axd
of construction were addressed in this phase of the OII.

3. The parties agreed to stipulate to seven issues shown in
Appendix A and recommended that the Commission accept the |
stipulations and order ratemaklng treatment consistent with the
stxpulatlons.

4. There was general agreement to DRA’S position regarding
the research and experimentation credit reduction from 25% to 20%
in 1986 through 1988; to continue to defer the issue of
capitalization of interest under TEFRA-IRC Section 189 until
Treasury Regulations relatxng toAquestlons axre issued, and to use a _
gross of tax interest rate in calculatxng the AFUDC rate and Optxon




1.86-11~-019 ALI/KI/ra ww

3-income tax normalization to account for the increased income tax
expense occasioned by TRA 86 provisions requirinq the
capitalization of interest during-construction'for income tax
pﬁrposes. DRA’s position is reasonable except zof'water utilities
for whom we will authorize the use of the same interest rate for
capitalizing interest for ratemaking purposes as is used for tax
purposes except in those instances where an AFUDC rate has been
authorized.

5. When the nagnitude of the changes in Federal Income- Tax
rates are significant, it is reasonable to review the Commission’s
ratemaking policy that assumes that test year estimated CCFT
deductions will be deductible for Federal Income Tax purposes in
the test year when in fact it cannot’be;deducted until the
vfollowzng year. . .

6. Due to the complexxty of the CCFT lssue, further hearxngs
will be held on this subject. These hearings will be held as
directed by the ALT.

7. It is not reasonable to. adjust the loss in value of the
CCFT deduction for 1986, since that would requlre us to revise the
asoumptlons made in setting rates for 1986 - rates which were not
made subject to refund by the OII.

8. The working cash issue relating to the CCPFT deduction
for Federal Income Tax purposes is properly addressed in PG&E’S
1987 test year rate case and is outside the scope of this OII.

9. PG&E’s change in position to include the working cash
problem relating to theé CCFT deduction is too late, since the
parties generally agreed that it should be handled in PG&E’s 1987
general rate case workshops, thus the record in this proceeding on
that issue is deficient. ‘

10. The provisions of TRA 86 with respect to AMT for
utilities and the ratemaking implications invelved are complex and
may be subject to further IRS interpretations and rulings before it
becomes clear what ratemakingvtreatment wou1dgbe.permissible,
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Rather than committing ourselves to any specific treatment for
recovery of AMT expense we will adopt as reasonable DRA’s
recommendation to bandle this issue on a case by ¢pse basis, with
the affected utility permitted to make a showlng for recovery of
such AMT expense. We will also-authar;ze the use of memorandum
account mechanism in order to»avozd any retroactive ratemaking
problems should the Commission agree that the requested AMT
recovery sought was appropriate.

11. To the extent that any utility is affected by the.
unbilled revenue method required by TRA 86, it is appropriate for
such utility to make a complete showlng'justlrylng its request for
revenue requirement adjustment on this issue.

12. DRA’s proposal to treat the difference on the
deductibility of accrued vacation pay for federal income tax:
purposes and ratemakmnq purposes’ as an adjustment in the Federal.
income tax deduction and credit table used to-calculgte test or
attrition year FIT expense is reasonable. |

l2a. PG&E’s proposal to treat the difference on the
deductibility of accrued vacation pay for federal income tax
purposes as a deferred tax and rate base it is reasonable.

13. It is unreasonable to reuse a vacation pay deduction or a
bad debt expense deduction a second txme, if it has already been
used as a deduction for ratemak;nq purposes.

14. There was general agreement with DRA’s pos;tlon on the
treatment of bad debt expense resulting from.the elimination of the
reserve method of computing bad debt expense: in TRA 86. A utility
that used the reserve method for tax and ratemaking should be
allowed to collect in rates the additional federal income taxes
that this change will generate in 1987 through 1990., We will
therefore require any utility affected by this issue to make 2
complete showing suppoerting any bad debt reserve adjustment.

15. We concur with DRA’s posmtion that our actions with
respect to ITC for ‘1986 plant add;tmons do'not vnolate the
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normalization requirements since those rates were established on
the basis of the most current knowledge of the tax laws at that .
time. However, should it be determined that our actions with
respect to 1986 ITC result in the invocation of the penalty clause,
we will consider a filing from the affected utility or utilities to
consider taking possible remedial measures.

' 16. The overhead capitalization requirements of TRA 86 are
extremely complex. Both PG&E and SeoCal Gas agree with DRA’s
- position to take an aggressive position with-the IRS and not
capitalize those overhead items which are subject to question,
provided the utilities are permitted to record additional tax.
payments in a deferred tax account and ratebased should the IRS
determine that the methodology used in taking an aggressive
positien resulted in the undercapitalizgtibn'oz overhead expenses.
Rather than using deferred tax account we will authorize the use of
the memorandum account mechanism to record any additional tax
llablllty resulting from the undercapltalizatlon of overhead
expenses. .

17. Because of the complexity or‘the‘oVerhead capitalization
requirements, and the need to restate the December 31, 1986
;nventorxes it is reasonable to permit the. utilities to~true-up the
revenue requirement adjustment for 1987 ln the approprlate base
rate balancing account. .

18. TRA 36 provisions require the capltalxzatxon of removal
costs. There is uncertainty whether removal costs for 1930 and
prior year plant will continue to be treated as currently ‘
deductible  for ratemaking and FIT return purposes. The utilities
generally agree with DRA’s recommendation to continue to treat
removal costs on such property as currently deductible for both
‘ratemaking and tax purposes, provided they are permitted recovery
‘of tax shortfalls, penalties and interest if the IRS rules
otherwise. Because of the uncertainties relating to capitalization
of removal costs, it is reasonable-fot~utilitigs;tott§ke the
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aégressive stance recommended by DRA and recover tax shortfalls,
penalties and interest should the IRS rule against such position
and will authorize the use of a memorandum account to record such
amounts. N ' o

~ 19. To the extent applicable we will allow utilities‘to
reflect the effects of S.B. 572, The California Bank and
Corporation Tax Fairness, S;mpl;fzcatlon and cOnformlty Act of 1987
as it affects 1987 and 1988 revenue requlrements.based on tax law
changes affecting state income tax expense in a manner consis tent
with the methodology adopted in thms decxsion ror TRA 36 revenue
requirement effects.

20. The tax law change will xmpact workxng casn and revenue
requirements for 1987 and 1988. Azfected utxlxtxes will be
requzred to include in their advice 1etter £ilings a detailed
presentatlon of working cash calculat;cn based upon thelr last
adopted results of operatzons.'

21. The Cogeneration Service Bureau’s request for an updat;ng
', 0f SFC rates to reflect TRA 86 changes is reasonable. however, its
request for general updating of the methodeology for determmnxng SFC
rates is outside the scope of this 0OIX..

22. Based on the utilities’ estimate of the impact of TRA 86
on 1987 revenue requirements, there is an estimated total reduction
in revenue requirements of approxim;teiy'$244'million dollars. '

23. The impact of TRA 86 and SB 572 should be calculated on
the basis of the last adopted-testfyear or?attrition.year‘results
of operations. Water utilities,with-test'years older than 1987
should consult with the Water Utilities Branch before filing.

'24. Since it is too late to adjust 1987 rates for the
revenue rxequirement adjustments.resulting from the changes in the
tax laws, the adjustments should be reflected as early as possxble
in 1988 rates. :

25. Axrthur Andersen’s proposal to defer the net tax savxngs
from TRA 86 is based upon conjecture that_utilzties wxl;_haye_to,
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record all accumulated deferred taxes on the balance sheet whether
prev;ously provided in rates or flowed through..

26. While there may be benefits which may result from the
deferring of tax savings they are not sufficient for us to depart
from our policy of returning to today’s ratepayers any overpayments
of income tax occasioned by changes in the tax laws.

27. There is benefit to the utllltles in passing through the
tax savings to ratepayers by reduclng rates and therefore enabl;ng'
them to reduce expenses and better meet. the.competxtlve challenges
and threats of bypass.

28. To the extent any adjustments are made to balancing
accounts, the proper balancing accounts are base rate balancing
accounts rather than energy cost balancingraccounts.

29. . The revenue requirement effect of TRA-86 on small
utilities with ratemaking taxable income under $25,000 is probably
mzn;mal since the tax rate on the first: 525 000 of taxable income
. under the new law remains the same. ‘

30. Pacific Power should furnish an informal 1988 attrition
£iling to the CACD within 30 days after this_order is mailed. If
such information démonstrates that by foregoing a 1988 attrition
filing, Pacific Power will have passed all benefits of TRA 86 to
its customers, no further action will be needed. If Pacific |
Power’s showing is inadequate, it must either, reduce its rates or
make a formal attrition filing before the Commission within 45 days
aftexr its informal f£iling is rejected by the Commission.

31. In PG&E’S 1987 General Rate Case, PG&E reflected an $85.3
million rate decrease as an initial estimate of the revenue
requ;rement decrease for 1987 attridbutable to TRA 86.

32. In using OII 86-11-019 the Commission ordered that as of
January 1, 1987, all rates and charges then in effect shall be
collected subject to refund including interest in orxder to account
ro# any changes that might\result frbm‘thisrinvestigation‘

| . . . . "
i
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33. Utilities who have filed 1988 attrition year or test year
filings using income tax expenses inconsistent with this decision,
shall include in their advice letter filings adjustments neéessary
to correct any discrepancies. Other utilities not having attrition
£ilings and not specifically exempted in this order shall file
revised tariffs to reflect the change in tax laws cons;stent with
this order.

34. Congress is currently considering legislation which would
1ncrease taxes on corporations, including utilities. If such
legislation is adopted, it is likely to have ratemaking impacts.

35. The revenue requirement effects of TRA £6 on the Smaller
Independents is small because the bulk of their revenues are from
toll and access charge which will be adjusted automatically
through.the settlement process.

’ 36. Utilities exenmpted from the filing: requmrements of this
order should address the impact of TRA 86 and S$.B. 572 in their
next general rate case or GO0 96 filing as appropriate.

' 37. 'The implementation procedures proposed by CSWC and SJWC
for water utilities are reascnable and are adopted with the '
modification noted under Comments to Proposed Decision.

38. Considering the revenue requirement changes resulting
from the USOA investigation, the inside wirihq investigatioen,
Pacific Bell’s 1988 attrition, General Telephone’s final decision
in its general rate case, and the pending investigation into rate
flexibility (X.87-11-033), it is reasonable to authorize the use of
a temporary memorandum account to record the revenue requlrement
effects of TRA 86 and S.B. 572 for the larger telephone companies.
Such memorandum account will bear interest at. the So-day commercial
paper rate and will be disposed of as directed by the Commission.

38a. For Pacific Bell and General Telephone, it ls,reasonable
to authorize a billing surcharge/surcredxt to refund the 1987
effect of TRA 86 as a one-time refund in calendar yeax 1988
Placxng the 1988 effect of TRA 86 and the entxre revenue
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requirement adjustment for AT&T, Citizens,,Continental_and
Roseville inteo 'a memorandum account is reasonable.

39. Since water utilities have minimal dméuntsvof
construction work in progress, it is reasonable to authorize those
water utilities with no authorized AFUDC rate to use the same
interest rate for capitalizing interest for ratemaking pﬁrpOses as

for income tax purposes and thereby el;mlnatlng complex: accounting.
requirements. :

conclusions of Law ,

1. All public utilities subject to this OII, other than
those specifically exempted in this decision should be required teo
file calculations to reflect the revenue requirement effects of
TRA 86 on 1987 ratemaking income tax expense and on 1988 ratemaking
income tax expense to the date when tariffs are revised to reflect
the revenue requirement effects of the tax changes- Such ‘
calculations should be based on adopted test year or attrition year
results of operatxons usxng the methodclogy adopted in this
dec;slon. :

2. Small utilities subject to this OII with ratemaking
taxable income of $25,000 or less in their last adopted test year
or attrition year should be exempted from the filing requirements
of this decision since the tax rate for taxable income of $25,000
or less remains at 15% and the effects of the other provisions will
be de minimus. Similarly the Smaller Independents should be
exempted from the filing requirements of this decision, since the
bulk of the TRA 86 effects will be adjusted automatically through
the settlement process for toll and access charges and the net
effect of TRA 86 on the local operations is small.

'3; Utilities should be authorized to include in their
‘compliance filings the effect of S.B. $72, ‘The California Bank and
Corporation Tax Fairmess, Simplification and Conformity Act of 1987

)
[
'

[
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as it affects 1987 and 1988 revenue requirements in a manner -
consistent with the methodology adopted in this deCiSion for TRA 86
revenue requirement effects. :

4. All utilities should rxeflect in their attrition filings
for 1988 and 1989 the impact of TRA 86 and S. .B. 572 to the extent
applicable based on the methodology adopted in this decision.

5. PG&E’s yevenue requirement adjustment for 1987 income tax
expense (whether a refund or collection) shall reflect the
difference between a calculated revenue requirement change based on
the ratemaking procedures adopted in this decision and the $85.3
million reduction attributable to TRA 86 reflected in rates in
PG&E’S 1987 General Rate Case. PG&E’s revenue requirement
adjustment for 1988 income tax expense (whether a refund or
¢collection) shall reflect the difference between a calculated
- revenue requirement change based on the ratemaking procedures
adopted in this decision and the further -$86.3 million reduction.
attributable to TRA 86 reflected in rates in PG&E’s 1988 attrition

+ rate case.

6. The stipulations entered‘intobe the barties on
Appendix A are reasonable and should be—adopted as part of this
decision in determining the impact of TRA 86 on utility income tax
expense for ratemaking purposes and to be uséd,by utiiities in
‘calculating the impact of federal inCome-taxlIaW-changes"on 1987
and 1988 revenue requirements.

7. Utilities will have an opportunity tc recover future tax
liability associated with any unintended violation of normalization
of ITC requirements as a result of this order upon an appropriate
showing in a future rate proceeding and will be authorized to
.xecord such liability in a memorandun account.

8. Utilities will be permitted to record in memorandum
accounts additional taxes and penalties résulting from the
ratepaking treatment adopted in this decision on those SpQlelC'
issues discussed in this decision. Utilities Will be permitted to,
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seek future recovery of such amounts based upon a complete showing
justifying such recovery.

9. The adjustments orderxed herein do«not constitute
retroactive ratemaking, since moneys.collected_rrom Janwarxy 1, 1987
were made subject to refund to account for any changes that might
result from this investigation. Moreover, thisiis not a general
rate proceeding. '

10. The effective date of this order is the date of signature
to permit revenue requirement adjustments related to the tax acts
to go into effect as early as possible in 1988.

11. Utility rates for 1988 shall be calculated subject to
refund or adjustment to reflect any federal tax legislation which
is adopted for that year. Utilities shall file adjustments to
their rates which reflect such legislation through the advice
letter process, using principles consistent-with'those-adopted in
this decision. ' :

12. Utilities exempted from the fllzng requirements of this
decision sheuld be required to reflect the revenue requxrement

effects of tax law changes in their next general rate case or
of:set rate case flllng. '

Ir Is ORDERED that: ‘

1. Respondents shall file calculatxons with supporting
workpapers proposing a 1987 revenue requirement adjustment for TRA
86 and S.B. 572 effects in conformance with the methodology adopted
in this decision. The calculations shall be based on 1987 adopted
test or attrition year 1987 resuits of operations and if a 1987
adopted results of operations is not available then the most recent
adopted results of operations shall be used. Respondents shall
make such compliance f£iling within 60 days atter the effective date
of thls decision. The impact of the revenue requzrement
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adjustment, including interest, shall be recorded in the GAC/CAM.
balancing account for gas utilities and in the ERAM and other
appropriate balancing account for electric utilities.

la. Pacific Bell and General Telephone shall, within 15 days
after the effective date of this decision, make an Advice Letter
£iling to implement an intrastate billing surcharge/surcredlt based
on their 1987 adopted billing base to reflect the 1987 revenue
fequirement adjustment for TRA 86 and SB 572 effects in conformance
with the methodology adopted in this decision. The intrastate
billing surcharge/surcredit shall be on a bill-and~-keep basis and
shall reflect interest accrued at the current 90-day commercial
paper rate from January 1, 1987 to the effective date of the
tariff. The billing surcharge/surcredit shall become effective S
days after the tariff filing and shall.remain in effect until
January L1, 1989 unless further ordered by the Commission. -
Telephone utilities not otherwise exempted shall reflect the
revenue requirement impact, including’interest at the 90-day
commercial paper rate in a TRA 86 balancing account and dispose of .
such balance as the Commission further orders. .

2. Respondents shall calculate federal income tax expense
for ratemaking purposes for 1988 using the-methOdglogy’adopted in
this decision and similarly calculate California Corporation
Franchise Tax expense for ratemaking purpeses to the extent
applicable and file advice letters adjusting their tariffs to
reflect the revenue requirement effects of the tax changes. The
calculations shall be based on the last adopted results of
operations as adjusted by any adopted attrition mechanism.
Respondents shall make such filing within 60 days after the .

. effective date of this decision or, in those instances where a 1988
general rate order or attrition award is‘pénding, 60 days after the
effective date of such order or award. For energy utilities any
revenue requirement adjustments, includzng interest at the 90-day
3commerc1al _paper rate from January 1, 1988 to the etfectzve date

-
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wnen‘bASevrate tariffs are revised, shall be recorded in the ERAM,
GAC, SAM balancing account. Telephone companies, not otherwise
exempted, shall reflect any revenue requirement adjustment,
including interest to the extent applicable, in a TRA 86 memorandum
account and dispose of such balance as the Commission further
oxders. : B :

3. Respondent water utilities shall calculate federal'income
tax expense for both 1987 and 1988 using the methodology adopted in
this decision and similarly calculate California. Corporation
Franchise Tax expense for ratemaking purposes to the extent
possible. The calculations shall be based on the last adopted
results of operations. The impact of the revenue requirement
adjustment for both 1987 and 1988, including interest on that
portion of the revenue adjustment relating to the period prior to
the date the surcharge rate (or credit) becomes effective, shall be
recorded in a special surcharge account. Within 60 days after the
‘date of this decision, respondent water utilities shall file an
advice letter for the purpose ot‘establishingnaJSurcharge rate to
reflect an amortization of the total revenue requirenent adjustment
including interest recorded in the surcharge account over the
remainder of 1988. The surcharge rate will be shown as a
percentage which will apply on total customer water bills exclusive
of Safe Drinking Bond Act loan surcharges and exclusive of CPUC
Reimbursement Fees. The surcharge will be effective on.the date of
filing. ' | ' '

4. Utilities with ratemaking taxable income of $25,000 or
less are exempted from making this compliance advice letter filing
relating to 1987 or 1988. Any utility exempted from this advice
letter filing is not precluded from making such filing, if the
utility believes that an adjustment is warranted..

5. Utilities are permitted to keep memorandum accounts for
additional income taxes, penalties,and interest for those specific
issues discussed in the decision which could not be resolved.-
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Utilities will be permitted to request recovery of such amounts
based on a full showing justifying such recovery.

6. Gas, electric, telephone_utilities‘and'water utilities
with an authorized AFUDC rate shall use‘algross of tax interest
rate in calculating the AFUDC or IDC rate and Option 3 - income tax
noxrmalization to account for the increased income tax expense
occasioned by TRA 86 provisions requiring the capitalization of
interest during construction for income tax purposes. Water
utilities with no authorized AFUDC rate may use the same interest
rate for capitalizing 1nterest for ratemaklng purposes as for
income tax purposes.

7. Utilities affected by TRA,86 provisions result;ng from
the elimination of the resexrve method of computxng bad debt expense
shall make a complete showing supporting any bad debt, reserve
adjustment 1n their compliance adv:ce letter filing or any general
rate case filing. :

8. " Utilities shall include in their compl;ance f£iling a
‘ detaxled presentat;on of worerg cash calculations based upon their
last adopted results of operations.

9. Utilities are permitted to true up the revenue
tequirement adjustment for 1987 for overhead cap;tal;zatzon
requirements in an appropriate base rate balancing account. Such
true up must be made by March 31, 1988. |

10. Utilities exempted from the filing requirements of this
decision shall address the revenue requirement effects of the tax
law changes in their next general rate case or’ offset rate case
f£iling, as appropriate.

11. Utilities with Special/Added Facility Charge (SFC) rates
leed under electric and gas tariff Rule 2 shall r;le revised
" advice letters to reflect the changes resulting from TRA,86 and-
S.B. 572. Such’ £ilings should be nmade within 60 days‘azter the
errective date of this order.
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12. Pacific Power & Light COmpany (Pacific Power) shall file
an informal 1988 attrition filing with the Commission Advisory and
Compliance Division within 30 days after this order is mailed. If
such information demonstrates that by foregoing a 1988 attrition
filing, Pacific Power will have passed all benefits of TRA 86 and
S.B. 572 to its customers} no further action will be needed. If
Pacific Powexr’s showing is inadequate, it must either reduce its
rates or make a formal attrition fiiing before the Commission
within 45 days after its informal faling 1» rejected by the
Commission.

13. Pacific Gas & Electric COmpany’s (PG&E) revenue
requirement adjustment for 1987 income tax expense (whether a
refund or collection) shall reflect the difference between a'
calculated revenue requirement change based on the ratemakihg
_procedures adopted in this decision and the $85.3 million reduction
attributable to TRA 86 reflected in rates in PG&E’s 1987 General
Rate Case. Similarly, PG&E‘s revenue'requirement adjustment for
1988 income tax expense shall reflect the difference between a
calculated revenue requirement changed based on the ratemaking
procedures adopted in this decision and the further $86.3 millien.
reduct;on.attrxbutable to TRA 86 reflected in rates in PG&E’s 1988
attrition rate case. ‘

14. TUtilities rates from and atter January 1, 1987 arxe
subject to retund and adjustment, with, lnterest, to~account for the
changes and possible changes to—revenue requlrements author;zed
herein; those changes made as a result of the advice letter_
filings, memorandum accounts .and balanczng account entries
mentioned in Orderxng Paragraphs X=13. Interest should ke computed
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. at the average 3-month commercial pa.per rate as publlshed in the
Federal Reserve Bulletin.

This order is e:tectwe today-
Dated January 28, 1988, at San Francxsco, Calmfoma.

S'I‘ANLEY W HULE'I"Ij o
L Presn.dent* :
g DONAI..D VIAL c
FREDERICK R. DUDA
G. MITCHELL WILK
J OHN B. OHANIAN .
COmm.ssn.oners ‘

" | CERTIE® THAT, THIS. DECISION
WAS ARPROVED™BY~THE- ABOVE *
 COMMSSIONERS TODAYS.

' \m.or Wexs..... anoabnmc?or
L, "\ l \v

i
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. APPENDIX A ‘
BEFORE THE PUBLIC UTILITIES COMMISSION ‘,
OF THE STATE OF 'cu.:r‘o'n‘uin‘ ,

In the Matter of the Investigation
on the Commission’s own motion into
the methods to be utilized by the
Commission to establish the proper

- level of expense for ratemaking

. purposes for public utilities and
other regqulated entities due to the
changes resulting from the 1986 Tax
Reforn Act. ‘ ‘

‘I. 86-11-019

Lt N il Nl N il N Nt Nl S

STIPULATIONS

TO narrow the issues, the,pérties,pa::icipating*in‘the
workshops conducted in this Iavestigation developed the following

: Stipulations: . = . PR BRI

STIPULATION NO. 1: REDUCTION IN CORPORATE TAX RATE.

, Law Prior to Tax Reform Act of 1986,

ée&tion 11 of the Internal Revenue cher(the‘;CQde') imposed a
tax for each taxable year on the taxéble,ingéme of every
corporation. Except.for the impact of‘ghe phéieeout rule
‘described below, the rate ofvtax gn‘taxablé ihcomé in excess of
$100,000 vas 463. Taxable inéome_of Iéssfth#p'SIOO,doolvas
subjected to graduated tax rates-rangingxfrq§715%‘td:éoz; but the

benefits of these lower rates vere phased out for corpo:ations"




wzth taxable income in excess. of $l 000 000._ This phase-out

resulted in a flat 46% tax rate £or large corporatzons-

Tax Reform Act of 1986 (the "Act")

Section 601 of the Act‘amended~section li;df'the Code‘(ﬁowl
designated the Internal Révenﬁe Code'df'léasb to-impose a tax on
corporations at a rate of 343. Lower graduated fateﬁycontiﬁue_to
apply to taxable income less than $7S, OOO;J'Pﬁase-out-ofvthe
lower graduvated rates beg;ns at a taxable zncome level of

5100 000 effectxvely imposing a flat 34‘ taxnon large ,

-

corporatlons.
‘.The,decze§se in the corporate income tax rate from 46%"t5 34% is
effective far_taxableJyeafs beginninQ«on or after.Jﬁly 1, 1937
(Act Section 601(b)). For taxable years that znclude the
effective date of the change in tax rates (e;g-, a calendar
year), section 1S of the Code prov;des for a 'blendxng of the
different tax rates in effect durzng the tax year of. the

taxpayer.

For ratemakzng purposes, the above—descrzbed changes result in a
federal income tax rate for 1987 of 39.95%. The rate. for 1988
and subsequent years will be 343. '

BINBIREE R NBINIE IR NI BN IR
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STIPULATION NQ. 2: FLOWBACK OF EXCESS DBFERRBD TAXES RESULTING
‘ FROM THE CORPORA&E TAX RATE REDUCTION . '

. Law Prior to Tax Reform Act o£51986

Taxpayers are permitted deductions for the:'eihaﬁﬁtion, wear and
-tear on both "property used in the trade or buszness, 6:
"property held for the product;on of xncome.' (Sectzon 167(a) of
the Code). Depreciation deductzons-are=gove;ne@-by-sequxon 167
(Depreciation) and section 168-(Ac§elgra;ed Cps; Re¢o§ery éystem) .

and the regulatiods thereunder,

Generally, these Code sections and related regqulations and

rulings of the Internal Revénue Sef#ice govera: (1) thé-period
over which property may be depreciated for tax purposes, (2) the
depfeciation method that may be use&,.and‘(37 the tax treatment
relative to salvage proceeds, costs incuffgdu:o.retire/remove
property, and.femaihing unrecdvered costs atvthe time property is
removed from service. 1In addxtxon these Code sectxons and
related regulations/rulings also prov:de for the proper -
accounting, in the case of public ut:l;ty'property, for
depreciation related timing differences- Publxc ut:lzt;esAmust

"normalize® deprecxat;on related txmzng dxfferencesr(Code o
Sections 167(1) and 168(e)(3)). Such txmzng dztferences arise
because the tax deduction for depreczatxon.expense vxll, in many -’
1n5tances, exceed depreciation expense recorded in the publxc
,utzlzty s requlated books of account zn the earlxer years of a

deprecxable asset’'s life and v1ll subsequently reverse in the

3 -
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later years of the asset's life when book deprecxatxon expense

- exceeds the tax depreciation deductzon. Faxlure :o—properly

normalize these timing dxfferences (1ncludzng, but not. lzmxted

to, the effects of d:fierences xn lives, deprec:atxon method,
salvage proceeds and cost of removal) wxll result in the loss of

elxglbxlxty to claim Cepreciation deductxona under the

accelera:ed provisions of Code Sections 167 and 163.

The “normalization method- of accounting” for public utility

fproperty generally requires that the utility:

(1) Use the same depreciable lives and method .of
depreciation to compute both its tax expense and its
depreciation expense in establishing its cost of service
for ratemaking purposes and for reflecting operatlng
results in- its requlated books of " account:

. Make adjustments to a reserve (commonly. referred to as a
deferred tax reserve) to reflect the deferral of taxes
that result from depreciation related timing differences
that arise when the utility claims tax depreciation .
deductions under the provisions of Sections 167 and 163
of the Code (i.e., accelerated tax depreciation) and
identical amounts of depreciation expense are not taken
into account for ratemaklng purposes; and,

Use consistent estimates and-pro;ectxons,xn the

ratemaking process for determination of tax expense,

book deprecxatxon.expense, the deferred tax reserve, ahd
rate base.

The California Public Utilities Commzss;on (~cruc~): applxes the
"normalization methed of account;ng (Decxsxon 84-05-036' May 2
1984). The present issue is the need to assure contxnued

_application of the 'normal;zatzoanethodzof-accountzng given tng‘

existence of amounts currently included in the deferred :ax

reserve (deferred generally,at_a;tax‘:atg 65”46%)5that,wi11




. reverse at the lower corporate tax rates imposed by the Tax

' Reform Act of 1986, thereby ¢reating an "excess"™ of deferred
taxes. A company that deferred these taxes at a-téx rate lower
than its tax rate under the Tax Reform Act could have a ;deficit"
in deferred taxes, instead of an excess, theéeby causing an

increase in future revenue requirements.

Tax Reform Act of 1986

Section 203 of the Act provides general transitional rules
necessary to implement the Act's revisions to the Code. tion
203(e) specifically addresses "normalization requirements” with

respect to the excess deferred tax reserve as follows: -

. ~ *(e) Normalization Requirements -

(1) In General - A normal;zatxon method of accounting
shall not be treated as being used with respect to any
public utility property for purposes of Section 167 or
168 of the Internal Revenue Code of 1986 if the
taxpayer, in computing its cost of service for ,
ratemaking purposes and reflecting operating results
in 'Its regulated books of account, reduces the excess
tax reserve more rapidly or to a greater extent than
such reserve would be reduced under the average rate
assumption method. ‘

»

Definitions. -. For purposes of this subsection -

(A) Excess tax reserve. - The term "excess tax reserve”
means the excess of - ,

the reserve for deferred taxes (as descr;bed
in Section 167(1)(3)(G)(ii) or

168(e) (3)(B)(ii) of the Internal Revenue Code
of 1954 as in effect on the day before the
date of the enactment of this Act), over

the amount which would be the balance in such-
reserve 1f thg,amount of such reserve were
-5 -
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deternined by assuming that the corporate rate
reductions provided in th;s Act were in effect
for all prior perzods

Average rate assumption method. - The average rate

assumption method is the method under which the

-,excess in the reserve for deferred taxes is reduced

"over the remaining lives of the property as used in

its requlated books of account which gave rise to
the reserve for deferred taxes. Under such method,
if timing differences for the property reverse, the
amount of the adjustment to the resesve for the
deferred taxes is calculated by multiplying -

"(i) the ratio of the aggregate deferred taxes for
the property to the aggregate timing
differences for the property as of the
beg:nn;ng of the perxod Ln question, by

the amount o£ ‘the t;m:ng d;fferences ‘which
reverse durlng such perlod " :

For ratemaking purposes, section 20§(e)-requires that the excess
' tax reserve be reduced over the remaxnxng lxves of the
depreciable property that gave rzae to- the: excess.gf:n -

. implementing the average rate assumptzon method ( ARAMP), use of
‘zndxvmdual vintage account property records is. requzred as
opposed to a method that aggregates all property lxves, and bases.
‘the reduction in the excess deferred tax reserve on such an
aggregate life. Eowever, if vxntage records are‘not avaxlable,
it vould be approprlate to use a- method other than ARAM as long

as.such other method meets. the normalzzatxon requxrements.

'In additien, for ratemaking purposes,‘ﬁection'203fe)(2)(s) of the

Act requires that a reversal of a txmxng dxfference»must oceur
for a partxcular vxntage account before a reductzon to the excess

deferred tax reserve assoczated with that account is permztted.
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To the extent.that a reversal of timing differences has not
occurred for a particular vintage account, additions to the
deferred tax reserve will continue to be made';t-the applicable

statutory rate.
STIPULATION NO. 3: REPEAL OF THE ' INVESTMENT TAX CREDIT °

Law Prior to Tax Reform Act of 1986

Section 33 of the Code provxded for the allowance of a general
business credit against taxes payable. The—general buszness

c:edzt included "... the 1nvestment credxt determ:ned unde'

Sectzon,46(a)' (Cede Sectzon 38(b)(2)). The amount‘of investment

c-ed;t was determined under Sectzon 46(b) and, przor to repeal

was 10 pe*cent of "qualified 1nvestment' as determ;ned under
Sectxon 46(c).

The Code also provides for “recapture” o£1investment credit in
those cases where property that had pfeviously qualified for the
‘cred;t wvas “disposed of” (i.e., retxred from servxce) pr;or to

the expzratxon of various minimum time perzods (Sectzon

‘47(a)(5)).

Section 46(f) of the Code provides, in the case of publxc

utzlxty property,” for normalxzatxon of 1nvestment credit.

‘1'1 .
FZ N
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Tax Reform Act of 1986

The Act repealed the regular 1nvestment “tax cred;t for property
placed in service after December 31, 1985-(Act Sectxon,ZII(a)).
However, various rules were 1ncluded 1n the Act Vthh permxt

taxpayers to claim xnvestment credxt in: years after. 1985 on

certazn 'transztzon property.

Transition property is defined as property acqulred or
constructed pursuant to a contrac~ that was bzndzng on the‘v
taxpayer prior to January 1, 1986. The lxmzted rel:ef provxded
by the transztzonal rules wzth respect to any gzven prooe-tf '
depequ on the type of prooertj. Assumzng that the acquxsxt.on
or construction of the property otherwzse meets the bzndzng
contract rules, the property must be placed Ln servxce onor
before the follow;ng dates Lo qualzfy as transzt;on property-and

;therefore, qualify for the 1nvestment credzt (Act Sectxon 203)'

(1) July T, 1986 for property wzth a class life of less than
5 years;

(2) January 1, 1987 for property'thh a class life of at
least S-years but less than 7 years:

(3) Januvary 1, 1989 for property with a class life of at
least years but less than 20 years; and

- (4) Janvary 1, 1991 for property with a class' life of 20
. years or greater and certain real property.

Several other provxsxons.of the Act apply to transztxon property'

and limit the total xnvestment credit’ benefxt on this property.

. F:.rst, the amount of ITC is reduced by 35% for property plac:ed in-
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service after 1986 (Act Sectidn 211(:)). This provision is’

. effective July 1, 1987, so for calendar year. taxpayers the 1987
reduction is 17.53. Second, the deprecxable basis of ITC
;ransition property must be reduced byQIOO% of‘the,ITC claimed on
the property (after the above-noted rgducrion;:iffapplicéble)-
Taxpayers are not permitted to el;ctﬂavréduced investment credit

in lieu of the basis reduction (Act ScctianZIlCd)).

For ratemaking purposes, the Act continued the requirement to
norsalize investment credits, even though the credit has been
repealed. If the provisions of Section 46(£)ware not met for
taxable years beginning after Décember.Bi“léas the affecred
ut*lxty would have to repay the greater of- (1) all credxts
clazmed for open years, Or (2) the amount of the utxl:ty s

unamortxzed investment credzts.

The repeal of ITC will cause an increase in revenue
requiréments. For new plant noﬁ qnalifyidg:ar transitiﬁn
property, utilities operating under paragra;h.i’of subsection
46(f) of the Code will.no longer be able to reduce rate base
undér the pr0v1510ns of that paragraph Por new plant not |
qualzfyzng as transition property, utxl;t:es operatxng under
paragraph 2 of subsection 46(f) of the Code will no longer be

able to reduce cost of service under the provzsxons of that

paragraph
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STIPULATION NO. 4: MODIFICATION OF 'I.'HE ACCELERA‘I'ED COS‘I’
: : RECOVERY SYSTEM

Law Prior to Tax Reform Act of 1988e

The Economic Recovery Tax Act of 1981 (ERTA) added Code Sectzon
168 which allowed a "depreciation” deduct:on £or recovery
property.” szs nev deprecxatxon system, called the 'Accelerated
Cost Recovery System™ (ACRS), generally provxded for
significantly shorter depreczatxon or’ recovery perxods (x.e.,
tax l;ves) than under the Asset Depreczat;on Range-(ADR) system.
ACRS applied to recovery property placed in service after
December 31, 1980. The depreciation deducéion.orrrecove:y
allowance vas based on various percentagec of'the;prooerty's
_basis as specified in a table contaxned in- sectzon 168(b). "he
depreczatzon method used to develop'the recovery allowance was
essentxally the 1503 declznxng balance method. wzth a switch to
the straight-line method at the time that maxxmxzed ‘the
deduction. Real property was also covered by ACRS and or;gznally-
was “"recovered” or depreczated cver 15 years: uszng tables based
on the declining balance method- Subsequent amendments-xncreased

the recovery per;od for real property, f;rst to-18 years and then

to 19 yYyears.

Numerous other rules wvere enacted by ER&A in connect;on wzth

ACRS, 1ncludxng optxonal strazght-lzne electxons and calculatxon

.

of gaxn or loss upon d;sposztlon of recovery~property._

-0 -
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Tax Reform Act of 1986

The Act revises the ACRS ruies that have been in effect since
1981l. The new depreciatiqn syStem, referred_to aswmodified ACRS
or "MACRS?, retains many 5: ACRS " original coneepts;.but aiﬁo*
adds new classes of property, shifts some property between
classes, and replaces the lsoﬁrdeclining baiaﬁce methed for éome'

I

classes of property with the 200% declining balance methed.

The new MACRS provisions will generally apﬁiy to property placed
in service after 1986. However, the Act inciudesivarious
transition rules that permxt ‘certain types of properry to be-
depreciated under the prlor ACRS. deprec:atzon system. To qua’zfy
for such treatment the 'transztzon propertv must be placed in
servzce by specified dates (depend;ng on ‘the type of property)
and have ‘been acquxred buxlt or rebuilt pursuant to a written

contract that was binding on March 1, 1986

- L

A speeial election is available.tO«apply thnsfto.property placed
in service after July 31, 1986. 'Such:property-wouldedtherwise-be
subiect to the ACRS rules.under*prior law. However, the, electzon
cannot be made vith respect to 'transxtxon property that is

elzgible for investment credxt.

- 11 -
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Normalization requirements, identical to those ccntafned under
the prxor law’s ACRS provisions, have been retazned ro: MACRS
(Code Section 168(1)(9)).

For ratemaking purposes, MACRS will cause increases or decreases’
in revenue requirements, depending on whether MACRS results in
‘decreases or increases to the deferred tax.reserve, since the .

,defefred tax reserve is subtracted from rate base. .

STIPULATION NO. S: camn:.xzmxou os' consmccrxox PERICD
OVERHEAD EXPENSES :

 Law Prior to Tax Reform Act of i986; 

Seétibn.las of the Code, 'Amartiidtiqn of Réal Property -
Construction Period Interest and Taxés, requzred cap:talxﬁatxon
of 1nterest and property taxes 1ncurred durxng the constructzon
of real property. Amounts so capxtalxzed can be’ amortxzed over a
_ lo-year period. Prior law did qot réquiré various indirect costs
(i.e., payroll taxes, pension'co$£s, and general overheads) to be
capitalized although taxpayers who self-cdhstruét assets are
required to capxtalxze d:rect costs (e.g., materxals<and dxrect
labor costs). The general rules-governzng capxtalxzatxon vere

found in Sectxon 263 of the Code and the regulat1ons thereunder.
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Tax Reform Act of 1586

The Act repealed Sec¢tion 189 of the Cede and added new Section
263A, “"Capitalization and Incluszon in Inventory Costs of Certain
Expenses.” The general requzrements of Sectxon 263A referred to

as "uniform capitalization rules in the related Conmxttee

Reports, are stated as‘follows in subsectxons‘(a) and (b):

"(a) Nondeduczibility of Certain Direct and‘Indirect Costs. -
(1) 1In General. - In the case of any property to whxch
: this section applies, any costs descrxbed in
paragraph (2) -
(A) in the case of prope-ty whic¢h - is inventory in
the hands of the taxpayer, shall ke included
in inventory costs, and

(B) in the case of any other property, shall. be
capitalized.

Allocable costs. - The costs descr1bed in this
paragraph with respect to any property are -

(A) the direct costs of such property, and
(B) such property s proper share of those indirect

costs (including taxes) part or all of which
are allocable to such property.

‘-

Property to which Section Applxes. - Except ‘as
othervise provided in this- section, this section shall
apply to -
(1) Property produced by taxpayer. - Real or: tangzble
personal property produced by the taxpayer...."
Costs incurred after December 31, 1986 will generally be
subjected to the new uniform capztalxzatxon rules of section

263A. The statute also provides that regulatxons be prescrxbed

to carry out the purpose of the new'rules.g The Committee Reports
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(Conference Agreement) provide for patterning. the'uniform
capitalization rules after the prcvxsxons contained 1n the
regulations applicable o extended. Iong-tenm contracts. _The
following items, which have been deductible currentlx for tax
purposes, musﬁ be capitalized under the neﬁxlév, toftheiextent
they are dzrectly or indirectly as»oc;ated with real or tangible J

personal property constructed by the utxlzty-

(1) Pension and benefit costﬁ:'

(2)  Payroll taxes: |

(3) Sales ahd use taxevs; =

(4) Ad valorem taxes;

(s) Rental costs for equipment/facilities used in the
performance of the long-term contrace;

(6) 1Indirect matérialsrand'sugplies;J

(7)‘ Depreciation cn\equipment/faciliﬁies usédlin“the_

performance of the contract; and

(8) Administrative and gengralfsalafy/expénse;

‘s,

STIPULATION NO. 6: SUPERFUND TAX

The new'alternaiive minimum tax }AMT) provisiods of the Act form
the basis .for calculation of the superfuhd tax. The superfund or
“environmental™ tax is imposed on all cofporatidns under the’
provisions of H.R. 2005, the Superfund AmendmentS-and

Reauthorization Act of 1986. The supertund tax and’ other taxes
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imposed by this législatiqn arentOvbe_used-fo:5toxic=vaste’

cleanup and related activities.

The amount of the environmental tax is equal to 0.123 of a
corporatipn's alternative minimum taxable income (AMTI) as
computed under the new AMT prov%Sions in ﬁhe Act. Every’
corporation must pay the tax on AMTI in-gxﬁess of $2 millien,
even though a‘corporatioh does not have an AMT liability (i.e.,
the corporation’s regular tax exceeds its AMT). The éa#-is |
effective for tax years beginning atte: Decenber 3i,<1586.

For ratemaking purposes, the environmental or supeffund‘;;x‘wili
increase tax expense in an amount’equai‘to~the tax. Inladdition,
the net-to-grcss multiplier should be adjusted to 1nc1ude the
envzronmental or superfund tax, because ingreases or decreases in
gross revenue requirements will directly affeqt‘AMrI and_the

amount of environmental or superfund tax liability;

STIPULATION NO. 7: BUSINESS MEALS AND ENTERTAINMENT EXPENSES

Subject to certain exceptions, for tax years‘after 1986 the Act
limits the amount allowable as a deduction for business meal and

entertainment expenses to 80% of-such'e:pensés;

To the extent such expenses are allavable for ratemakzng
purposes, the federal income tax attrzbutable to the 20% tax

deduct;on dzsallovance is an addxtzonal current tax expense £or
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ratemaking purposes. The meact on revenue requxrements wxll be

the additional tax expense multiplied. by the net-to—gross '
multzplxer.

(END OF APPENDIX A)




