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2PXHION 

Suwpary 
In this proceeding, the commission has reviewed its 

ratemaking procedures with regard t~ two separate, but inter­
relatea issues which result from the fact that there is a one-year 
lag in the timing of the federal income tax deduction for 
California Corporate Franchise Tax (CCFT). 

First, according to the utilities, there is a cashflow 
(or working cash) issue because the utilities are not eligible to 
deduct ~CFT expense in the year incurred. The utilities contend 
that they receive the cash benefit from the deduction of CCFT 
expense reflected in their results of operations one year later 
than is assumed in our usual ratemaking federal income tax expense 
calculation. The utilities argue that they should be compensated 
for their cost of financing this lag which results in a continuing 
carrying cost. 

The Commission denies the utilities' request for a 
working cash adjustment. However~ since the prior year's CCFT 
number is now available from Commission adopted records, the 
Commission .finds that a change in method to flow-through for the 
treatment of the CCFT deduction would alleviate the utilities' 
concerns over the timing of the benefit of the CCFT deduction. 
Therefore, the prior year CCFT number should be used in future 
ratemaking calculations of federal income tax expense. 

Second, the utilities contend that when the federal 
income tax rate changes, present ratemaking makes an erroneous 
assumption regarding the value of the CCFT deduction. For example, 
in the federal income tax expense calculation for 19'87, the 
utilities' test year reSUlts, of operations would assume that the 
deduction of 1987 CCFT expense will be realized at a 40% federal 
income tax rate applicable to· 1987 when, in fact, this deduction 
will be only realized at a 34% federal income tax rate applicable 
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to 1988 due to the one-year lag in the ability to deduct these 
taxes. ~hus, the u~~lities request that they be all~wed recovery 
for the reduced value of the deduction for 1987 CCFT expense,. which 
is deductible in 1988 at the lower 34% rate. ~his'is, the tax rate 
change issue discussed below. 

~he Commission finds that current ratemaking should be 

revised to more accurately compensate the utilities for the loss in 
value of the CCF~'deduction resulting from a tax rate reduction. 
~he Commission adopts the Division of Ratepayer Advocates' (ORA) 

proposal tor the flow-through treatment 01: the CCFT deduction. The 
flow-through method allows the CCFT"deduetion to carry the ~e 
value as is realized for federal income tax purposes and' alleviates 
the utilities' concerns. 

Since Pacific Gas and Electric Company's (PG&E) 1987 test 
year general rate case was kept opan to resolve these issues, the 

Commission agrees that the federal income tax calculation tor test 
year 1987 and subsequent attrition years may be restated using the 
prior year's CCFT deduction and rates may be adjusted for the 
change in the CCF~ deduction. Other utilities may similarly 
restate their results of ~perations and be made whole for any 
resulting revenue shortfall, in all cases where the Commission has 
provided for such adjustment by prior 'Commission decision. 
Pr9cft4ural Smmpax:y 

A prehearing conference was held on March 31, 1988. 
Evidentiary hearings were held during the week ot April 18, 1988. 
Concurrent opening briefs were filed on June 20, 1988 ~nd reply 
briefs on August 15, 1988. Briefs were filed by ORA and City of 
San Diego (San Diego) and jointly by A1'&~ Communications of 
California, Inc., G~E California Incorporated'(GTEC), Pacific Bell, 1 
PG&E~ San Dieg~ Gas & Electric Company (SDG&E), Southern CAlifornia 
Edison Company (Edison), and Southern california 'Gas Company 
(SocalGas.) or (utilities). ' 
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working cash 
Background 
Prior to its 1987 general rate case, PG&E had not 

separately reflected in working cash the ~imiDg of the federal 
income tax deductions for CCFT- and property taxes. However, in its 
1987 general rate case Application (A~) 85-12-050, PG&E made two 
changes to working cash to reflect the timing of these deductions 

.in payment of federal income taxes. 
First, in accordance with the position adopted by DRA, 

PG&E moved the timing of the property tax deduction to April 15th 
of the test year, reflecting the fact that the Internal Revenue 
Code allows property taxes to be deducted in computing the first 
quarter's estimated tax installment, which is 4ue April 15th. 

Second, PG&E moved the timing of the deduction for CCFT 
to April 15th ot. the year following the test year, to- reflect the 
fact that the test year CCFT is not deductible until the first 
quarter's federal income tax payment for the following year. 

The Commission, in PG&E's 1987 general rate case 
decision, D.86-12-095, adopted the.first working cash change. 
However, the Commission declined to adopt the second change based 
on the record. The Commission stated: 

"The Evaluation and Compliance Oivision shall 
conduct a workshop to explore the adjustlnent to 
Working Cash Allowance proposed by PG&E. The 
other energy utilities that have included a 
similar adjustment in their pending general 
rate case filings should participate in the 
workshop •••• The Workshop shall precede 
further hearings on this issue which will be 
decided in PG&E's General Rate CAse." 
(0.86-12-095, p. 236.) 

workshops to address working cash adjustments related to the CCFT 
deduction were sUbsequently held on April 25, May 18, and 
August 27, 1987. 
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Position 0(. uti! ities 
The utilities point out that the Commission includes in 

rates CCFT expense for the test year based upon a computation of 
test year taxable income. Although most (90%) of the CCFT for the 
test year is paid in the test year, a portion of the CCFr is not 
paid until the following year. CUrrent ratemaking makes a workin~ 
cash adjustment to reflect the cashflow benefit the utility 
receives from delaying payment of a portion (10%) of the CCFT 
expense into the following year. 

The utilities argue that in the ratemaking federal income 
tax computation, the current year's CCFT is treated as being 
currently deductible, even though the CCFT is not deducti~le until 
the following year. The utilities contend that they should be 

compensated for carrying costs associated with the lag in deducting 
the current year's CCFT, in the same way that ratepayers now 
receive the benefit derived ~ythe utility in delaying payment to 
the State of a portion of the CCFT. 

The utilities' argument is based on the ratemaking 
treatment currently given the 10% portion of the test year CCFT 
expense which is paid in the following year. Because the utility 
pays the CCFT expense later than is assumed in the results of 
operations, and the utility has the use of tunds attributable to 
the delay of the 10% payment, the resultant cashtlow benefit is 
reflected in a reduced working cash requirement (rate base 
decrease) • 

The utilities believe that the same principle is 
involved, only in the case of the lag in the CCFT deduction for 
federal income tax the utility receives the cashflow benefit trom 
the deduction later than, is assumed for ratemaking in the results 
of operations. Specifically, although the results of operations 
uses the current year's CCFT as a deduction for ratemaking, this 
deduction (or cashflow benefit) is not available to the utility 
until the first quarter's federal income tax payment for the 
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following year. The utilities believe that the delay in the 
cashflow benefit of the CCFT deduetion results in a carrying cost 
to the utility whieh should be reflected as an additional working 
cash requirement (rate base increase). 

Lastly, the utilities contend that there are two 
instances in PG&E's general rate case tor test ,year 1987 where the 
commission adopted working cash computations which had been 
developed. to reflect the timing of tax deductions .. 

First, the timing of the property tax deduction was moved 
to April l5th of the test year (rather than reflecting a spread of 
such deduction over the test year). This aceeleration of the 
timing ot the property tax deduction to match the tax computation 
resulted in a significant working cash (rate base) reduetion for 
PG&E in its 1987 general rate ease. 

Second, in the same proceeding, the commission reflected 
the timing of the CCFT deduction, but did so incorrectly. The 
conunission treated the test year CCF'I' as deductible on April 15th 
of the test year even though it clearly is not deduetible until 
April l5th of the following year. 

Aecording to the utilities, these two examples--CCFT and 
property taxes--demonstrate that the Commission does refleet the 
timing o·f tax deductions. in working' cash computations .. 

EositiQn of citx of San Diego (San Di,go) 
San Diego notes that prior to 1965, the CCFT component 

was collected from the ratepayers one year in advance. No CCFT was 
paid by the utilities in the year it was colleeted, so the 
ratepayers were advaneing the funds for CCFT one year ahead of the 
time the utilities had to pay the CCFT to California~ 

San Diego further notes that in 1965 California desired 
to accelerate the payment of CCFT. A transition period of eight 
years (1965-1972) was put in place that required the utilities to· 
payout cash to California· for CCFT a year in advance of the time 
those taxe$ could be reflected as a reduction for federal income 
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tax purposes. During the eight-year transition the tax payment 
acceleration was gradually implemented. This required the 
utilities t~ pay nine years of CCFT in eight years. 

Also, San Diego agrees that und.er the current state law 
the utilities are required to pay at least 90% of CCFT lia~ility in 
the year prior to the year in whieh the taxis imposed, ~ut under 
federal law cannot use the CCFT deduction for their federal income 
tax tiling until the year the tax is imposed. Therefore, San Oiego 
agrees that there is a timing difference. 

Wi th regard to how this timing di!·ference should be 

treated for ratemaking purposes, San Diego supports the testimony 
of ORA witness Tan: 

"Q4 If there is a TTO (tax timing difference), 
how should it be treated for ratemaking. 

"A4 Typically TTOs have been afforded a "flow­
through" treatment by the Commission. This 
can be compared with other TTDs such as ad 
valorem taxes, cost ot removal, payroll 
taxes, Investment Tax Credit, etc.: 

"QS 

"AS 

It is interesting to note that in the case 
ot the tax rate change from 48 to 46% the 
Commission amortized the deferred taxes 
over a specific time period. In the case 
of rate change from 46 to 34% the 
Commission was required ~y federal tax law 
to amortize the deferred taxes over the 
remaining life of the plant, to· eliminate 
TTD that would have caused a permanent rate 
base impact. 

Where and when is the proper place to solve 
TTOs'? 

TTDs should be addressed in the calculation 
of income taxes at the time of the tax law 
change. TTOs should not be made a 
permanent rate base item through a working 
cash allowance or as deferred tax. The TTO 
in this case should have been addressed 
between 196-5- and 1971 when the State 
accelerated the collection of CCFT 
payments. PG&E has stated that "This 
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permanent capital (commitmentJ occurred as 
the result of California's desire in 1965 
to accelerate the payment of taxesH 

(Exhib·it 201,. page 1-4). DRA believes the 
present ratepayers should not pay for 
something that PG&E should have requested 
twenty years ago. H (Exhibit 208, p. 3.) 

Further, San Diego points out that this timing difference 
is not a new issue. It was discussed and resolved in Order 
Instituting Investigation (OIl,) 24. The Commission said: 

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

"The state income tax deduction for federal 
tax purposes is the amount of tax paic1 in 
the prior year. The state tax deduction 
computed for ratemakinq purposes has been 
based on the current test-year. In the 
case o·f ad valorem taxes, a utility may 
deduct in the current year the full amount 
of ad valorem taxes due on property held as 
of March 1st,. even though one-half of the 
amount is not payable until the following 
year. For ratemaking purposes utilities 
record the ad valorem taxes actually 
payable in the current year. These 
practices result in some differences 
between taxes paid and test-year 'income tax 
expense for ratemaking purposes. 

"Al though several al ternati ve methods of 
making these calculations are discussed, 
neither. staff nor any other party 
recommends a change from the present 
practice since they bglieve that the 
present practice vields a reasonable result 
over time. Onder these circumstances we 
see no" basis for a chanqe.H (Emphasis 
added.) (0.84-05-036-, p. 33b and Ex. 209,. 
p. 3.) 
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San Diego argues that the utilities are trying to 
readdress an OXI 24 issue calling it instead a working oash issue. 
They should not be allowed to- do this according to- San Diego. 

San Diego concludes tbat~ if a flow-through tax treatment 
is adopted for the CCFT deduction, then the tax timing difference 
does not become an issue. San Diego believes that such ratemaking 
treat~ent is just and reasonable. 

DBA Position 
'ORA agrees that there is a tax timing difference. 

Accordinq to DRk, this tax timinq difference should have been 
addressed in the caloulation of income taxes for ratemaking when 
the tax law changed. It shOUld have been addressed between 1965 
and 1971 when California accelerated the collection of CCFT 
payments. It should not now be made a permanent rate base item 
through a working cash allowance or ~ treated as a deterred tax. 

'ORA recommends adoption ot the flow-through method for 
the ratemakinq treatment ot the CCFT deduction tor the federal 
income tax calculation. 'ORA points out that the flow-through 
method can now be implemented by the Commission as the prior year's 
ratemaking CCFT number may be obtained from the test year decisions 
or attrition year rate filings. 

DRA contends that the ratepayers are not receiVing the 
benefit ot the CCF'l' deduction betore the utility receives the 
benetit. The basis tor 'ORA's argument is that the test year CCFT 
dollar amount n~er is used as a convenient approximation for the 
prior year's CCFT expense in the test year federal income tax 
calculation. This is done to- avoid preparing a complete summary ot 
earnings for the prior year. It is for this reason that in PG&E's 
1987 test year rate ease, the estilDated test year 1987 ccn expense 
number was sUbstituted for the 1986 CCFT amount as a deduetion in 
the federal income tax computation. 

'ORA submits that adoption of a flow-throu9h treatment for 
the CCFT deduction would negate any need tor a workinq eash or 
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deferred tax adjustment because the CCFT deduction would be treated 
consistently tor ratemaking and federal income tax return purposes. 
ORA notes that with the adoption ot the Rate case Plan by the 
commission, the prior year's ratemaking CCF'l' number is available as 
a matter of record in the utility'S test year decision or attrition 
year tiling. Theretore, for most utilities, there would be no 
obstacle to changing to· flow-through treatment. Where the prior 
year ratemaking CCFT number was not available then the test year 
CCFT number would have to be used as an approximation. 

Discuui.sm 
The facts in this case are generally uncontroverted. It 

is the in terence to be derived from these facts which has led to 
dispute. 

The parties agree that the current year's CCFr expense 
number is not available as a federal income tax deduction until the 
following year (WCCFT deduction lag"). The parties further agree 
that the number representing the current year's CCFT expense is 
used as a deduction in calculating ratemaking federal income tax. 
That is, there is no· adjustment made to reflect the tact that the 
current year's federal income tax deduction of CCFT expense is 
based not upon the amount ot the current year's CCFT expense but on 
the prior year's CCFT amount. 

Notwithstanding these areas of agreement, the parties 
disagree as to· the significance to be ascribed to the tact that the 
amount of the current (or test) year's CCFT is reflected as a 
current federal income tax deduction without adjustment. 

The utilities argue that the CCFT deduetion ~ing used in 
the federal income tax computation represents the deduction of the 
current year's CCFT expense. In support Of their argument, they 
note that the number being used in the federal income tax 
computation is i4entical to the number representing the current 
year's CCFr expense. They further note that ~~ey have ~ooked at 
previous rate cases (as has. ORA.) and there has never ))een an 
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adjustment to the current year's CCFT expense to determine the 
federal income tax deduction amount. In ess.ence" the utilities 
argue that the deduction is what its calculation would indicate: 
test year CCFT expense is being used as the test year federal 
income tax deduction. 

In contrast, 'ORA and San Dieqo state that the use of the 
same number was merely an effort to approximate the appropriate 
level of the CCFT deduction (which is, in f~ct, J:)ased on the amount 
of the prior year's CCF~ expense). They arque that the Commission 
had in the past merely been using the current year's CCFT amount in 
the federal income tax computation beeause no other number was 
readily available. They assert that if the Commission had 
addressed the situation, it would have used flow-through, i.e., it 
would have sought to identify the proper 4eduction amount to be 
used in determininq the appropriate level of federal ineome tax 
expense. 

~he dispute between the parties, therefore, eenters on 
what year's CCFT deduction is being represented in the federal 
income tax computation. If the current year's CCFT is being used, 
and that is precisely what it is meant to be, then the utilities' 
arguments prevail. If the number being used as a CCFT deduction is 
merely representative of the deduction actually available to the 
utility (i.e., for CCFT expense of the prior year) then DRA and san 
Diego prevail. 

Unfortunately, the ratemaking calculation procedure at 
issue has not been previously documented in any Commission standard 
practice manual, nor has the basis for the procedure been 
memorialized. Furthermore, since test year results of operation 
calculations do currently use the current year's CCFT number as a 
deduction, that on its face makes a case for the utilities, because 
there is nothing' on record that contradicts the·utilities' 
assertions. 
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Notwithstanding the lack ot such documentation, we adopt 
the ORA/San Diego position that the test year CCFT number used is 
really an approximation for the prior year. our'~onclusion is 
based on an understancling of what it takes. to· .. prepare A resul t5 of 
operations for a test year. ~he preparation of a results ot 
operations tor one test year is eo major undertaking.. The , 
preparation ot an additional results of operations tor the year 
prior to the test year is likewise no small task. To do the work 
required to prepare the additional results ot operations, solely 
tor the purpose of deriving one number, arquably a more accurate 
CCFT number tor the test year federal income tax calculation, does 
not make sense it the test year CCFT number is available, and it is 
a reasonable approximation. 

We believe that our conclusion is supported by the 
conclusions reached in the OIl 24 proceeding' in 1984. 'l'he 
consensus was that the current (test year) number was a reasonable 
approximation. As pointed out by san Diego" this issue was 
mentioned in the OIl 24 decision: 

HThe state income tax deduction for federal tax 
purposes is the amount of tax paid in the prior 
year. The state tax deduction computed for 
ratemakinq purposes has been based on the 
curunt test-year • ••• H (Emphasis added, 
D.84-05-036, p. 33b~) 

Apparently, the parties to OIl 24, including' the 
utilities, did not disagree that the practice yielded a reasonable 
result over time and decided that no change Was necessary. Of 
course, the issue was not framed, as a working cash issue as it has 

now been presented to us. But it is the same issue in a different 
form. 

We agree with San Diego and ORA that adopting the tlow­
through method for the ratemaking' treatment of the CCFT deduction 
for the federal income tax calculation would negate any need for a 
working cash o~ deferred tax adj:ustment. '!'he CCFT deduction would 
then be treated consistently torratemakinq and'federal income tax 
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return purposes. Adoption of this method is now feasible as the 
prior year's ratemaking CCFT number is available from the test year 
decisions or attrition year rate filings. 

We now turn to the utilities·' arqument that in PCi&E's 
1987 test year decision, in the working cash calculation, we 
adopted the (first) timing deduction related to property taxes, but 
declined to adopt the (second) timing deduction related to CCFT. 
The utilities imply that this is an inconsistency which needs 
explanation .. 

The short answer is that we did not *adopt* a timing 
deduction for property taxes and did not Knot adoptN a timing 
deduction for CCFT". We simply recognized that the utilities do" not 
make a eash payment to the Internal Revenue Serviee in the first 
quarter. 

Lastly, we agree with San Diego and DRA that commencing 
in 1965 the utilities should have asked for, and should have 
received, the incremental amounts when California accelerated the 
collection of CCFT. Such action would have eliminated any argument 
that there was a permanent capital commitment related to prepayment 
of CCFT. The utilities cannot now have this oversight corrected 
through a working cash adjustment. The utilities' request for a 
working cash adjustment to reflect the timing of the CCFT deduction 
for federal income taxes should be denied. 
=rax Rate Cban~ 

The loss in the value of the CCFT deduction attributable 
to the reduction of the federal income tax rate was previously 
examined in the hearings addressing the implementation of the Tax 
Reform Act of 1986 (1.86-11-019). 

In those proceedings, the utilities argued that they were 
entitl~d to be compensated for the loss in value of the federal 
income tax deduetion for CCFT. SpeeificallYr CCFT expense for 
1987, which was assumed to" be deductible at a 40% rate under 
current ratemakinq procedures, actually will be deductible in 1988 
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at a 34% rate. The util:Lties requested that they be made whole for 
the loss in value of this deduction. 

\ 

The Commission eoneluded in 0.88-01-061 that the 
utilities were precluded because of retroactive ratemakinq 
prohibitions from recovering the loss in value of the deduction for 
the 1986 CCFT expense~ but recognized that eurrent ratemaking 
(1987) did not properly reflect the utilities' costs with respect 
to the CCFT deduction. The Commission ordere~ further hearings to 
resolve the matter (D.88-01-061~ p. 45). 

Following further hearings~ the positions of the parties 
are set forth below. 

Egsition of Vtili~ies 
The utilities argue that they are entitled to a rate 

adjustment to reflect the fact that 1987 CCFT expense is deductible 
at a 34% federal income tax rate in 1988, not at a 39.95% federal 
income tax rate in 1987, as would otherwise be assumed in the 1987 
federal inco~e tax ratemaking computation • 

The utilities contend that ORA's proposal to convert to a 
ratemakinq method which uses the prior year's CCFT in the federal 
income tax ratemakinq computation cannot be implemented without 
adjusting for the fact that the benefit of the prior year's 
deduction has already been given to ratepayers., 

The utilities note that the present ratemaking/accountinq 
method uses the current year's CCFT as a deduction in the federal 
income tax ratemakinq calculation. Utilities agree that ORA's 
proposed change--which uses the C~ for the year prior to the 
current year as a ratemaking federal income tax deduction-~tches 
the ratemaking computation of federal income tax with the 
computation ot the CCFT deduction in the real world. It is the 
Wflow-throuqhW methoa. 

However, the utilities argue that the Commission must 
recognize that ~y changing the ratemaking/accounting method without 
adjustment, it would be impermissibly using the same deduction 
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twice. The utilities point out that in the decision that ordered 
these further hearings, the Commission specifically stated that 
there should be no double-dipping and that the same deduction 
cannot be given to ratepayers a second time (D.88-01-061, p. 21: 
also see Finding of Fact l3, p. 46) .. According to the utilities, 
the commission would violate this principle if it gave the 
ratepayers the benefit of the deduction of 1986 CCFt expense in the 
1987 federal income tax ratemakinq calculation, when such deduction 
had already been used in the 1986 computation. Specifically, the 
utilities point out that the prohibition against double-dipping was 
applied ~y the Commission in a tax ratemaking context with regard 
to bad debts and unbilled revenues, where it worked to the 
ratepayers' advantage. 

The utilities now ask for equitable treatment. 
E9sition 0: san Diego 
San Diego a9rees that the problem arises because the CCFT 

deduction for actual federal tax purposes is the amount of CCFT 
paid in the prior year, whereas for ratemaking purposes the CCFT 
deduction has been based on the current test-year (0.84-05-036, 
p. 33b). 

San Diego notes that DRA witness Infante recommends,his 
Alternative 2 because he recognizes that in the real world there is 
a timing difference between when CCFT- is paid and- when CCFT is 
deductible for federal income tax purposes: 

"ALTERNATXVE 2: 

Require that test year and attrition year CCFT. 
estimates adopted in rates ~e speCifically 
defined and made available to the co=mission 
staff responsible for putting together the FIT 
(federal income tax) estimates for the 
tollowinq attrition or test year so that there 
is no time lag in CCFT deaucti~ility. The 
prior years estimated CCFT- collected in rates 
would always be available as a aeduction for 
the test or attrition year FIT calculation. 
This alternative would eliminate any conflict 
when the FIT rate changes because of a chanqe 

- 15- -



, 

.. ~ 

I.86-11-019, A.85-12'-050 AL:J /B'OP/1.s 

in FIT law. The utility would be allowed to 
collect in rates 100% of the test or attrition 
year CCFT estimate just li~e any other expense 
estimate collected in rates. W (Exhibit 20&, 
p'. 12.) 

San 'Oiego further notes that i1. the Commission adopts 
Infante's recommendation to use the prior year's CCFT as a current 
deduction for federal income tax purposes he recommends the 
following procedures be followed: 

H1. The rates for 1986 have already been set 
and collected in rates. '0.88-01-061 has 
already established that 1986 will not be 
adjusted as this would constitute 
retroactive ratemaking. 

"2. 

"3. 

"4. 

"5. 

"6. 

"7. 

Use of the prior year CCFT as a current 
deduction for ratemaking FIT purposes would 
commence with the adopted 1987 results of 
operations. 

1987 ratemaking FIT should b~e restated by 
removing the CCFT deduction ~ased upon the 
1987 adopted results of operations and 
replacing it with the CCFT deduction based 
upon the 1986 adopted results of 
operations. 

1987 CCFT colleeted in rates would continue 
to be 100% of the test or attrition year 
estimate. 

1988 ratemakin9 FIT would be calculated 
using the CCFT adopted for the 1987 results 
of operations. 

19'88 CCFT' collected in rates would continue 
to- be 100% of the test or attrition year 
estimate. 

This procedure would base the utilities 
ratemaking FIT expense on the methodology 
required to calculate FIT in the real world 
for tax return purposes and would eliminate 
any time lag as to when CCFT is paid when 
compared to, when it is deductible for FIT' 
purposes.,1I' (Exhibit 206,,, pp. 13-14 .. ) 
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San Diego agrees with and endorses Infante's 
',Alternative 2 proposal. 

However, San Diego takes exception to· the utilities' 
solution on how the ratemaking changeover should be accomplished to 

implement Alternative 2. San Diego, arques that the utilities want 
to recover what they allege is a 6% loss'in value for the CCFT 
deduction from federal income tax in 1987 and 1988 from the 
ratepayers. ~hey maintain that if the commission were to· adopt 
Infante's flow-through approach (Alternative 2) to the CCFT 6% loss 
in value, that a ratemaking CCFT deduction for 1987, the year of 
change, for ratemaking federal income tax purposes would be zero 
(Exhibit 2'07, p. 1). They say this results from the fact that the 
1986 CCFT tax liability Which would normally be deductible in 1987 
for federal income tax purposes has already been used as a federal 
income tax deduction for setting 1986 rates and cannot be used 
twice.. San Diego· contends that, since the utilities will still 
have the 1986· CCF'l' liability to' use as a deduction in the real 
world determination of federal income tax, this argument is 
specious. 

San Diego believes that the utilities want the Commission 
to· overstate their federal income t~ liability for 1987 and create 
a windfall profit for them. Use of the authorized 1986 CCFT 
expense collected in rates as a deduction in the determination of 
1987 federal income tax would implement flow-through in 1987 and 
reflects what has occurred in the real world (Exhibit 207, p. 3). 
According to San Diego, it simply represents a change in estimating 
method, not the use of the 1986 ratemaking deduction twice .. 

DBA's Positism 
ORA recommends that the prior year's estimated CCFT 

adopted in rates should be used as a deduction for the test or 
attrition year federal income tax calculation. According to ORA, 
adoption o·f this recommendation, 'Would place the CCFl' deduction on . ' 

a flow-through method. This lIleans that for ratemak1ng. and tax V 
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return purposes the CCFT deduction would ~e treated the same. DRA 
also contends that adoption of this recommendation also eliminates 
the time laq issue relating to· the loss in value of the CCFT 
deduction due to· a federal income tax rate change in the ratemaking 
calculation. 

ORA does not agree with the utilities' position which 
looks to the identity of the CCFT dollars which are used on the 
federal income tax return and compares this to' the identity ot CCFT 
expense which is reflected as a deduction for ratemaking purposes. 
Instead, ORA ~elieves the primary question is whether current 
Commission policy fairly estimates the level of CCFT that should be 
used as a deduction in estimating the amount of federal income tax 
which should ~e collected in rates., DRA believes that the present 
method produces a result which is reasonable, notwithstanding the 
tact that the level of the CCFT used as a deduction tor federal 
income tax purposes will not precisely match the ratemaking 
estimate~ Essentially, ORA's position is that the present approach 
yields a reasonable result because there was no reasonable way of 
estimating what the CCFT amount was for the year prior to the test 
year. 

ORA believes there are two alternatives for treating the 
present problem arising from the fact that the deduction of CCFT 
expense is lagged by one year. First, the Commission could 
maintain present pOlicy. However, ORA does not support this 
approach. Instead,. ORA favors a flow-through approach which 
eliminates the discrepancy by substituting CCFT expense computed 
for the prior year in the federal income tax rate calculation. 

ORA does not believe the switch to flow-through 
constitutes re-use ot the prior year's CCF'I' deduction (i.e., 
double-dipping). The Commission used the current year's CCFT 
expense as a deduction in the federal income tax rate computation 
because there was no means of obtaining the prior year. In 1987, 
the utilities should use the 1986 CCFT expense estimates as a 
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federal income tax deduction, notwithstanding the fact that the 
utilities allege 1986· was already used in the 1986 rate 
computation. DRk notes that the utilities will have a CCFT 
deduction in the real world for CCFT expense~ and it is 
unreasonable to give the ratepayers no aeduction for that year. 
ORA argues that ratepayers should not be asked to provide in rates 
a level of federal income tax expense which is greater than what 
the utilities will actually experience in the real world. 

According to· ORA, to· adopt a zero level of CCFT, as 
suggested by the utilities, as a 1987 federal income tax deduction 
would provide a windfall to the utilities in federal income tax 
expense which they would never have had to pay. 

pi sQ.1.U ign 
The testimony and briefs have followed a bifurcated 

approach notwithstanding the interrelationship between the two 
issues. However, we recoqnize that the resolution of one issue has 
a bearing on the other. 

As apparent from our discussion on working cash, we 
conclude that the time has come to adjust our ratemaking 
calculations with regard to the CCFT deduction so that there is a 
better match with the real world. We should make the transition to 
flow-through as recommended ~y ORA. But before we do so, we need 
to address the double-dipping issue. 

The utilities note that in other circumstances Which are 
similar we have recognized that tax timing differences exist 
between ratemakinq and real world taxes~ Specifically, in the case 
of unbilled revenues and bad debts (D~8S-01-061), when revenue and 
expense numbers used in the results of operation$ and the federal 
income tax computation were the same (as is the case with CCFt 
expense), we used this fact to tind that utilities had collected 
certain taxes in rates in advance of the time paid to the IRS. 
Thus,,, when Congress shifted the accounting rules reqardinq unbilled 
revenues, acceleratinq their taxation, we determined: n~ rate 
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adjustment was appropriate because ratemaking had already reflected 
the taxation of these amounts_ 

The utilities now argue that this. case presents the same 
fundamental issue except that here the utility has given a tax 

. benefit to the ratepayers in advance ot the time realized by the 
utility, whereas in the case of unbilled revenues and bad debts, we 
tound that the utility had been collecting a tax cost in advanee ot 
the time paid to the Internal Revenue Service_, 

We are not persuaded by the utilities' argument that by 
implementing the DRA proposal tor flow-through, we would be 
impermis,sibly using the same deduction twiee.. As we concluded in 
the working cash discussion, the test year CCFT figure was used in 
the results of operations as an approximation of the prior year 
CCFT expense amount because that was the figure that was readily 
available. The=efore, although it is the same number, the "same" 
deduction is not being used twice. 

Also, since the utilities will have a CCFX deduction in 
the real world, we believe it is unreasonable to· qive the 
ratepayers zero CCFT deduetion for that year. Therefore, we will 
not adopt the utilities' proposal for a zero- CCFT deduction when we 
switch to flow-throuqh eommencing with test year 1987. 

We will adopt DRA~s Alternative 2 (Exhibit 206, 
pp. 13-14). consistent with our decision to make the transition to 
flow-through, we conclude that the utilities should receive an 
adjustment to reflect the change in the federal ineo=e tax expense 
resulting from the use of the prior years' CCFT as a current 
federal income tax deduction. PG&E may tile advice letter 
proposals restating its adopted results of operations for test year 
or attrition years 1987, 1988 and 1989. Other utilities may 
similarly file advice letter proposals in all cases where the 
Commission has provided for sueh adjustment by prior Commission 
d.ecision. It is expected. that there will be an increase in revenue 
requirement.. Therefore, the utilities should include a proposal 
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for implementing into rates the resulting revenue requirement 
increase~ The revenue increase may ~e consolidated with rate 
changes resulting from the utilities' next general rate increase 
proceed'inqs or attrition increase filinqs. 
~cti9n ,11 C~ 

On September 2$, 1989, the ALJ's proposed decision on 
this matter was filec" with the Docket Office and mailed to all 
parties of record pursuant to Rule 77 of the Commission's Rules ot 
Practice and Procedure. 

Comments on the ALJ's proposed decision were filed ~y 
DRA, GTEC, Pacific Bell, PG&E, SDG&E, Edison and SocalGas. 

Reply comments were filed ~y DRA, GTE, and PG&E. 
Having reviewed the comments of all parties, we conclude 

that the 'ALJ's proposed decision should remain unchanged, except 
for clarifications and technical corrections that have ~en adopted 
and included in appropriate places in this decision. 
Findings of Fact 

1.. The parties agree that the current year's CCF'I" expense is 
not availa~le as a federal income tax deduction until the following 
year (*CCFT deduction 1809*). 

2. The parties- further agree that the number representing 
the current year's CCFT expense is used as a deduetion in 
calculating ratemakinq federal income tax. 

3. There is no- ratemaking adjustment made to reflect the 
fact that the current year's federal income tax deduction ot CCFT­
expense is based not upon the amount of the current year's CCFT 
expense ~ut on the prior year's CCFT- amount. 

4. The parties disagree as to- the significance to be 

ascribed to .the fact that the amount of the current Cor test) 
year's CCFT' is reflected as a current federal income'- tax deduction . 
without adjustment • 
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s. The utilities argue that the deduetion is What its 
I ' calculation would indicate: test year CCFT expense is being used 

as the test year federal income tax deduction. 

.... ~ 

6. ORA and San Diego argue that the use of the same number 
was merely an effort to approximate the appropriate level of the 
CCFT' deduction (which is~ in fact, based on the amount of the prior 
year~s CCFT expense). 

7. There is no Commission standard practice manual or other 
documentation on record that explain~ the underlying rationale for 
using the current test year CCFT number in the test year federal 
income tax calculation. 

8. The commission finds the ORA/San Diego- position more 
persuasive. ~he current year's CCFT number was used because no 
other number was readily available'andit represented a reasonable 
approximation of the prior year's CCFT' amount. 

9. The issue was raised in OIl 24 and the parties di~ not 
disagree that the test year CCFT amount yielded a reaso~le 
approximation of the prior year~s CCFT amount.. (0.84-05-036, 
p. 331:1.) 

10. Use of the test year CCFT number as an approximation for 
the prior year'CCFT amount does not mean that the ratepayers have 
been given in the test year the benefit of the deduction of the 
test year's CCFT expense~ when such deduction is not available to 
the utilities until the subsequent year. 

11. Commencing with 1987, the utilities may restate 
their adopted results of operations for a test year or attrition 
year to reflect the prior year's CCFT amount~ if that amount is on 
record in a Commission adopted summary of 'earnings. Any revenue 
requirement increase may be recovered through an advice 'letter 
filing in those cases. 
COnclusions' of Law 

1. The Commission concludes that ratemakinqshould reflect 
the value of the CCFT" deduction. Since the prior year's CCFl" 
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ratemaking amount is now readily available tram the recent 
Commission adopted records, flow-through treatment for the CCFT 
deduction shall be used in setting rates. 

2. Commencing with test year 1987, the utilities should ~ 
allowed to file advice letters to recover the change in the federal 
income tax expense allowed for ratemaking resultinq from the 
adoption of flow-througl1 for the CCF'l" deduction. The utilities may 
restate their adopted test year and attrition year summaries of 
earnings for 1987 onwards in all cases where the Commission has 
adopted the prior years CCFT' amount in a commission decision. With 
the adoption of this method the value of the CCFT deduction is . ./ 
consistent with that allowed for federal income tax return 
purposes. 

3. Since the Commission expressly ruled that PG&E's 1987 
general rate case and OIl 86-11-019 should remain open for 
resolution of issues related to the CCFT deduction (p .. 237, 
0.86-12'-095·), the prohibition against retroactive ratemakil)9' does 
not· apply. 

ORDER 

IT IS. ORDERED that: 
1. The utilities' request for a workin9 cash.adjustment to· 

reflect the one-year lag in the timing of the california Corporate 
Franchise Tax deduction within the federal income tax calculation 
is denied. 

2. Commencing with 1987, the utilities may recover the 
revenue requirement related to the change to flow-through for the 
CCFT' deduction in estimating ratemaking federal income tax expense. 
The adopted flow-through method is set forth on pages 1$ and 16, as 
HALTERNATIVE 2H and ORA. witness· Infante's. recommended procedureS 1 
throuqh.7. 
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3. The utilities may fil~ advice letters to adjust the 
revenue requirement as set torth in this opinion. 

4. In the future~ all results ot operations tor all 
utilities shall reflect the 'flow-through treatment for the CCFT 
deduction in computing federal income tax expense. 

, 5-. A.85-12-050 is closed. I.86-l1-0l9 shall remain open tor I 
disposition of other matters pendinq betore the Commission. 

This. order becomes effect! ve 3,0' days: from today .. 
Dated 'NOV 2 21999' , at san Franeiscc-, california. 
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State of California Public 'Otil1tiea 0,..:18.1011 
San P'raDciflco. 

MEMORANDUM 
I • 

Date · November 17, '1989, · 
To · The Commission · (Agenda Distribution List) 

From · Bertram D. Patrick ft· · Administrative Law Judge 

File No.: I.86-11-019, A.85-12-050 

Subject. : Revised Pages 3, 12', 17, and 21-24" Agenda Item H-4" 
Meeting of 11/22/89' 

The ALJ's proposed deeision remains essentially unehanqed. 
However, this draft makes it clear that the utilities may file an 
advice letter for a revenue increase o~deere~~ goinq ~ack to· 
test year 1987. The AlJ's proposed. deCision did not specitic:ally 
address the question of a-,revenue d.eerease. It stated that the 
utilities :may tile for an inerease .. , . 

. ". BDP:ts 
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1 · . . / to 1988 due to the one-year aq l.n the ablllty to deduct these 

/ 
taxes. Thus, the utilities request that they be a~owed recovery . / . for the reduced value of the deductlon for 1987 CCFT expense,. Whleh 
is deductible in 1988 at the lower 34% rate. ~is is the tax rate 
chanqe issue discussed below. J' 

The Commission finds· that curren~atemakinq methodology 
does not compensate the utilities for the!loss in value of the CCFT 
deduction resultinq from a tax rate reduftion. The Commission 

. . . I adopts the Dl.VlSlOn of Ratepayer Advocates' (ORA) proposal for the 
flo~-through treatment of the CCFT deauetion. The flow-through 
method allows the CCFT deduction tolcarry the same value as is 

t • I .-reallzed for federal lncome tax purposes and allevlates the 
utilities' concerns. I 

Since Pacific Gas an~Electric Company"s (PG&E) 1987 test 
I 

year general rate case was kept open to resolve these issues, the 
Commission agrees that the fe~eral income tax calculation for test 
year 1987 and subsequent attlrition years should be restated using 
the prior year's CCFT deduc~ion and rates should be adjusted for 
the ehange in the CCFT dedtiction. Other utilities may similarly 
restate their results of;6perations and be made whole tor any 
resulting revenue shortftll in all eases where the Commission has 
provided for such adjustment by prior Commission decision. 
fXOCedUXJl Smmpaa I 

A prehearing/conference was held on March 31, 1988. 
Evidentiary hearings were held during 'the week of April lS, 1988. 

concurrent opening b1iefs were filed on June 20, 1988 and reply 
briefs on August 15'11988. Briefs were tiled by ORA and City of 
San Diego (San Diego~ and jointly by AT&T Communications of 
california, Inc .. , G* California Incorporated" Pacific Bell, PG&E, 
San Diego Gas & Eleitric Company, Southern california Ed:i.son 
Company, and Southern California Gas Company (utilities). 

. \ 
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Notwithstanding the lack of such <1ocumentation;we a40pt 
the ORA/San Diego position that the test year CCFT naiber used is 
really an appro~imation tor the prior year. ou~e~neluSion is 
based on an understanding of what it takes to~epare a results ot 
operations for a test year. The preparatio~~f a results ot 

. i '" /< • operatlons for one test year s a maJ or und'ertaklng.. The 
preparation of an additional results o!/~erations tor the year 
prior to the test year is likewise no small task. To do the work 
required to prepare the additional r~ults of operations, solely 
for the purpose of deriving one num6er, arguably a more accurate 
CCF'l' n~er for the test year fed/ral income tax calculation, does 

,f.~. 

not make sense if the test yearjCCFT number is available, and it is 
a reasonable approximation. ; 

We ~elieve that our/~oneluSion is supported by the 
conclusions reached in the OXI 24 proceeding in 1984. The 

) 

consensus was that the current (test year) number was a reasonable 
t 

substitute. As pointed out by San Diego, this issue was mentioned 
1,1 I 

in the OIl 24 decision: ( 
1.1 

N'l'he state ineome tax deduction for federal tax 
purposes is tne amount of tax paid in the prior 
year. The state tax deduction computed for 
ratemaking purPoses has been base¢Lon th~ 
currenUest":vear .. ••• N (Emphasis. aclclecl, 
O.84-0S-036"tP. 33b .. , 

APparently,/the parties to OIl 24, including the 
utilities, agreed that the practice yielded a reasonable result and 
decided that no chan~e was necessary. Of course, the issue was not 

! 

framed as a working}cash issue as it has now been presented to us. 
But it is the same fssue in a different torm. 

We agree~with San Diego and ORA that adopting the flow­
through method fortthe ratemaking treatment of the CCFT deduction 
for the federal in~ome tax calculation would negate any need for a 
working cash or dekerred tax adjustment. The CCFT deduction would 
then be treated c~istentlY for ratemakin~ and federal income tax 
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San Diego agrees with and enaorses Infante's 
Alternative 2 proposal~ 

However, San Diego takes exeeption to the utili~ies' 
solution on how the rate making changeover should be acc~mpli&hed to 
implement Alternative' 2. San Diego argues that th~ilities want 
to recover what they allege is a 6% 105s in val~el/for the CCFT 
deduction from federal income tax in 1987 andjLis8 from the 
ratepayers. They maintain that if the Commi,~'ion were to- adopt 

"" Infante's flow-through approach (Alternati,ve 2) to the CCFT 6% loss 
in value, that a ratelnaking CCFl' deductio'ri for 1987, the year of 
Change, for ratemaking federal income I~~ purposes would be zero 
(Exhibit 2'07 f p. 1). They say this ?=,~SUlts from the fact that the 
1986 CCFT tax lial:>ility which woul~':'normally l:>e dedueti~le in 1987 
for federal in~ome tax purposes has already been used as a federal 
income tax decluction for settinq"1986- rates and cannot :be used 
twice. San Dieqo contends that', since the utilities will still .. 
have the 1986 CCF'l" liability :Co use as a. deduction in the real 
world determination of federal, income tax, this argume.nt is 

,I 

specious .. 
San Oieqo believes that the utilities want the Comxnission 

to overstate their federal' ineome tax lial:>ility for 1987 and create 
t' 

a windfall profit for them. Use of the authorized 1986- CCFT 
expense eollectecl ;i.n rates as a deduct;i.on in the detemination of 

" 1987 federal income tax would implement flow-through in 1987 and 
reflects what has oecurred in the real world (Exhil:>it 207,. p. 3). 

Aecordinq to San Diego, it simply represents a change in estimating 
methodolocnr, not the use of the 1986 ratemakinC] deduetion twice .. 

JmA' s Position 
ORA r~commends that the prior year's estimated CCFT 

adopted 1n rates should l:>e used as a deduction for the test or 
attrition year federal income tax calculation. According t~ ORA, 
adoption of this recommendation would place the C~'deduction on a 
fl'ow-throuC]h met.hodology. This means that tor.ratemaking and tax 
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for implementing into rates the resulting revenue requirement 
increase. The revenue increase may ~e consolidated with rate 
ch~nges resulting from the utilities' next general r

7
ate ~ncrease 

proceedinqs or attrition increase filings. 
Althouqh in this case the proposed adjustment serves to 

increase rates, we place the utilities on notic~t this 
adjustment will not ~e a ·one-way street~· Sh.ould, federal income 
tax rates be increased in the future, an app,r~priate downward rate 
aaju~t:ment--using the same principles 1.pp~:,ed' here--will ~ 
requl.red. . , ' 
Einslings of nct ~' 

1. The parties agree that the/e~rrent year's CCFT expense is 
" , not available as a federal income ta):'deduetion until the following 

,ir'l 

year ("CCFT aeduction lag"'). l> 
" 

2. The parties ,further aq~ee that the number representing 
the current year's CCFT expense/is used as a deduction in 
calculatinq ratemaking federa~J<income tax. 

3. There is no ratemaKing adjustment made to reflect the 
h ~ I 1 . . fact t at the current year'so'federa l.ncome tax deductl.on of CCFT 

. /,'/ 
expense is based not upon ~e amount of the current year's CCFT 
expense ~ut on the prior ,year's CCFT amount. 

4. The parties d~~~9ree as to,the siCJnifieance to be 
I. ,,' 

ascribed to the fact that the amount of the current (or test) 
,,,,I 

year's CCFT is retlectec:l as a current federal income tax deduction 
• • ~; i 

Wl. thout ad:l ustment.. i :" 
5. The utilitie's argue that the deduction is what its 

/J' 

calculation would in'd'icate:. test year CCFT expense is being- used 
"" as the test year tederal income tax deduction. 

F 
6. ORA.. an"- San Dieqo argue that the use of the same numl:>er 

(: " 

was merely an etf~ to approximate the appropriate level ot the 
CCFT deduction (w~iCh is, in fact, based on the amount of the prior 

I' " year's CCFT expense). 
I~/' 
~ , 

l--
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7. There is no Commission standard practice manual or other 
documentation on record that explains the underlying rationale for 

,.,.·r" 

using the current test year CCF'l' number in the t~s.-t"year federal 
income tax calculation. ., 

-/ 

8. The commission finds the 'ORA/San D~egoposition more 
,I'.~ 

persuasive. The current year's CCFT number was usee! because no 
other n~e:r was readily available and ~~f'represented a reasonable 
appro:lCimation of the prior year's CCM'/amount~ 

/01'" ,.~ 

9. 'l'he issue was raised in OIt.24 and the parties agreed 
that the test year CCF'l' amount yielJ~~ a reasonal:>le approximation .1 
of. the prior year's CCFT amount. ;"(:'0 .. 84-05-036, p. 33b.) _ .. -

10. Use of the test year CCFT number as an approximation for 
the prior year CCF'l' amount does, not mean that the ratepayers have 

',' " 

l?een given in the test year the-benefit of the deduction of the 
test year's CCF'l' expense, when"such deduction is not available to 

(. 

the utilities until the sub~equent year. 
11. commencing ~ith 1987, the utilities may restate 

their adopted results of ~erations for a test year or attrition 
I 

year to reflect the prior::,.year's CCF'r alnount, if that amount is on 
record in a Commission a40pted summary of earnings. Any revenue 

,1"' 

requirement increase may "be recovered through an advice letter 
filing in those eases .. X,.' 

I 

ConclusiQDS of Law I :'~,; 

1. the CommissiOn concludes that ratemaking should reflect 
the value of. the CCFt/;deduetion. Since the prior year's CCFI' 

ratemakinq amount is ~ow readily available from the reeent 
Commission adopted records, flow-through treatment for the CCFT 

• j" deduetlon shall be used ln settlng rates. 
2. Commencing ~ith test year 1987, the utilities should be 

allo~ed to file advice letters to recover the change in the federal 
" .. 

income tax expense allowed for ratemaking resulting from the 
adoption of flow-thr~ugh for the CCFT deduction. The utilities may 
restate their adopted\,~~st year and attrition year summaries of 
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earnings tor 1987 onwards in all cases where the commission has 
adopted the prior years CCFT amount in a Commission decision~ With .. 
the adoption of this methodoloqy the value of the CCFT deduction is 
consistent with that allowed for federal income ta'~' ~eturn 
purposes. 

3. Since the Commission expressly rule<;,tbat PG&E's 1987 
qeneral rate case and OII 86-11-019 should remain open for 
resolution ot iss~es related t~ the CCFT deauction (p. 237, 
0.86-12-095), the prohi:bition against ret!oactive ratemaking does 
not apply. , . 

,.' 

IT IS ORDERED that: 
1. The utilities' request for a working cash adjustment to 

reflect the one-year lag in the timing of the California Corporate 
Franchise Tax aeduction within the federal income tax calculation 
is denied. 

2. Conunencinq with 19si,=:'the utilities may recover the 
revenue requirement related to the chanqe to flow-through for the 
CCFT deduction in estimatinq(ratemaking federal income tax expense. 
The adopted flow-through.me~~odolOqy is set forth on pages lS and 
16·, as "ALTERNATIVE 2'" and, DRA witness Infante's recommendeci 
procedures 1 through 7. " 

3. The utilities m:~y file advice letters to recover the 
,I,' 

increased revenue requi~~ment as set forth in this opinion. 
4. In the future! all results of operations for all 

f 
utilities shall reflect;.,the flow-through treatment for the CCF'l' 

deduction in computing /:federal income tax expense .. 
,;~ 

! 

I.' 

" 1 
,,' 

.. 
" ... , ... ",,"" 
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5. I.86-11-019 and A.8S-12-050 are closecl .. 

'I'his order beco'mes effective 30 days from today. 
Dated _________ , at San Francisco·,. california~ 
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