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BEFORE THE PUBLIC SERVICE COMMISSION
OF THE STATE OF MISSOURI
SURREBUTTAL TESTIMONY OF H. DAVIS ROONEY
_ ON BEHALF OF AQUILA, INC.
D/B/A AQUILA NETWORKS-MPS AND AQUILA NETWORKS-L&P
CASE NOS. ER-2004-0034 AND HR-2004-0024 (CONSOLIDATED)

Please state your na;he and business address.

. My name is Davis Rooney. My business address 1s 10750 E. 350 Highway, Raytown,

MO 64138.

' Are you the same Davis Rooney that has previously filed tcstimony in this case before the

Missouri Public Service Comnﬁséion (“Commission”)?

Yes. |

What is the purpose of your surrebuttal testimony?

The purpose of my testimony is torrc_sporid tb thg rebuttal testimony of Commission Staff

(“Staff’") witnesses as to the ratemaking treatment of pensions, the straight-line tax

“depreciation deduction, and the ratemaking treatment of net salvage (salvage and cost of

removal).

PREPAID PENSION

What is the purpose of your surrebuttal testimony on this issue?

This section of my surrebuttal testimony will address the rebuttal testimony of Staff
_witness Steve M. Traxler regarding the calculation of the prepaid pension asset to be
included in Staff’s proposed amortization of that asset.

Does Staff accurately addreés Company’s position?

No. Company’s position, is foremost, that in prior stipﬁla_ltions the issue of recoverability

of prepaid pensions was resolved through negotiation in favor of the Company’s position.

1
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Staff attempts to characterize the issue based on when the Commission first ordered FAS

87, ignoring prior stipulations concerning this issue.

What are those prior orders and stipulations?

As described in my rebu‘ttal tesﬁhony; for L&P, it was Case No. ER-94-163. In that case
L&P was authorized to both adopt FAS 87. for ratemaking and reverse the regulatory
liability it had previously recorded to remove from rate base its prepaid pension balance.

For MPS, the case was ER-93-37. That case has a stipulation and agrecment that says in

- part: “Signatories agree that Company’s accounts shall reflect pension costs equal to

contributions made to its estz_lblished‘ pension funds, discontinuing its previous practice
under FAS 87 effective June 29, 1993.” (Case No. ER-93-37, ‘S,tipt.llati.on and
Agreement). | |

Can thcs.e‘ égreemcnts be characterized as “accounting” not “rétemaking” égrééments?
No. In L&P’s case, the express purpose was to agree that the reéulétory liability for

pensions would not be used in future ratemaking. In particular the order states “In setting

rates in future SJLP electric rate cases, the Commission shall not consider the following

items existing on the books of SILP as of the effective date of the tariff sheets authorized
in this case: (i) any regulatory liability balance related to FAS 87,..." (Rc'port and Order,
Case No. ER-94-163, Attachmentrl). This is clearly a ratemaking agreément. In MPS’s
case the agreement is authorization to record a regulatory liability beginning with that
case. It clearly recognizes that MPS had not recorded a regulatory fiability to that date.
The agreement did not require a regulatory liability as of that date. Re;cording a
regulatory liability as of that date for the cxisting FAS 87 balance would have resulted in
a “write off”. In Case No. ER-93-41, it was Staff witness Steve Traxler’s testimony, that
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SJLP need not write off its prepaid pension balance, noting that in the recent MPS Case
No. ER-93-37, there was no write-off suggested. (Case No._ ER-93-41, Hearing Transcript
dated 4/21/93, page 363, liqes 4-13), Clemly, 1t was not MPS’s or Staff’s understanding
at the time, after the stipulaiion in MPS Case No. ER-93-3’7, that there was a difference
between the ratemalfing and financial balance of prepaid pensions. If there had been a
difference between the rﬁtemaldng and financial balance of prci)éid pensions, it would
have required a write off, tﬁrdugh the éstablishment of a regulatory liability. If there had
been a difference between the ratcrhaking and financial balance of prepaid pensions, Staff
would not have agreed to the wording regarding prior accounting, and Staff would not
hav.c testified in the L&P case that no wr'iic off was needed for MPS.

Is there a difference between Staff’s adjustment and a regulatory liability?

No. Botl; Staff’s adjustment and a mguiétoﬁ Iiability reduce rate base. Both a Staff
adjustment and a rcgulator; liability asseﬁ there is a difference between ratemaking and
financial reporting brcpajd pension. L&P and MPS both negotiated stipulations regarding
the recording of regulatory liabilities regarding prepaid pensions.

If the Staff’ s position is upheld, would this result in the re—establishment of the same
regulatory liability described in the Stipulation and Agreement in' L&P Case No. ER-94-
163? |

Yes.

Does the Report and Order in L&P Case No. ER-93-41, cited by Staff, support their
position?

No. The Commission noted that FAS 87 had not been adopted by the Commission for
L&P and that the prior cases had been stipulated without designating the ratemaking

3
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treatment. The Commission then concludcd “T'he Comimission, therefore, is‘of the
opinion that the app.lication_ of a funding cash contﬁbution should not result in a write
off as advocated by SJLPC.” (emphasis added). A write off would have recognized: 1) a
difference between ratemaking aﬁd ﬁﬁancial reporting prepaid pensions;'and, 2) that
future recovefy would be denied. In any event, L&P recorded the write off then
negotiated the prepaid pension balance back into ratemaking in their following L&P Case
No. ER-94-163.

Has Staff considered the Stipulation in L&P Case No. ER-94-163?

No. Staff was made aware of the sﬁpulation in discovery in Data Request MPSC-0431
and again through Data Requeét MPSC_—OS23. Staff seeks to have the Commission
overturn the stipulation and agreeinént and the Commission’s order approving that
stipulation.‘ Given that the parties bargained to what they believed was a f'air ‘a.rrangement'
at the time, it is unfair now to overturn a portion of that agreement. ‘The same is true t;or
MPS’s stipﬁlation and agreemént in Case No. ER-93-37. As noted in the L&P ER-93-
163 Stipulation and Agreement, “9. This Stipulation and Agreement has resulted from
extensive ncgotiaﬁons among tk_le signatories and the terms hereof are interdependent.”
How does Staff descﬁbe ratemaking policy for pensions prior to 1987 ?l

Staff states it was not GAAP but 5 contribution methéd.

What was Staff’s position on pension§ between 1987 and 19937

With regard to pensions, Staff has at various times since 1987 proposed that ratemaking
for pensions expense be based on Financial Accounting Standard (FAS) 87, ERISA
minimum, or no (zero) pension expense. Following is a table of when Staff has taken

those positions:
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Ameren Case No. EC-87-114 - Ordered FAS 87

L&P Case No. GR-88-115 ‘Direct Position not opposed to FAS 87 Expense
MPS Case No. GR-88-194 ' Direct Position Pension Expense of $0

KPL Case No. GR-90-30 Recommended FAS 87 Expense

MPS Case No. ER-90-101 Direct Position FAS 87 Expense

MPS Case No. ER-93-37 | Direct Position ERISA Minimum

SILP Case No. ER-93-43 Direct Position ERISA Minimum -

How much of the amount at issue is cash contributions deferred on the balance sheet?

. | Included in the $7,473,024 atissue for MPS, is $5,246,730 of cash contributions. Almost

all of the $5 million of cash contributions would bé deferred on the balance sheet (not
includéd in rates) under all of Staff’s positions noted above.

Did Staff’s direct positions in MPS’s gas Case No. GR-88-194 or MPS’s electric Case
No. ER-90-101 allow any of the test year contributions in rates-‘?

No. In the gas case; Staff eliminated all pension costs. In the electﬁc case Staff proposed
FAS 87 negative expe'nsg..

Are you aware of any case prior to 1987 ordering contribution rate treatment for MPS?
No. I.reviewéd rate orders for MPS back to 1955. I found no order prior to 1987 that
authorized or described a deviation from GAAP for pension ratemaking.

Is 1t your understanding that prior to 1987, the accrual pension amounts required to be
expensed were determined according to EAS 87’s predecessor accounting standard APB

87

Yes.

Is it your understanding that contributions prior to 1987 were determined by funding the

APB 8 expense amount? -
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Yes. This is disclosed in the Company’s annual reports prior to 1987. The footnotes in
the MPS annual report state, ** The company’s policy is to fund current pension costs
accrued and prior service cosfs_which are being amortized over 30 years.” (Missouri
Public Service Company 1984 Annual Report - Note 7 Retirement Plans). Similar
statements are in the years ].[rcviewe.d from 1983 through 1986. This indicates that MPS
was funding to the pension plan the accrual (APB 8) ekpénsc amount.

How does this impact the issue at hand?

When FAS 87 was introduced and replace_d APB 8., Company aﬁd Staff disagreed
whether pension contributions prior to 1937, that were substantially equal to the expenses

required under Generally Accepted Accounting Principles (GAAP), coﬁstituted

raternaking on contributions or ratemaking on GAAP.

In the absence of an order to the contrary, how are Missouri utilities expecfed tb keep
their books and records?

“Regulatcdlutilities are required to_follow the standards éromulgated by the FASB for
financial reporting purposes, unless the utility seeks authorization from its applicable
regulatory body to._deviate form FASB’s Generally Accepted Accounting Principles
(GAAP), in which case the authorization must also ﬁleet the requiremeﬁts of FAS 71,
Accounting for The Effects of Ceﬁain Types of Regulation.” (Report and Order on
Remand, MPS Case No. ER-93-37).

How were these issues resolved?

Staff implies that the only way the FAS 87 prepaid balance can becoxﬁe a valid asset for

ratemaking is to record it after being ordered onto FAS 87 by the Commission. As noted

above, L&P negotiated simuitaneous with its return to FAS 87 for ratemaking a
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stipulation that its prepaid penston balance no ldnger required an offsetting regulatory
liability. MPS negotiated recognition of its past practices under FAS 87 and
authorization to deviate from FAS 87 in the future. In both cases, a write off of the
prepaid pension balancel w_aL not required. Given that the parties bargained in good faith

at the time, it is unfair now to overturn a portion of those agreements.

~ Staff cites several cases in support of their position, are these cases directly applicable to

MPS or L&P?

No. Staff cites three cases Laclede Gas Company Case Nos.GR-2001-629, GR-2002-
356, and The Empire Electric District Company Case No. ER-2002-424 (Traxler
Rebuttal, page 11, lines 11-13). These were all stipulations agreeing to _adoﬁt the ERISA
minimum along with extensive agreements on other issues. These were not litigated
cases. It i‘s unclear what give and tal;e each .company achieved iﬁ its settlement. These
cases have little applicability to this case. 'It is intem;ﬂng that Staff seeks to apply
stipulations from ofhe; companies to us, while seeking to undo Company’s own
stipulations. -

The cases cited by Staff all ad0p.ted the ERISA minimum. Does Company believe the
ERISA minimum is adequate?

No. A range of contribution levels should be allowed. Pension plans are required to

contribute at least the minimum,

What is Company’s position on pensions?

The key positions are:

* All of the prepaid pension balance should be included in Staff’s amortization
calculation, less the regulatory liability on MPS’s books for pensions.

7
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1 e Staff’s proposal results in a write off of $14.3 million by not allowing récoyery of all

2 of the prepaid pension balance, net of the Company’s existihg reguiatory liability.

3 This write off is contrary to the stated positions of Staff and Compan_y-at the time the

4 MPS ER-93-37 and L&P ER-94-163 stipulations were agreed to.

5 o All of the -prcpaid pension for L&P and MPS should be considered in rate base, less

6 the existing regulatory liability on MPS’s books for pensions.

7 e A range of contributions not just the ERISA minimgm should be allowed.

3 » The ERISA minimum should be adjusted for the impact of contributions in excess of

9 the ERISA minimum, which directly reduce the ER;[SA minimﬁm calculation, and
10 these contributions in excegs of the ERISA minimum should be capitalized as a

regulatory asset, deferred until full recovery is allowed including a return from when

contributed. To do otherwise would take the benefit of lower ERISA mirﬁmums

13 without allowing recovery of the cost incurrccl-whiéh_ resulted in the lower ERISA
14 minimum calculation.
15 STRAIGHT-LINE TAX DEPRECIATION DEDUCTION
16 Q. What is the purpose of your surrebuttal testimony on this issue? |

17 Al My surrebuttal testimony on this issue will address the rebuttal testimony of Staff witness

18 Steve M. Traxler regarding Staff’s method used to calculate the income tax deduction for
19 depreciation recoveredr in rates — “straight-line tax” depreciation.

20 Primary Issue — Prior Flow Through Items

21 Q. What is Staff’s position on the existence of prior flow Athough items?
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Staff states that “the only material difference between annualized book depreciation
recovered in rates and the related tax deduction for book depreciation is the elimination of
the asset ‘basis difference’ which was p%eviously flowed through in rates in prior years.”
(Traxler Rebuttal, page ‘11_,l{ine 23-page 12, line3).

Do you agree with this statement? |

No. Prior orders and priér ratemaking demonstrate that for Aquila Net_works-MPS (MPS)
there has been more depreci_afion relatéd tax deducﬁons flowed through in rates in prior
years_than just the basis differences. Aquila’s books and regords, as well as common
sense, support that these flow through items are Signiﬁcanf. Later in my testimony I will
present Athe orders and supﬁort for the existence and signiﬁcanc,c of prior flow through
items other than basis differences.

Why is tI;e existence of significant prior ﬂ0\lwv through itenis other than basis differences
the primafy issue? |

Much of Staff’s rebuttal testimony is based on fhe premise that there are no other flow
through items. Statements based on this premise are incorrect because significant prior
flow through items other than basis differences exist. In particular, for years prior to ER-
97-394, ratemaking has reflected the use of guideline tax straight-line depreciation and
procedures. Secondly, because Staff’s method adjusts only for the basis differences, the
existence of these other significant prior flow through items makes it inappropriate to
follow the method proposed by Staff.

What does “tax deductions flowed through” refer to?
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“Tax deductions ﬂow-ed thrpugh” refers to using more tax deduction, in a rgivcn year, for
ratemaking thaﬁ the related expense, in that year, récognized in cost of service for
ratemaking.

Can you give an example?

Consider the toial investment in plant, Boék depreciation recognizes the cost of this
investment in ratemaking cost of service. Over time, book depreciation will recognize all
and only all of the total cost of the plant investment in cost of service. The same is true
of the tax depreciation deductions. Over time, the total of all the tax deductions for
investment in plant will equal the total of lbook depreciation, which will equal the total |
invgst.ment. However, tax genérally allows the tax dedu_ct_ions to bé taken faster. If the
tax depreciation deductions are reﬂéct_ed in the current yea.r for ratemaking, the difference
between the book and tax depreciation is said to be “flowed through”. Ifréfeniak’mg used
the book depreciation for both cost of service and the depreciation tax .deduction_for
ratemaking; then there would be no difference and the expense and its ratémaking tax
deduction are said to be “normalized”. In the case of plaﬁt investment, ratemaking has
taken more tax deductions earlief' (flow through) and therefore has less total tax deduction
remaining.

What plant related items have been flowed through?

Ratemaking has flowed through basis dcductions, guideline depreciation, and cost of
removal.

Which statements by Staff assume there are no pﬁdr flow through iterﬁs other than basis

differences?

10
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1 A The following is a list of statements by Staff that are incorrect because significant other
2 prior flow through items exist:
3 e Traxler Rebt_lttal, page 11, lines é2—23 and page 12, lines 1-3 — “under Staff’s
4 : ~ calculation method the only material difference between annualized book
5 depreciation éxpe_nsé recovered in rates é.nd the related tax deduction for book
6 3 depreciation is tﬁe elimination of the asset “basis difference” which was
7 ' previously flowed thrbugh in r#tes in prior years.” While this statement is an
8 accurate _description of what Staff has calculated, Staff does not adjust for all prior
9 flow through items. Because of the existence of ofher significant prior flow
10 ' fhrough'items, which are not adjusted for in calculation, Staff’s method is not a

correct calculation to use.

L Traxler Rebuttal, page 12, lines 12-14 — The Staff’s method for calculating the

13 stfaight—line tax depreciation dedu'c_tion applies the tax basis/book basis ratio times
i4 , annuaiized Book depreciation in order to avoid taking an additional tax deduction
15 which has been given to ratepayers in years prior to 1986.” Staff adjusts only for
16 Vbasis differences previously flowed through. Because other flow through items
17 ‘ exist in prior years, Staff’s method produces an additional (duplicate) tax
18 deduction for these other items. These duplicate tax deductions are not realizable
19 by the Company from the IRS. These duplicate tax deductions are not a real tax
20 benefit to the Company (because the Compgmy cannot get this tax benefit from the
21 -IRS). They are fictional amounts..

22 o Traxler Rebuttal, page 14, lines 17-22 — “Q. If in fact, the amount of assets retired
23 earlier and later than theirrbook-depreciatio'n life generally offset one another, will

11
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there be any significant difference between book depreciation and straight-line tax
deprecialtion‘ (other than the basis differencé previousiy discussed)? A. No.”
Because straight-line tax depreciation rates were used, not bock depreciation
rates, the assumption of 6ffsetting retirements cannot be achieved. Because there
are ot-her significant ‘ﬂow through i.terns, book and straight-line tax will be
different by more than just basis differences. -

Traxler Rebuttal, page 15, lines 1-5 ~ “Q. If the amount of assets retired earlier
and fater than their depreciation life do not offset one another, can a significant
difference occur between bodk depreciation and straight-liné tax depreciation
when employing the method used by MPS to calculate straight—line' tax

depreciation? A. Yes.” The existence of prior flow through items, ordered by the

Commission, other than basis differences creates the difference,‘bu-t itis
intentionally created by Commission order.

Tra:l(ler Rebuttal, page 15, Lines 7-8 — “Any time that straight-line tax depreciation
is stopped prior to retirement is an example of an asset vintage which is outliving
its book depreciation life.”” Because there are significant prior flow through items
such as the use of faster guideline depreciation rates, stopping straight-line tax
depreciation when the vintage is fully depreciated is an example of the available
tax deductions being exhausted faster for straight-line tax than for book.

Traxler Rebuttal, page 16, lines 18-21 — “The additional $.62 in revenue
requirement results from depreciation on plant assets staying in service longer
than the estimated life used to compute the book depreciation with no

corresponding tax deduction for the additional book depreciation beginning in
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| year 11 in the example.” Because there are other significant prior flow through

items other than basis differences, the $0.62 is the result of properly not taking an

~ additional (duplicate) tax deduction which has already been given to ratepayers.

! _
Staff properly allows the additional $0.62 for the basis difference flowed through.

Staff should properly allow the additional $0.62 for the other flow through items.

" Traxler Rebuttal, page 16, line 22-27 - “Q. What is the Staff recommendation for

calculating straight-line tax depreciation so that the inequity described in your last

answer can be eliminated? A. The additional revenue requirement resulting from

iricluding book depreciation expense in cost of service without a.corresponding
tax deduction can be eliminated by continuing to calculate straight-line tax

depreciation for all assets which are still in service consistent with the calculation

‘of book depreciation™. The “inequity” is that by Commission order the prior

ratepayers réceived lower rates frofn the benefits of _ﬂbw through of other
signiﬁcant pﬁo_r flow through items othér than basis differences. Staff’s solution
is to take an additional (duplicate) tax deduction for flow through tax deductions
which have already previously been giv_en to ratepayers by Commission order.
Traxler Rebuttal, page 18, lines 20—2.1 —*The Staff’s position on the issue simply
provides for a “matching” tax deduction for this additional recovery of book
depreciation expense.” Flow through items are not created by Commission
orders tormatch book depreciation and ratemaking tax depreciation. Flow
ihrough items are created by Commission orders intended to more closely match
tax depreciation and ratemaking tax dep-reciation. Because there are significant
other prior flow through items, attempting to now *‘match” book depreciation and

13
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ratemaking tﬁ depreciation, Withbut adjusting for the prior flow through items,
results in adciitional (duplicate) depreciation. deductions.
How does Staff say they treat prior flow through items?
Staff says its intent is, “to avoid ﬁking an additional tax deduction which has been
given to rate[iayers in years prior”. (Tra;cler Rebuttal, page 12, lines 12-14) emphasis
added.. While Staff notes the importance of adjusting for pﬁor flow through items, Staff
does not adjust for all these items.
What is the financial impact of Staff’s method witﬁ regard to the basis differences
previously flowed through? | | a |

Under Staff’s method the Company is properly allowed to collect $1,620 for every $1,000

"~ of book depreciation related to basis differences previously flowed through to ratepayers.

The reason it is proper is because the benefit of the tax deduction for ba_sié &ifferenccs
was previously provided to ratepayers by being flowed through. Prior ratepayers received
$620 of benéﬁt for every $1,000 of tax deduction flowed through. The depreciation of
these basis differences is included in book depreciation but the ratemaking tax deduction, -
having been depleted by prior flow through is not available. Therefore, for each $1,000
of basis difference included in book depreciation, current ratepayers pay an additional
$620. This is proper ratemaking since the ratepayers, at the time the basis differences
were flowed throﬁgh, received $620 of benefit. This same fair treatment should be
provided all prior flow though items, not just 'basis differences.

Does Staff’s method, in fact “avoid taking an additional tax deduction which has been
given to ratepayers in years prior” (Traxler Rebpttal, page 12, lines 12-14) for ail prior
flow through items? |

14
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No. Staff’s method avoids taking an addition tax deduction only for basis differences

flowed through. For all other flow through items it actually takes, not avoids, an

additional tax deduction that has already been given to ratepayérs in prior-years.

What should be the proper I!reatment for ﬂoﬁ through items?

Just as for basis différences, the prior flow tﬁéﬁgh items should be allowed to flow back
(reverse) as qriginally inltended by the Commission. To do otherwise takes anradditional
(duplicate) tax deduction. Sihce the Company doc; not get the same additional tax
deduct_ion on its tax return, prevent'inglthc flow back confiscates the value of the
additional tax deduction from the Company’s investors.

How can you tell that Staff’s method adjusts only for basis differeﬁ_ces?

Staff states that they adjusted only for basis difference when Staff stated, “under Staff’s
calculatic;n method the only material différeﬁce between annu.aliied book depreciation
expense recovered in rates and tht;. related.tax deducﬁon for Book depreciation is the -
elimination of the éssm_at “basis difference” which was previously flowed through in rates
in prior years.” (Traxler Rebuttal, page 11 lines 22-23 and page 12, lines 1-3). Staff’s
method is book depreciation with an adjustment only for the amortization, at the book
depreciation rate, of basis differences. The adjustment used by Staff is incorrect because
it does not adjust for all prior flow through items. It is important to understand that
Staff’s method is a change in method from the method used prior to ER-97-394. It
changes the calculation of straight-line tax from a calculation on a tax basis to a
calculation on a book basis. The design of Staff’s method will take additional tax
deductions for any other flow through items tha_t have already been given to ratepayers in
prior years.

15
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Can you give an exaxﬁple of a flow through item not considered by Staff? |

Yes. Staff’s méthod does not consider that, for MPS ratemaking, tax straight-line
depreciation based on guideline lives on pre-1981 vintage property was flowed through
until MPS’s Case No. ER—97-394.

Can you docuinent that guideline life tax sfraight—line depreciation was flowed through

for ratemaking until ER-97-394?

-Yes. While I will discuss this evidence in greater detail later, the documentation of my

review is provided on Surrebuttal Schedule HDR-i. The evideﬂce supports that for MPS
ratemaking, tax straight-line depreéiation Eascd on guideline lives oh all pre-1981 vintage
property was flowed through uﬁtil MPS’s Case No. ER-97-394,

Is this item significant?

Common sense indicates that it is. It was an issue in no fewer than.four_ co.nse'c.utive
litigated MPS rate cases in which the Commission repeatedly ordered flow through
treatment. This_ does not seem to indicate that the Comp@y, the Staff, or the
Commission considered this item insignificant. Further, in the rebort and order in MPS

Case No. ER-~80-118 on page 32, the values of the flow through issues in that case were

~ set out. The guideline depreciation issue for that one case and test year was valued at

$295,430. The basis difference items that Staff does a;djust for were vaiued at $408,341f
On a relative basis, the item is signiﬁcént. Additionally, whereas the bulk of the basis
differences were discontinued in 1986 by a cﬁange in the tax law, the guideline
depreciation flow through continued for another decade until MPS Case No. ER-97-394.
The additional decade increases the prior guideljne deﬁrcciation flow though while
holding constant the amount related to basis difference.
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Have you quantified the cumulative amount of duplicate tax deductions related to
guideline depreciation?

Yes. We believe that Staff’s ratio calcuiation has provided ratepayers with between $17
million and $23 million of Jiupli_cate tax deductions since MPS Case No. ER-97-394. On

Data Request No. 310.1, I provided a calculation of the value of this item.

~ Did you meet with Staff to discuss Data Request 310.1?

Yes. 1 met with Staff for the ﬁrst time rregarding taxes on November 25, 2003. I supplied
an additional calculation (See Surrebuttal Schedple HDR-2). The additional schedule
provided is intended to substantiate, in a more understandable way, that the prior flow
througﬁ itemns not considered in Staff’s method are significant and material to MPS.
What does Surrebuttal Schedule HbR~2 show?

Thjs.sc_:l.xedule is an estimate of the amourit By which ratemaking has taken the tax
depreciation deduction fasfcr than. the expense used for ratemaking book depreciation
included in cést of service. Most of MPS’s property is grouped into just two tax classes —
Steam‘ Generation and T&D (Transmission and Distribution). These two classes include
almost ﬂl depreciable property except general/common plant accounts (FERC Accounts
390-398). The column titled “Surviving Tax Basis,” is the amount of tax basis for tax
purposes (i.e. reported on the tax return). The column titled “SLT Rate” is the guideline
tax straight-line rate used to depreciate these assets for ratemaking purposes until MPS
Case No. ER-97-394. The Steam Generation rate of 3.57% corresponds to the straight-
line 'gul;deline life Qf 28 years for this tax class. The T&D rate of 3.33% corresponds to
the straight-line guideline life of 33 years for thig tax class. The columns headed “Book
Depreciation Rates” is the weighted average book depreciation rate representative of the
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years indicated. Finally, the column titled “Flow Thru Depr” is a calculation of the

excess depreciation generated by the difference between the SLT Rate and the Book

Depreciation Rates. The estimate stops at the earlier of 1997 or when the vintage is fully
depreciated for straight-line tax. ‘It does not include the additional amounts that would
accrue by conﬁnuing to depreciate the assets after they are fully depreciated as
recomﬁended under AStaff s methodology. This schedille.is- an estimate of the amount by

which ratemaking has taken the tax depreciation deduction faster than the expense used

- for ratemaking book depreciation included in cost of service.

What is the amount of the fas_ter guideline depreciation flow through estimated from the_
schedule?

The total for the Surrebuttal Schedule is $21.3 million. Company believes thaf this
estimate i‘s low because it does not include all tax classes or the impact of irﬁpbrta.nt other
book/tax procedural differences that are inherent in the guideline stfaight—line tax
calculation.- Company believes $21.3 million to be both ;signiﬁcant and material.
Having shown that there was significant prior flow through of depreciation in addition to
basis differences, &oes Staff’s method “‘avoid taking an additional tax deduction which
has been given to ratepayers in years prior” for all prior flow through items?

No. Staff’s method avoids taking an addition tax deduction only for basis differences
flowed through. For all other flow through items it actuaily takes, not avoids, an
additional tax deduction which has already béen given to ratepayers in prior years.

Data Request No. 310.1

How does Staff respond to fhc calculation found in Data Request 310.1?
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Staff states “This calculation is unrelated to any difference between a straight-line
calculation, prior to 1997, which was -based upo_n. a “‘guideline rate” as opposed to a “book
depreciation rate” for pre-1981 vintage ﬁroperty.” (Traxler Rebﬁttal, page 18, lines 1-4).
Does the Company’s response to Data Request 3 10._1 , in fact, relate to prior depreciation

flow through, other than basis differences?

- Yes.

Please explain.
See S_urrcbuttal Schedule HDR-3. Consider a single $1,000 asset ina single account with
a 10-year actual life and a 10% bdok depreciation rate. Fof simplicity, &suﬁe no
bookltai basis difference. For book purposes, the asset will be,depr_eciated at $100 per
year for 10 yéars and then be retired at the beginning of year 11. At the end of its actual
life, $1_,060 of book depreciation will havé béen recorded. As a result of its retirement,
the entire $1,000 r.Jf. accumulated ciepreciafion will be removed by charging $1,000 of
original cost t; the éccumulat'ed depreciation resefve. The key points are total
dcpreciation is $1,000, equal to original cost, and the accumulated depreciation reserve is
$0, after recording the retirement.

The calculation of straight-line tax is shown under the columns headed Straight
Line Tax (SLT) on Surrebuttal Schedule HDR-3. Assume that in the first year a faster
guideline life were used for ratemaking straight-line tax. Let us assume the faster rate
produces $200 of straight-line tax depreciation in the first year, instead of $100 used for
book‘déprcciaﬁon. This is an extra $100, or a flow through of $100. Now assume for
years 2-10 Staff’s method is used. There is no b_ook/tax basis difference so, under Staff’s
method, straight-line tax equals 100% of book depreciation. At $100 per year for 9 years,
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this is $900 dollars of depreciation, in addition to the first year depreciation of $2000.
The total straight-line tax depreciation is $1100, $100 more than the available tax
deduction. This is $100 of duplicate tax deduction taken by Staff’s method when a prior
flow through exists. When the $1000 asset is retired, the straight-line tax accumulated
depreciation feserv_e is $100, because undér book proced_ures, at retirement, original cost
is chafged to accumulated depreciation. The asset became fully depreciated for straight-

line tax in year 9. However, since Staff’s method does not adjust for the prior flow

- through of $100, Staff’s method takes an additional $100 after the asset was fully

depreciated for straight-line tax.
What is Staff’s response to the way the duplicate tax deduction is calculated?

Staff states that “Since Mr. Roone'y;s support for $17-$23 million of alleged duplicate tax

~deductions is limited to an analysis from 1997-2002, the results cannot be related to the

use of a “guideline rate” used prior to 1997.” (Traxler Rebuttal, page 18, lines 10-12).
Is the response to Data Request 310.1 limited to 1997-2002?

No. The analysis considers vintage accounts fully depreciated for straight-line tax during

the years 1997-20'(_)2. In order to determine if a vintage was fully depreciated for straight-
line tax, prior year straight-line tax depreciation, including those years using guideline
tax-straight-line depreciation were considered. Only those vintages using guideline tax-
straight-line depreciation prior to 1997 were considered.

As previously noted on Surrebuttal Schedule HDR-3, the amount of the additional
depreciation taken after the asset was fully depreciated for straight-line tax is equal to the
extra $100 of depreciation flowed through. A guideline rate was not used after the first
year, but also no adjustment was made to the subsequent book-based straight-line tax
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depreciation to make up for the prior extra $100 taken. Because Staff’s method does not -
adjust for this prior flow through, a duplicate amount of the prior flow through is taken.
The duplicate amount taken to date is equal to the amount recorded after the straight-line

l _
tax vintage is fully depreciated. It should be noted that this asset became fully

depreciated before the end of its book life because of the prior flow through not because

. the asset outlived its book life.

Doesn’t Staff have the view that dcprec':iating past zero is necessary to balance early
retired assets and late retired assets?

As can bé seen from the ekample_aboVe, there was only one asset and the book
depreciétion was exactly tfle right amount for the one asset. The book depreciation
balanced itself without the need fof other assets. The prior flow through straight-line tax
deprcciati'on was still duplicated. The faét ghat Srlafi‘ s method does not correct for the
prior flow through Iwill not be ﬁxc;,d by ad%ling more ;'glssets to the exampie. A process that
doesn’t work-for only one asset cannot work fo_f more than one asset.

How cioeS Company’s method adjust for the prior flow through?

Compaﬁy’s ‘method depreciates all vintage and tax class asset accounts until all of the

available straight-line tax deduction has been recorded through straight-line tax

_depreciation. Then we stop. All available straight-line tax deduction is recorded through

the straight-line tax calculation. Stopping the depreciation when the vintage tax class is
fully depreciated is both reasonable, since there is no more tax deduction available, and a
requirement of calculating guideline straight-line tax. (IRC Reg. § 1.167(a)-

11(c)(1)(i)(a)).
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Tax Strajght—Line and Book Depreciation are Different Depreciation Systems

Are book depreciation and straight-line tax depreciation systems the same?

Book depreciation and tax straight-line are completely different. Book and straight-line
tax could have been the ;v,ame. This is calied full normalization, but the Commission did
not order full normalization. In prior years in order to provide thé_ greater benefits of flow
throuéh in those prior years, the Commission did not use book depreciation for straight-
line tax. The Commission ordered “tax straight-line” flow through.

What is tax straight-line depreciation? |

Tax straight-line depreciation (not s&aight-line tax) is-the income tax deduction for
depreciation that would be caléulatcd oﬁ the tax return, inl accordance the Internal
Revenue Code rules (IRC) under thé straight-line method.

Is this caiculation similar to the book depreciation calcula_ttion?

No. Itis atax depreciation deduction calculation using tax gqideliné lives and tax
depreciation procedures. The tax guideline lives and pro;:edures produce a larger
depreciation déduction in the early years than book rates and methods.

Does the total am;)unt of the straight-line tax depreciation deduction over the life of the
asset differ frém total amount of book depreciation?

No. When the tax straight-line depreciation is combined with the basis differences that
Staff acknowledges were flowed through, the total deduction is the same as the expense
that will be recorded for book depreciation. However, the timing is different.

How is the timing different?

For tax straight-line the guideline lives are generally shorte_r than book depreciation rates.
Therefore the available tax deduction will be exhausted before the end of the assets actual
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lives. The tax straight-line depreciation rules for the 1971-1980 vintages also use
different retirement rules than are used for book. Ordinarily, for these vintages,
retirements do not reduce the tax basis. Depreciation continues on these assets. There
are no early retirements to require “balance” with late retirements. “Balance” occurs by

stopping depreciatioﬁ of the vintage class when it is fully depreciated.

- Why does the Company stop depreciating fully depreciated vintages for straight-line tax?

Foremost it is because the total available tax deduction has been exhausted. As
demonstrated above, stopping depreciation of fully depreciated stré.ight-line tax vintages
is the proper procedure that allows the flow back (reversal) of the prior flow throughs and

prevents duplicate tax deductions from occurring.

Staff’s Method of Continuing Depreciation s Not Appropriate

What is Staff’s primary issue? |

“Whether ratepayer-s shoulci'be given a tax- deduction. for the book depreciation n;:covered
in rates on fuily deéreciated assets.” (Traxler Rebuttal, page 20, lines 7-10)

Mr, Tfaxler spends a considerable amount of time discussing how Staff’s method works.
Do you agree with his analysis?

No. His entire foundation is based on one key premise: that there are no depreciation
flow through items other than basis differences. Stated another way, Staff’s method
assumes that straight-line tax calculations have always used the same depreciation rates
and procedures as book depreciation. There is ample evidence that for years before Case
No. ER-97-394, pre-1981 vintage assets were depreciated using tax guideline
depreciation rates, not book depreciation rates, and because of the use of guideline
depreciation systems, book procedures have not been used.
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Why does Mr. Traxler say straight-line tax depreciation is stopped?

Staff states, “Any time that straight-line tax depreciation is stopped prior to retirement is
an example of an asset vintage which is outliving its book depreciation life.” (Traxler
Rebuttal, page 15, lines ;7—8)

Do you agree With this statement?

No. Clearly, Mr. Traxler is again assuming that book -debréciation rates and book
procedures have been used for straight-line tax over the entire life of the vintage. As
demonstrated above, because there are sigpiﬁcant i)rior ‘ﬂow through items, such as the
use of faster guideline depreciation,'étopping straight—line tax depréciation when the

vintage is fully depreciated is an example of the available tax deductions being exhausted

' faster for straight-line tax than for book.

Did the Commission at the time understand that 'mc benefits of strajght-_lin.er tax would run
out because of flow through treatment? - |
Yes. In 1976, the Commission wrote:

“However, the Commission points out that the reverse is true under flow through
where the Company is allowed to collect in rates only its actual tax liability. Eventually,

the Company will use up its depreciation deduction both as far as the Commission and
the IRS are concerned, but its IRS depreciation deduction will be exhausted sooner,

~ leaving a period of time where the IRS recognizes no expense but the Commission still

does. At that point, the Commission will have to give the Company two dollars to cover
one dollar of depreciation expense, because both dollars will be considered taxable
income by the IRS, half of which the IRS will take.” (Report and Order, MPS Case No.
18,502 E, page 14) '

What happens if not all prior flow through items are reflected in current rates?

The current ratepayers receive a benefit from the Company’s investors for a benefit
already provided to prior ratepayers. The Company cannot collect from the IRS a benefit

already provided in ratemaking and already taken on its tax return. Therefore, the benefit

24




10

13 .

14
15
16
17
18
19
20
21
Lz

23

A B Y ST

Surrebuttal Testimony:
H. Davis Rooney

would have to be paid to the ratepayers by the Company’s investors, reducing the
Company’s authorized return. |

Has Staff made an adjustment for all prior flow through items?

No. | |

What other aspects of Mr. Traxler’s analysis do you disagree with?

~ He misstates Company’s position and he does not clearly describe mass asset accounting.

How has Staff misstated therc-ornpany"s position? .

Staff states “Both the Staff and the Company have included book depreciation expense in
cost of service for assets which aré fully depreciated.” Company does not agree with this
statémeht. Company does not agree that any individual book asset under a mass asset
accounting System can be consideréd fully depreciated until it is: 1) retired; or, 2) the
entire pia;lt account b:;:.(ames ‘fully dcpr_ediatéd.

What is incorrect al.)out Mr. Traxlér’s deséription of mass asset accounting?

Mr. Traxler has co::l:fused an average life of a M of a;sets with the actual life of an

individual asset. Staff claims that when the actual life of an asset is greater than the

~ average life assigned to its plant account, the asset is fully depreciated. Staff is incorrect

in this statement.

How has Mr. Traxler extended this confusion to the straight-line tax calculation?

Because the Commission ordered straight-line tax depreciation calculations to be
performed on a tax basis (guideline depreciation) in order to capture the benefits of flow
through, the straight—line tax and book depreciation systems are complet_ely different. For
the straight-line tax system of depreciation, assets can and do become fully depreciated
before the end of their book and actual lives. This is because guideline depreciation is
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calculated on a tax basis. It is calculated using lives that are shorter than book lives. Itis

calculated using vint.age accounts, and it is calc_:ulatéd using different retirement
procedures. It is not correct to try and equate the book mass asset system of depreciation
with the tax vintage, tax class defareciation system required to calculate the guideline
depreciation ofdered by the 'Commis_sion.

Can ydu provide an exarnple?‘

Yes. See Surrebuttal Schedule HDR-4. Columns one and two show two assets of $1000
each with actual livesr of 5 years and 15 years, respectively. The average life for a plant
account containing only these; two assets ié 10 years.I and a depreciation rate of 10%
(ignoring net salvage). Staff cléims that a book asset that survives past 10 years is fully
depreciated. One has only to look at the accumulated depreciation reserve to see that is
not the ca;é. If asset two had been the only asset jn the account, Stéff st_ate-s. that the
Commission at the end of year 10, to reflect that the el_ltire account was fully depreciatéd,
would have rightfully stopped depreciation. (Traxler Reﬁuttal, page 13, line 22 to page
14, line 3). Staff’s example of “over depreciating” mass assets is improbable.

Does Mr. Traxler t.:ont;adict his claim that mass asset accounting permits assets to be over
depreciated? |

Yes. He states that under mass asset accounting, “No attempt is made to track the
accumulated dep.reciatibn reserve by vintage or specific asset.” (Traxler Rebuttal, page
13, lines 21-22). At the same time, he provides an example of a specific asset and
associates a portion of the accumulated depreciation reserve with that specific asset in
order to claim the asset is fully depreciated. Thfa same would be true if Staff’s example
was for a specific group of assets that is less than the mass asset depreciable group.
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How else does Mr. Traxler contradict his claim that mass_aécounting permits assets to be
over depreciated?

He states, “If you retire a $100,000 planit asset, the book depreciation reserve 1s reduced
by the same $100,000.”_ Ma{ss asset accounting clearly does not coﬁsider any individual

asset to be fully depreciated before it is retired. Rather an individual mass asset is only

- considered fully depreciéted when it is retired.

Is the reason provided by Staff for cons;idering a retired asset fully depreciated accurate?
No. Staff states, “The underlying zissu_mption 1s that in the aggreg'ate; assets being retired
early will .be offset by an equal amount of asset being retired later.” (Traxler Rebuttal,
page 14, lines 14-16). While this statement may be true for book depreciation rates and
book depreciation systems, it is not true of a depreciation system for the same assets that
uses different depreqiation rates or diffcréntlprocedures. If the s&aight~line tax
depreciation rate,l sﬁch as a fixed rate baséd on a tax guideline life, is not based on a study

that is adjusted for the actual lives, then the “offsetting” feature of mass asset accounting

will not work.

What would be the result of continuing straight-line tax depreciation if a faster guideline
life had been used?

See Surrebuttal Schedule HDR-5. This examplé shows the same book plant account as
on Surrebuttal Schedule HDR—4 opposite a faster straight-line tax guideline life for a pre-
1970 vintage. Pre-1970 tax vintage retirements are treated essentially the same as book
retirements. The plant account has an average book life of 10 years. The early
retirements and later retiremnents precisely balance out over the actual lives of the assets.
This results in all and only all the total investment of $2000 being recovered over the hife
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of the longest asset (15 years). On the other hand, because a faster life of 8 years was
used for straight-line tax, all of the depreciation deduction was used up by the end of Year
11. Year 11 is the year in which the straight-line tax accumulated depreciation in column
(g) equals the plant in service in shown in column (b). To continue to calculate straight-
line tax depreciation past the point when the account is fully dept;:ciated for straight-line
tax is .to provide ratepayers a tax depreciation deduction th.at is more than what is
available to the Company.

What about Staff’s claim that there are of_fsetting deduétions with other shorter-lived
assets? |

Staff’s claim is based on boogk rates ah& book prpcedures being used for straight-line tax.
Since tax guideline rates and procédures, not book rates, have been used for pfc-1981
assets, there can be no “balancing” offsetting assets. The guideline rates ére ribt designed

to produce offsetting results, as book rates are. The example on Surrebuttal Schedule

- HDR-3 shows that if faster guideline rates were ever utilized for straight-line tax, Staff’s

method of calculating will produce excess (duplicate) tax deductions. The amount of the
duplicate dcducti(%ns created under Staff’s method will be the balance of the accumulated
depreciation réserve in the straight-line tax vintage account in excess of the basis.

How does the Company correct for the fact that there are no compensating offsetting
retirements when guideline life depreéiation rates have been use for straight-line tax?

In accordance with the rules for the tax straight-line systems beiﬁg used, we stop
depreciating the straight-line vint_age when all the available tax deduction has been
provided to the ratepayer. This is the proper rn_echanism to recover the higher ratemaking
taxes fesulting from the early depletion caused by the prior flow through items. As noted

28



10

13

14

15
| 16
17
18
19
20

21

22

Surrebuttal Testimony:
H. Davis Rooney

abové, the Commission was fully aware of the ratemaking impacts that flow through
posed to future revenue requirements. The earlier flow through of tax benefits
predictably and inevitably left us with less ratemaking tax deductions now.

|
Staff’s Method is 2 Change in Method

Is Staff’s method a s§'3vitch from the tax based strﬁight—line system of depreciation used
prior to 1997 to a book béséd system of depreciation?

Yes. As noted above, and as aescribed.by_Staff, Staff’s method is.book‘dcprecia-tion with
an adjus;ment only for basis difference flowed through. It is essentially a change to full
normalization with a partial adjustment for prior flow through items.

Has the issue of switching from a tax based straight-line system of depreciation to a book
based system 6f depreciation, as prbposed by Staff, been addressed before?

Yes. In the late 1970’3,. FERC ordered ;hé uﬁlitics under its jurisrdiction to embrace full
no:malizafion and.ulse book depreciation f;JI‘ tax straiéht—line. The existence of prior flow

through items became the source of much litigation over the proper way to flow back the

prior flow throughs and whether the methods proposed met the legal requirements of

normalization of the IRC. Ultimately, the IRS _issued Revenue Ruling 83-37 (Surrebuttal
Schedule HDR-7). The ruling concluded that an _annual addback was required to
compensate for the prior flow though iterns. Key to their conclusion was the statement:
“Were it not for (the) addback, it is apparent that the annual adjustments would cause the
deferred tax account balance to be reduced in violation of section 1.167(1)-1(h)(2)i) of
the régulations” (Rev. Rul. 83-37)

Can you transiate this revenue ruling to apply to MPS?
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1 A I will paraphrase excerpts of the ruling, changes in italics to represent the current

2 sitnation, emphasis added:

The Staff’s Method goes beyond requiring prospective full normalization of all
book-tax timing differences. It requires the Company to normalize not only book-
tax differences for assets placed in service after the adoption of such method but
also for assets placed in service when normalization was not required or when
normalization of only some book-tax timing differences was required for
ratemaking.

The Staff’s Method does not compute the amount of federal tax deferral
with respect to any particular asset or class of assets, as would pormally be
done in computing under section 1.167(1)-1(h)(1)(i) of the regulations the
amount of federal income tax deferral. Rather, it focuses on the total plant
investment. By computing the annual additions to the deferred tax reserve on the
basis of the annual aggregate differences between book and tax depreciation for
the entire plant, applying Staff’s method to property which flow-through
accounting has previously been used allows current deductions to the
deferred tax reserve with respect to property for which book depreciation
now exceeds tax depreciation even though lesser or no amounts were added
to the reserve when tax depreciation was higher than tax straight line
depreciation because such differences were flowed through to ratepayers (i.c.
guideline depreciation). However, the methed attempts to counter the effects of
having fiowed through prior book-tax differences rather than having normalized
them by providing for an addback, which increases the tax expense for ratemaking
purposes during the remaining book life of all the taxpayer's plant. However this
addback is not sufficient because it only addresses one of several items flowed

through. '

27 Because the addback proposed by Staff does not address all prior flow

28 through items, it is apparent that the annual adjustments proposed by Staff

29 would cauvse the deferred tax account balance to be reduced in violation of

30 section 1.167(1)-1(h)(2)(i) of the regulations. However, if the previously flowed

3i through amounts were added back at a rate assuring that sufficient amounts were

32 added annually to counteract the effect of normalizing for property for which

33 benefits had been previously flowed through, the Staff’s Method would be

34 acceptable, since the annual additions to the deferred tax account would equal on

35 : -a composite basis the amount required by section 167(1) of the Code and the

36 amount needed to normalize all other book-tax timing differences.

37 If the addback in a given year for previously flowed-throngh amounts is

38 too low, the addition to the deferred tax account for that year with respect to
2o 39 section 167(]) differences would be less than the required amount. This would
W40 cause a reduction of the deferred tax account for reasons other than those
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1 specified in section 1.167(1)-1(h)(2)(i) of the regulations and, because of this
2 violation of section 167(l), the taxpayer would lose the right to use
3 accelerated depreciation.
4 Therefore, to assure that section 167(1) of the Code is not violated in a
5 particular case by the use of the Staff’s Method, the Company who previously used
6 flow-through accouxtlting must compute, during each year in which an addback is
7 required, the minimum addition required by section 167(1). This is done by .
8 calculating for each public utility property the difference between
9 accelerated depreciation taken on the taxpayer’s return and the amount that
10 would have been taken as depreciation if the taxpayer had used a straight
11 line method (on the tax return) instead. The amount that would have been taken
12 as straight line depreciation should be computed by reference to the tax basis, not
13 the book basis, of the property at the time that normaiization was adopted with
14 respect to the property. For each year in which an addback is required, the balance
15 - in the deferred tax reserve must equal or exceed the amount that would have been
16 in the account if only book-tax differences addressed by section 167(1) had been
17 normalized. '
18 Because St&ﬁ“s Method applies to property placed in service before 2001,
19 when some or all book-tax differences had been flowed through to ratepayers, it
20 - also requires an annual addback to the cost of service, which is designed to
21 génerally offset the effect of normalizing with respect to property previously
22 ~accounted for under a flow-through method.
23 : ‘
24 Q. This ruling twice refers to a normalization violation under section 1.167(1)-1(h)(2)(i).
25 - What is section 1.167(1)-1(h)}(2)(i)?

26 A Section 1.167(1)-1(h)(2)(1) states in part:

27 (i) The taxpayer must credit the amount of deferred Federal income tax

28 determined under subparagraph (1)(i) of this paragraph for any taxable year to a
29 reserve for deferred taxes, a depreciation reserve, or other reserve account. The
30 taxpayer need not establish a separate reserve account for such amount but the
31 amount of deferred tax determined under subparagraph (1)(i) of this paragraph
32 must be accounted for in such a manner so as to be readily identifiable. With
33 respect to any account, the aggregate amount allocable to deferred tax under
34 section 167(1) shall not be reduced except to reflect the amount for any taxable
35 year by which Federal income taxes are greater by reason of the prior use of

36 different methods of depreciation under subparagraph (1)(i) of this paragraph.

31T Q What does this mean?
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Deferred taxes arise from the difference between tax depreciation and ratemakilng
straight-line depreciation. Deferred taxes are tracked by tax account. A vintage and class
account is an account. When tax depreciation for an account is gr;aater than ratemaking
straight-line depreciation, additidns are made to the deferred tax reserve. When tax
depreciation fbr an account is less than ratemaking straight-line depreciation, deductions
are méde from the reserve. When accounts are fully depréciated for both tax depreciation
and ratemaking straight-line depreciation, all of the reserve additions will have been
deducted. The reserve for the account will be zero; To continue ratemaking straight-line
depreciation on the account after it is full).( depreciated for tax and fully depreciated for _
ratemaking straight-line tax wil‘lrresult ina dcduc.tion to _the reservc'(tax depreciation at
zero is less than the continued raténiaking straight-line depreciation). Since no prior
additions remain in the reserve for that account, a reduction in the reserve 1s made for
which there are no prior édditions.

Can you describe this more simply?

Yes. It says that for any account (vintage and class account) the deferred income tax
reserve may not be reduced except by the reversal of what was previously put into the
reserve. You cannot take out what you did not put in. |

{sn’t the common view of normalization that if mtemﬁking straight-line tax depreciation
is no more than book depreciation there can be no problem?

This is an over simplified view. It is true only when book depreciation rates and
procedures are used for both book and ratemaking straight-line tax depreciation and have
been consistently applied from the beginning. This simplified view does not look at the
accumulated result of tax depreciation compared to ratemaking straight-line tax
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depreciation. As demonstrated earlier, if there is any additional flow through, the proper
procedure is to stop depreciating the straight-line tax vintage account when it is fully

depreciated.

! )
Other Flow Through - Guideline Depreciation

What is guideline life depreciation?

- Guideline life depreciatibn refers to two tax methods of tax depreciation allowed by the

tax code. Guideline life depreciation refers to both.pre-1971 vintage property using the
IRC Class Life System (CLS) and 1971 to 1980 vintage property using the IRC Class Life
Asset Depreciation Range (also ca_lled Asset Depreciation.Range or ADR). Under these
two tax.deprecia;ion systefns, assets must be placed in viﬁtage accounts with only one
class of assét in an account. (IRC Reg. 1.167(a)-11(b)(3)). Additionally the IRC rule for
guideline life depreciation requires that “no éccount may be depreciated below the
reasonable salvage .value of the ac.count”(IlRC Reg. 1’.167(a)-1 1(c)). Salvage value here
means gross éalvagé, not net of removal costs.

How is this related to ratemaking straight-line tax depreciation?

Prior to 1970, raternaqug was permitted to flow through (use for ratemaking} all tax
deduction benefits in the same year they occurred in the Company’s tax return, including
tax deinrcciation taken under CLS. Beginning in 1970, the tax rules changed. In order for
regulated utilities to be eligible to use,“acceierated methods” on their tax returns, utilities
that used a straight-line depreciation method for calculating book depreciation, also had
to use a straight-line method for calculating ratemaking tax deductions. This did not
mean that the ratemaking tax depreciation expense (straight-line tax) had to be the same,
only that it had to be calculated using a similar (straight-line) method. Straight-line tax
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depreciation could berfaster than book deprcéiation, as long as it was calculateq straight-
line. The IRC placed a limi_t on how much faster straight-line tax could be. Straight-line
tax depreciation (ratemaking) could be no faster than the depreciation allowed on the tax
return using the straight-line mefhod (tax straight line) (IRC Section 1.167(1)-1(h)(1)(iii).
Have you reviewed the history of tax normalization for MPS?

Yes. I made a review of rate orders and supporting documents. A description of the -
documents I reviewed is on Schedule HDR-I.

With respect to the Missouri Commjssion_and MPS, can you summarize your findings?

With the exception of parts of 1976-1978, MPS ratemaking has reflected flow through

‘treatment of guideline tax straight-line depreciation. I will describe documentation that

| prior to 1970 MPS was on full flow through (all depreciation tax deductions were used to

reduce current rates to ratepayers). From 1970 to 1976, MPS was on ﬂqw.t'hrdugh of all
unprotecied items (partial normalization). In four consecutive rate cases from 1978 to
1982, the Company was ordered to flow through tax straight—line guideliric life
depreciation, and that the Commission established a policy of allowing normalization of
these items only iﬁ cases of cash flow difficulties. In 1983, the Company was allowed to
normalize its ﬁost~1980 property vintages in accordance with the requirements of the
Economic Recovery Tax Act of 1981. 1found no evidence or order after 1982 indicatinlg
a change in treatment for the pre-1981 vintages. To the contrary, I reviewed testimony
and other supporting documents of both Staff and Cornpahy in MPS Case Nos. ER-83-40,
GR-88-194, ER;90-101, and ER-93-37 indicating that guideline tax sﬁaight-line
depreciation was used to calculate straight-line tax depreciation and the use of this
guideline tax straight-line depreciation was not a disputed issue.
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Review of Evidence of Prior Flow Through

What is the purpose of this section?
The purpose of this section is to provide evidence that for MPS ratemaking has reflected
the flow through of other items besides just basis differences. In particular, guideline tax

straight-line depreciation has been flowed through.

~ Why is this testimony necessary?

Staff says, “The S.taff' $ methdd for caléulating the straight-line tax depreciation deduction
appligs_ the tax basis/book basis ratio times annualized book depreciation in order to avoid
taking an additional tax dcductioﬁ which has been given to ratepayers in yeax;s prior....”
(Traxlef Rebuttal, page 12, lines 12-14). While acknowledging that prior flow through
items require an adjustment, Staff denies there are any prior property related flow through
items, _oth’er than basis differences, Staff 'sta.tes the “the only material difference between
annualized book dei)recia;ion recovered iﬁ rates and —the related tax deduction for book
depreciation is the élimination of the asset “bas_is difference” which was previously
flowed through in rates in prior years.” (Traxler Rebuttal, page 11, line 23-page 12,
line3). Staff appears to be unaware of the Commission’s long standing policy to flow
through tax timing differences except when a utility is experiencing significant cash-flow
problems. Staff’s testimony in GR-88-194 listed seven MPS electric and gas cases and
one Missouri Cities Water case in support of the Commission’s policy history. {See MPS
Case No. GR-88-194, Tooey, Direct, pages 7-8). The purpose of this section i$ to show
that ratemaking straight-line tax depreciation flowed through Guideline Tax Straight-line

depreciation and cost of removal for years prior to ER-97-394.
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What rate orders establish that more tha.ﬁ just basis differences have been flowgd through
for ratemaking?

MPS had four consecutive rate case rulings from 1978 to 1982 ordering us to flow
througﬁ guideline life dei)reciation and cost of removal. Addiltionally, the report and
order in MPS -Case_No. 18,502, page 15 notes that prior cases have result in only “two
utilitic;s being grahted normalization of_P'PC-530 items” (guideline life depreciation and
basis differences). The four MPS Report and Orders were:

Case No. ER-78-29 “The Company’s cash flow, interest coverage, and internally
generated funds will remain adequate if it is allowed to normalize only the tax
timing differénces related to accelerated depreciation, repair allowances,
investment tax credit, and injuries and damages.”

Case No. ER-79-60 “The Company’s cash flow, interest coverage, and internally
generated funds will remain adequate if Company is allowed to normalize
investment tax credit, accelerated depreciation, amortization of extraordinary
purchased power costs and numerous quick turn around items.”

Case No. ER-80-117 “Staff’s position is consistent with the decision consistent
with the decision of the Commission rendered in the last two rate cases involving
the Company.... In the Commission’s opinion the Company’s cash flow, interest
coverage and internally generated funds have not been shown to be inadequate to
the extent that flow-through treatment should not be afforded the six items at issue
here.” The items included Booked to Guideline Depreciation Lives and Removal
Costs, in addition to basis differences. - '

Case No. ER-82-39, page 23 “The tax-timing differences at issue in this case will
be flowed through to the Company’s ratepayers, as proposed by Staff.” The same
six items were at issue as the last case. The items inciuded Booked to Guideline
Depreciation Lives and Removal Costs, in addition to basis differences.

What evidence do you have that ratemaking after 1982 included flow through of more

than basis differences?

I obtained and reviewed our response to Staff Data Request 465 in Case No. ER-97-3%94.

This response was a print out of our straight-line tax records for vintages 1970 and after.
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It shows by vintage, by tax class, by calendar year the amount of tax depreciation and
straight-line tax depreciation associafed with the tax basis in each tax class. It also ghows
the tax and straight-}ine tax depreciation rates applied. The entire data response is very
large. Thave attached the pilges for one vintage year (1974) as suﬁebuttal Schedule

HDR-8, however data for all vintage years is available.

- What were the st:aight-line tax depreciation rates for the 1970 to 1980 vintages?

I observed that for these guidélinc life vintages, the straight-line tax depreciation rates for

each calendar year fromlthe year placed in service until 1997 are the tax straight-line

guideline life rate, and not book rates.’

How did you use this schedule?

I reviewed the Staff’s tax work papers supplied to us during MPS Case No. ER-93-37. 1

noted that Staff’s work papers for the straigﬂt-line tax calculation were based on a

schedule by vintagé year of the total tax dépreciationn and straight-line tax depreciation for

the ER-93-37 test yéax. This schedule is attached as Surrebuttal Schedule HDR-9. 1

noted:

¢ Tax depreciation on the schedule for the pre-1970 vintage equaled the straight-line tax
depreciation. This is the expected result when tax depreciation is flowed through for
pre-1970 vintages, as permitted by the IRC. MPS elected tax straight-line CLS for
our pre-1970 vintage tax depreciation.

¢ Straight-line tax depreciation for each and every electric property vintage year 1970 to
1980 agreed with the total of the straight-line tax depreciation for the electric classes
of property for the 1993 year shown on our response to Staff Date Request 465 in

Case No. ER-97-394.
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What did you conclu&e regarding Case No. ER-93-377

After noting that C(l)mpany and Staff testimony did not contain disagreements regarding
the method of calculating straight-line tax depreciation, I concluded that Staff’s approach
in ER-93-37 was consisient witﬁ Company’s and Company’s records. In particular,
guideline depfeciation was used for pre-1981 vintages and book rates were applied to
post- 1980 vintages. |

Did you review MPS Case No. ER-83-40?7

- Yes. Jreviewed the Staff’s testimony. I also reviewed Staff’s tax work paper supplied to

us during Case No. ER-83-40, attached as Surrebuttal Schedule HDR-10, and our
response to Staff Data Requesf 298 in Case No. ER-83-40 that.was' included with Staff’ $
tax work papers, attached as Surrebuttal Schedule HDR-11. This was the first case after
the four c'ases that ordered flow through. It is the first case in which the Cbmpany did not’
bring tax normalization to hearing.

What did fou observe in Staff’s testimony?

In testimony, Staff refers to an adjustment 15 identified as “Excess Tax Deprecation and
Guideline Tax Depreciation — Based upon Plant at 12-31-82. Excess tax depreciation is
calculated on Book to guideline tax for pre "81 and from book to ESL on post *80
vintages” (ER-83-40, Tooey Direct, page 7). In his testimony he further describes the
adjustments as “The adjustment amounts are the difference between per books Deferred
Tax and Deferred Taxes resulting from the nbrrnalization _of the excess of actual tax
depreciation over Tax Straight—Li_ne Depreciation.” (ER-83-40, Tooey Direct, page 8).

What did you observe in Staff’ s tax work papers?
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Staff’s tax work paper is attached as Surrebuttai Schedule HDR-10. Included with the
Staff’s tax work papers for Case No. ER-83-40 was the Company’s response to Staff’s
data request 298, attached as Surrebuttal Schedule HDR-11. In response to this data

request, MPS provided scheldules of 1983 tax depreciation, 1983 guideline straight-line

tax depréciation, and 1983 equivalent straight line (ESL) depreciation. Staff’s tax work

- papers show that the tax straight-line amount derives from the guideline straight-line tax

schedule for vintages before 1981. ESL is used for the post 1980 vintages. Ialso noted
that for the 1974 vintage, the electric property 1983 tax deprcciatién and the 1983
Guideline Straight Line Depreciation amounts on Sﬁrrebuttal Schedule HDR-11 agreed,
except for one small adjusﬁnent, with the corresponding amounts for 1983 in Company’s
response to Staff Date Request 465 in Case No. ER-97-394 (1974 vintage schedules
attached as Surrebuttal Schedule HD_R-S)L | |
What is equivalent ;umght-lme (ESL) deﬁreciation? |
ESL depreciation is book depreciation rates muItiplied by the same tax basis as used for
tax depreciation for vintage years after 1980,
What did you conclude regarding Case No. ER-83-407
The bearing memorandum states the following:
“The Commission has previously established a generic docket, Case No. 00-83- |
220 to consider the issue of tax normalization. Company requests that a schedule
of proceedings be established in that docket in order that a resolution of that issue
can be had as expeditiously as possible.” (Hearing Memorandum, ER-83-40, page
14).
Aftcf- reviewing this hearing memorandum, coupled with Staff’s te_sﬁmony and work
papers, I concluded that the case outcome and Staff’s approach in ER-83-40 were

consistent with Company’s records. In particular, guideline depreciation was used for
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pre-1981 vintages and book rates were applied to post-1980 vintages. Cost of removal
flow through was also not c_hangcd by this case. |

Did you review MPS Case GR-88-1947

Yes. Ireviewed Staff’s t.a.x testirhony in MPS case GR-88-194 noting it was also

consistent with Company’s view that there are flow through items other than basis .

~ differences. Staff states:

"Tax straight-line depreciation is calculated by applying book depreciation rates to the tax
basis of the depreciable property for vintage years 1988 through 1981. Tax straight-line
depreciation for older vintages is calculated by applying Class Life Asset Depreciation
Range, Class Life System, or straight-line depreciation rates as appropriate to the tax
basis of the depreciable property." (GR-88-194, Tooey Direct, page 4, lines 11-16).

“Staff is proposing flow-through treatment on the book /tax timing differences associated

. with 1) vacation accrual, 2) cost of removal, and 3) book to tax straight-line depreciation.

The Company has proposed normalization of vacation accrual and cost of removal.”
(GR-88-194, Tooey Direct, page 6, lines 17-20)

What do you conclude regarding Case No. GR-88-1947
Staff’s testimony confirms that as of the late 1980’s there has been no-change in Staff or
Commission’s policy for MPS in the handling of gnideline life depreciation flow through
or cost of removal flow through.
Did you review MPS Case ER-90-101?
Yes. 1reviewed Company’s tax testimony in MPS case ER-90-101 noting it was also
consistent with Company’s view that there are.flow through items other than basis
differences. Company Witness Dennis Williams states:
"...full normalization of tax timing differences results in the most proper
allocation of costs to the consumer. However, except in extraordinary
circumstances, this Commission has historically allowed only normalization of
those items which are statutorily protected...For purposes of this proceeding, we
have determined to seek normalization of only those items historically provide

such treatment by this Commission.” (ER-90-101, Williams Direct, page 3).
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On pages 4-6 of Mr. Williams’ testimony, he describes the tax treatment of the various
items. These include normalizing only the protected accelerated tax depreciation and

protected advances and contributions in aid of construction. Cost of removal was treated

I
as flow through.

What did you conclude regarding Case No. ER-90-101?

~ After noting that Cornpaﬁy and Staff rebuttal and surrebuttal testimony did not contain

disagreements regarding the Ihethod of calculating straight-line tax depreciation, 1
concluded that Staff’s approach in ER-90-101 was consistept with Company view
reflected in MPS’s straighf-linc tax records. In particular, guideline depreciﬁtion was
used fof pre-1981 vihtagc§ and book rates were applied to post-1980 vintages.
What evidence did you review regarding flow through treatment of guideline tax straight-
line depreciation prior to 1976? |
I noted that the Reéort and Order in MPS ’ls 1976 Caéc No. 18,502E, the Commission,
discussing whether to normalize more than the protected amount of guideline
depreéiation {an “FPC-530" item), states:
“Prior rate cases have resulted in two utilities being granted normalization of
FPC-530 items because both had cash flow problems and one utility being denied
normalization because it did not.” (Case No. 18,502E, Report and Or_der, page
15)
The flow through treatment of tax straight-line depreciation is also evident in MPS’s
1968 Case No. 16,569. The hearing Ihemoréndum and Staff Schedule D, referred to in
the hearing memorandum, the test year net operating income in the hearing memorandunm,

and the test year net operating income in the report and order, all reflect that the excess of

tax depreciation over book depreciation was flowed through. This can be seen on Staff
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Schedule D that the eﬁcess of tax depreciation over book depreciation was used to reduce
ratemaking tax expénse in the same manner as the flowed through basis deductions of
“taxes charged construction” and “pension costs to construction”. Finally, flow through
treatment of tax deprcciétion is consistent with both our straight-line tax.records and our
1970 FERC Form 1. Ratemaking dcpreciation deferred taxes arise from a difference
between tax and ratemaking straight-line tax depreciation. These deferred taxes are

recorded in FERC account 282. If there is full flow through, there are no deferred taxes.

- Page 227 of our 1970 FERC Form 1 shows the beginning balance in account 282 is zero.

This is consistent with the Company’s records showing full flow through of pre —~1970 tax

depreciation.

© What is your conclusion regarding evidence of prior flow through?

I concluded that Company’s straight-line tax records reﬂccting the use of guideline tax
straight-line depreciation for ratemaking are well supported by our ratemaking history.
Claims by Staff that there are no other significant flow through items are unsupported.

Other Flow Through Items

Are there other. pﬁor flow through items?

Yes. Basis retiremeni differences and cost of removal in book depreciation rates are two
other items that have historically caused the straight-line depreciation tax deduction to be
higher than the associated book depreéiation deductions.

Please explain how basis retirement differences arise.

To calculate guideline tax straight-line depreciation, tax rules are followed. The asset
retirement rules for tax are not identical to the rules for book. One important example of
this relates to ordinary retirements of assets from the 1971 to 1980 vintages. These are
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known as the Asset Depreciation Range (ADR) vintages. Under tax rules for these

vintages tax basis is not reduced for ordinary retirements until after the vintage is fully

depreciated. (IRC Reg. Section 1.167(a)_—1 [}

What is an example-of an qridinary retirement?

Retirements from sel.';vicer due to wéar and tear. of norma) operations would be considered
ordinary. The sale of a sslstem to another utility would not be an ordinary retirement.
How does this irﬁpact Staff’s method?

Staff’s method assumes that straight-line tax calculations have always used the same
depreciation rates, procedures, and methods as book depreciation. Guideline tax straight-
line depfeciétion is not the same as book. Therefore, appiying Staff’s method now
produces a different result from book depreciation that is not compensated for. This
retirement rule is clearly different from the 5001( retirement rulesrthat reflect all
retirements. This aiso contradicts one of Staff’ s assu;nptions that depreciation needs to
continue on longer éurviving assets to make up for depreciation not taken on shorter lived
assets. This is clearly not the case here. Shorter-lived assets continue to be depreciated
for straight-line tax rega;dless of whether they are retired for book.

What is the impact on the calculation of straight-line tax of not reducing tax basis for
retirements?

See Surrebuttal Schedule HDR-6. This schedule takes the example from Suirebuttal
Schedule HDR-5 and illustrates an ADR vintage. Undef the guideline straight-line tax
method of calculating straight-line tax, the total available tax deduction is depleted in
year 8. The retirement rules of ADR are one fegture of tax straight line that provided
prior Commissions the benefits of flow through.
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How can cost of remdval contribute to a depreciation difference?

Historically, including in our ER-97-394 case, the tax deduction for cost of removal (not
net salvage) has been separatf;'ly calculated and deductgd as a flow through item in the tax
calculation. This has been the cése back to the late 1970’s. The ratepayer has received
the tax deduction benefit for actual cost of removal in this manner. Book depreciation
rates Have historically included a component for a proirisiﬁn for cost of removal. This
means that the depreciation rate and the depreciation amount are larger to allow for a
provision for the cost of removal. To the extent thﬁt our book depreciation rates were
used to calculate the tax dedgction for debreciation; the depreciation tax deduction has 7

also been larger to atlow for a provision for cost of removal. Since actual cost of removal

* has been separately deducted for rétémaking and not charged back against straight-line

tax depreciation, the provision becomes an additional flow through (tax benefit) in
ratemaking. Since it is in the straight-line tax depreciation calculation, it serves to deplete
the available tax deduction somewhat faster than a depreciation rate without a cost of

removal component.

L&P Prior Flow through Items

Does L&P have the same prior flow through iterns?.

Yes. For L&P, the issues of guideiine life depreciation, cost of removal, and retirement
procedure differences also exist. The relative magnitudes of these issues are different at
L&P and are less in total than at MPS. In particular, based on a less extensive review
than I did for MPS, the difference between L&P’s straight-line depreciation rates and
book depreciation rates, appears to be much smaller than at MPS. However, L&P has the
same issue regarding flow through aﬂsing from retirement procedures and for cost of
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removal. The issue of retirement procedures is also an issue in Staff’s current method as
the use of actual tax return tax basis Qvill produr;e additional flow through depreciation.
As with MPS, these prior flow-through items are not properly refiected in Staff’s method.
While we disagree with Stailf’ s method, becaﬁsc L&P’s issues are smaller than MPS’s,
our case reflects L&P’s straight-line tax deprec'ia;tion on Staff’s method, using tax ba;sis as
reflected on the tax rcturhs, without reducing tax basis for unreflected ADR retirements,
and without adjusting for cost of removal included in book depreciation rates. Our
understanding is that this is consistent with Staff’s calculation in this case.
Tax Summary |
Can yoﬁ summarize your téx testimony?
The following are the key points:
. .There are prior flow through items o£her than basis differences
e These itemslare of s’igniﬁcant magﬁitude.
e The IRC req.uir'es vintage accounts to stop 'depreciation when fully depreciated.
| Company’s calculation complies with this requirement.
o If switching to book depreciation (full normaiization) when prior flow through
items exist, the IRC requires an adjustment for these prior flow though items.
* Staff’s method does not adjust for all the prior flow through items thereby taking
duplicate (unrealizable} tax deductions unfairly.
e  When the Commission originally ordered flow through, the Commission realized
that flowing throu.gh benefits early on to ratepayers would increase rates to future

ratepayers.
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¢ Company’s calculation properly complies with IRC requirements and produces
the correct tax straight-line result.

RECORDING OF COST OF REMOVAL AND SALVAGE (NET SALVAGE)

Staff witness Rosella Schad recommends that interim costs of removal should be
expensed (Scliad Rebuttal, page 15). Do you agree with her recommendation?
No. In order to provide proper protection to both the fatcpayer and the Company, interim

costs of removal, regardless of the dollar amount of net salvage authorized by the

- Commission for recovery in rates, should be included in the depreciation rate and

provided rate base treatment for ratemaking. As demonstrated in rﬁy Rebuttal Exhibits

HDR-1 and HDR-2, Staff’s expense method does not allow full recbvcfy and creates an

under-recovery. Rate base treatment, regardless of the amount authorized, ensures that

the ratepayér pays for all and only all actual net salvage costs of the Compaﬁy. ‘And given
that the Commission reviews our depreciation rates periodically through updated |
depreciatioﬁ studies, any rate that was too high or too Io'“-r would be identified. Over
time, the ratepayer pays no more than what the Company paid and earns a return through
reduced ra'tes in thé interim. The Staff’s expense method is inequitable in nature and
provides no protection to either the ratepayer or the Compa.ny.
What is your recommendation?
1 recoﬁlmend using the traditional method of incorporating net salvage in the depreciation
rate, regardless of the dollar level provided in the rate, and affording rate base treatment
as the appropriate ;atemaking treatment because:

¢ Rate base treatment of net salvage equitably compensates both the ratepaver and the

Company.
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¢ Rate base treatment ensures that over time, all and only all actual net salvage
amounts are collected from the ratepayer.

* Rate base treatment is supported by the accounting rules as published in both the
Code of Federal Reguliations and the Missouri Code of State Regulations.

FUTURE INTERIM NET SALVAGE AMOUNTS

What method‘ does the Company recommend as the proper amount of net salvage to be
included in the depreciation ré.tes? |

The Company has a clear preference for the accrual levels of _interirri net salvage. Utilizing
the accrual level should be the ratio of net salvage to retirements, i.e., the plant value of
'retireménts. Accrual levelé of net salvage spreads the ultimate cost éycr the life of the
property and recovers these costs frém the customers who actually consumed that property.
What method does Staff propose?

Staff prbposes uﬁﬁzing a five-year average historicai annual amount of net salvage, also
termed the “pay as you go” method. Pay as you go represents the ratio of actual net
salvage to total plant balances.

Why is C_orripany’s accrual method preferred?

Company’s accrual method is superior to Staff’s pay as you go method because Staff’s
method has current customers paying for an estimated cash outlay, and has current
customers paying for removal of plant consumed by prior customers and future customers
paying for plant consumed by today’s customers creating an intergenerational issue for

the ratépayer.
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Ms. Schad states that fhe pay as you go method calculated by Staff utilizing a five year
average represents known and measurable amounts'and it is the Commission’s practice to
set rates based on known and measurable amounts. How do you respond? |

First, incorporating historical averages into ratemaking should not be characterized as
“known and measurable” afnounts for future events. Sinpe expenditures.willloccur_ at
some future point in time, Staff’s method should be charalcterized as-an estimate, just-a
different method of estimation as compared to Company’s accrual method. The key
differe:;ce is that by utilizing the rate base method,.ratepayers ovér time will pay the
actual amounts incurred, because the rate Base method provides a mechanism to true-up

to the actual amounts incurred. Under Staff’s method, ratepayers always pay an estimated

* amount incurred with no true-up mechanism to the actual amounts incurred.

Has the pay as you go method been utilized in prior cases?

Yes. The pay as you go method has been incorporated in depreciation rates in prior rate
orders. Spéciﬁcally, in MPS Case ﬁo. ER-90-101, the Cbm_mission adopted Staff
witness Melvin Love’s methodology to recover a five-year average level of net salvage
through the depreciation rate. A similar method was adopted in MPS Case No. ER-93-
37. |
Has the accrual method been utilized in prior cases?

Yes. Both Company and Staff in MPS Case No. ER-97-394 recommended accrual levels
(ratio of net salvage to plant value of retirements). This method was adopted by the
Commission in MPS Case No. ER-97-394.

Why is the accrual method superior?
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1 A The accrual method should be adopted by the Commission by incorporating Dr. Ronald

2 E. White’s recommended deprecation rates ‘beqaﬁse:

3 . Intergeneratiop inequity for the rafepayer is minimized through the accrual method.
4 The cost of providing Lervice is appropriately placed with customers benefiting from
5 the service, i.e..i proper matching occuts, '

) . Mininﬁ;ation of a hidden disallowance will be accomplished through the. accrual

7 ‘ method. If the Compa_ny is not alllowed to collect the true cost of serving current

8 customers now, there is no guarantee it will be allowed to collect from future

9 _ customers for a service previously provided to past customers.
10 Q. Ms. Schad references in hér rebuital that the Company’s depreciation rates for interim

costs of removal generated over $14.5 million annually for removal costs. Do you agree?

A The Company has outstanding discovery requests on Staff’s calculations of the $14.5
13 million. Until we receive the information requested, we are not in a position to respond.
14 Q. Has Ms. Schad misinterpreted your direct testimony?

15 A Yes. In her testimony she takes exception to my use of the word “benefits.” My

16 testimony refers to the “benefits of salvage.” Salvage (gross) is a reduction of the

17 Company’s costs and is given to the ratepayer as a benefit.

18 Q. Please summarize the Company’s position for the amount of interim cost of removal.

19 A, The Company’s preference is to utilize the accrual method because this method is more
20 equitable. Current ratepayers consuming property should have to pay a portion of the

2] retirement of the property they are consuming.. The accrual method is superior to Staff’s
22 pay as you go method because it takes into consideration the future investment or growth
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1 in electric plant. The Staff’s method is inequitable and fails to take into consideration
2 future growth and plant investment.
3 Q Does this conclude your surrebuttal testimony?

4 A Yes it does. -
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No. Document Facts Found : Conclusion
MPS Cases |

ER-97-394 |Data Request MPSC-465 1} Data Response is a detail showing by tax - 1} Company’s records show the use of
class, by vintage, by tax year the tax and tax guideline tax straight line for pre-1981
straight line depreciation. vintages for tax years prior to Case ER-97-
2) For vintages 1970 to1981 it shows the use of [394. ‘
guideline life rates for all tax years. 2) SLT reflects the same retirement
3) Tax basis is the same as SLT basis. procedures as Tax, not book retirement

' : procedures

Schedule HDR-1
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No.

Document

Facts Found

Conclusion

ER-93-37

Direct Testimony and supporting
work papers of James R. Dittmer

for Staff

p24 "review emphasis was upon recurring book
and tax differences which have been historically
flowed through as well as prominent book/tax
differences."

|P27 “The net provision for deferred taxes
lassociated with tax depreciation in excess of book

depreciation was calculated by MPS with the
Company’s viniage tax records...and applying the

- {Staff's recommended depreciation rates.”

Staff Schedule E20-45 - shows tax and straight
line tax depreciation by vintage. Pre-1970 tax
and tax straight line are equal. All electric SLT
Depreciation amounts for 1870-1980 tie to the
1993 tax year data contained in Data Request
485 for Case No. ER-97-394, '

1. Staff withess was aware of historical items
and issues.

2. Staff supervised the preparation of the
vintage schedules.

3. The vintage schedule from Staff's work
papers do not reflect Staff's current method
of calculation. This is clearly apparent by the
tact that pre-1970 tax and tax straight line
are identical. This is not possible under any
plausible variation of Staff's ratio
methodology. It is only possible if tax

“lguideline class life rates were applied to tax

basis for both tax and tax straight line and
calculated in accordance with tax
depreciation methods exciuding fully
depreciated vintages.

4. Staff's 1970-1981 SLT depreciation is
guideline tax depreciation as it ties to
Company’s schedules. '

5. Staff applied book depreciation rates to
post 1980 vintages only, consistent with
treatment in prior cases.

6. Staff’s direct case included flow through
of guideline tax depreciation. ‘

Schedule HDR-1
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Documents Reviewed in Support of Existence of Prior Flow Through

Conclusion

Case No. Document Facts Found
ER-90-101 [Surrebuttal Testimony of James {p1 Mr. Dittmer’s filed direct but no rebuttal 1. Staff is familiar with current and historical
R. Dittmer for Staff testimony in this case.. : tax issues.

' p1-2 Mr. Dittmer’s issues for surrebuttal were 2. Staff offered no rebuttal or surrebuttal to
unbilled revenue flow through tax issue, cost of |Company's use of Guideline Life flow
removal tax deduction issue, overall revenue through. Statff did not contest Company’s
requirement recommendation, and certain approach.,
promotional practices waivers,
p3-20 Mr Dittmer refers to many cases regardlng
ratemaking treatment of taxes from 1858-1990.
p20 “l, or members-of my firm, have been —
involved in some capacity in every MPS electnc
case since Case No. EH 78-29."

ER-90-101 |Direct Testimony of Dennis R. p3 "full normalization of tax timing differences 1. Company records on Data Request 465 in

Williams - Company

results in the most proper allocation of costs to
the consumer. However, except in extraordinary
circumstances, this Commission has historically
allowed only normalization of those items which
are statuatorily protected...For purposes of this
proceeding, we have determined to seek
normalization of only those items historically
provide such treatment by this Commission."
p4-6 Normalize only protected accelerated tax
depreciation, and protected advances and
contributions in aid of construction. Flow through
costs of removal.

Case No. ER-97-394 show guideline SLT
depreciation used in these years. Thisis’
consistent with prior flow through of guideline
life differences. Guideline depreciation is not
considered “"accelerated”. :
2. Indicates Company believes there has
been no change in Commission or Staff
policy on flow through.

. |3. Conclude that Company has accepted the

Commissions long standing and consistent
flow through treatment of guideline life
differences. If it had been granted
normalization in a prior case, after seeking
normalization for so many years, Company
would have proposed it in this case.

Scheduie HDR-1
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No.

Document

Facts Found

Conclusion

GR-88-194

Direct Testimony of Edward
Tooey - Staft

p4 "Tax straight-line depreciation is calculated by
applying book depreciation rates to the tax basis
of the depreciable property for vintage years 1988

through 1981. Tax straight-line depreciation for

older vintages is calculated by applying Class Life
Asset Depreciation Range, Class Life System, or
straight-line depreciation rates as appropriate to
the tax basis of the depreciable property.” Staff
flows through guideline/book life differences.
Uses book depreciation rates only for ACRS and
MACRS (post ERTA 1981} vintages _

p5 Staff notes that book depreciation rates
include a component for cost of removal

p6 "Staff is proposing flow-through treatment on
the book/tax timing differences associated with 1)
vacation accrual, 2) cost of removal, 3) book to
tax straight-line depreciation. The Company has
proposed normalization for vacation accrual and
cost of removal." ‘ T

p7-9 Extensive discussion of the Commissions
consistent treatment of cash flow difficulties as a
test for flow through treatment.

1. This is consistent with prior flow through
of guideline life differences.

2. Indicates there has been no change in
Commission or Staff policy on flow through.
3. Staff testimony cites the differences with
Company's proposal. Guideline life flow
through treatment was not a difference.
Conclude that Company has accepted the
Commissions long standing and consistent
flow through treatment of guideline life
differences. If it had been granted
normalization in a prior case, after seeking

- [normalization for so many years, Company

would have proposed it in this case.
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No. Document Facts Found Conclusion
AO-87-48 |Order Approving Stipulation and |Schedules show no deferred taxes related to pre- [1. Likely the tax records were highly
Agreement in Tax Case, 1970 vintages. scrutinized in this case as it was the primary
Company Schedules 1-25 focus.
2. Staff and Company have utilized average
rate assumption method (ARAM) to flow back
excess taxes. This required a finding that
the Company's vintage records are
adequate. (IRC Rev Proc 88-12)
.ER-83-40 {Direct Testimony and Supporting {p6-7 "How were tax deductions appeating 1. Staft used guidelinetax depreciation for
Schedules and Supporting thereon calculated?...Excess Tax Depreciation |pre-1981 vintage to determine straight-line
Workpapers of Edward Tooey and Guideline Tax Depreciation - Based upon  {tax depreciation for ratemaking tax
: Plant at 12-31-82. Excess tax depreciation is deduction. '
calcuiated on book to guideline tax for pre-'81 '
vintages and from book to ESL on post ‘80
viritages.” ' '
Workpaper - Tax S/L ties to Data Request 298
schedule Guidefine Straight Ling Depraciation .
ER-83-40 |Data Request 298 Shows Tax and Guideline Straight Line 1. Some vintages and classes tie to Data
: Depreciation by Class and Vintage for 1983 tax [Request 465 from Case No. ER-97-394.
year. Some adjustments from 1983 to 1997 are to
L » be expected. '
ER-83-40 (Hearing Memorandum p14 Tax normalization isse was deferred into a 1. No change in tax treatment in this case.
rulemaking case 00-83-220. 2. Case 00-83-220 concluded no change
should be made in the Commissions tax
. normalization policy.
ER-83-40 {Report and Order p12 Hearing memorandum addressed 1. ERTA 1981 tax law normalization

normalization. Order is silent on normalization
issues except to reiterate the authorization to
comply with ERTA 1981

requirements did not apply to pre-1981
vintage property. (IRC-81 Sec 168(e))

Schedule HDR-1
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Documents Reviewed in Support of Existence of Prior Flow Through

Facts Found‘

Case No. Document Conclusion

ER-82-39 |Report and Order p22 Flow through of booked to guideline 1. Fourth order in a row allowing guideline
depreciation lives, pensions and taxes, capitalizedjlife.
interest, removal costs, JEC Trust Deduction, and|2. Commission draws our attention to its
unbilled revenue. policy on normalization.
p22 "The Commission has frequently and 3. Everyone else is being treated similarly.
consistently held in recent years that 4. ERTA 1981 did not change any

|normalization treatment should be afforded only  Inormalization requirements for pre-81
upon a showing that the utility requesting such vintages (guideline life vmtages) IRC-81 Sec
normalization is experiencing significant cash flow|168(e)
problems."
p23 "the Company has not met its burden of
proving that its cash flow requires normahzatlon
of tax-timing differences”
p23 Company authorized to normallze in
accordance with Economic Recovery Tax Act of
1981.
NA IRC Sec. 168 (1981 Code - For purposes of this section -- 168(e)(1) property |1. For new property placed in service,
ERTA 1981) placed in service before January 1, 1981. -- The [normalization requires a tax deduction
term "recovery property” does not include depreciation period no shorter than that used
property placed in service by the taxpayer before [to compute (book) depreciation expense,
: January 1, 1981. however this requirement does not appiy to
older vintages.
ER-81-85 |Surrebuttal of James R. Dittmer [p6 and Schedule 2 - Mr. Steven C. Carver of the [1. Guideline life (Class Life Asset

for Staff in Case ER-90-101

MPSC Staff testified that staff was proposing flow
through treatment of book—to -guideline
deprecnatlon lives.

Depreciation Range lives) were flowed
through.

Schedule HDR-1
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No. Document Facts Found Conclusion

ER-80-118 |Report and Order p32 “Staff's position is consistent with the 1. Guideline lite now specifically listed. This,
decision of the Commission rendered in the last |and the note that Staff's position is consistent
two rate cases involving the Company.” with prior two cases, supports the
p32 Flow through of booked to guideline calculations reflected in Company's records
depreciation lives, pensions and taxes, capitalized|that guideline life has been consistently
interest, removal costs, JEC Trust Deduction, and flowed through.
unbilled revenue., -

ER-79-60 |[Reportand Order p35 "normalize investment tax credit, accelerated [1. Order states that fhis is substantiaily the
depreciation, amortization of extraordinary same as the last case.
purchased power costs and numerous quick . |2. Flow through of guideline fife differences
turnaround items” Allowance for funds used  |is confirmed in ER-80-118 '
during construction, pension and taxes
capitalized, Jeffrey Energy Center Trust
deduction and removal costs shalI be flowed
through." : oo

ER-78-29 [06/23/1978 Report and Order  |p7 Cash flow is the key test to normalization 1. All other unprotected items are flow

p7 "Only" "accelerated depreciation, repair
allowance, investment tax credit, and injuries and
damages are allowed to be normalized.”

through.
2. Accelerated depreciation is not the same

. |as life differences. Guideline life differences

are not precluded (protected) from flow
through.

3. Guideline life dlﬁerence was flowed
through. This is consistent with the
Companies books and records which have
been subject to audit since that time.

4. This view is substantiated in ER-80-118

Schedule HDR-1
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No.

Document

Facts Found'

Conclusion

18,502 E

05/28/1976 Report and Order

p14 Regarding flow through and normalization.
"Witnesses for Company, Staff, and intervenors
pointed out the advantage and disadvantages of
both approaches. Complications do develop
under normalization in that the Company is being
allowed to collect more revenue than their
expenses will shelter, hence, the IRS will consider
these normalization dollars as taxable income and
take roughly half of them. To compensate, the
Commission, under normalization, must double
the amount of the normalization adjustment in
order for the Company to end up with the proper
number of dollars. - '
However, the Commission points out that the
reverse is true under flow through where the -
Company is allowed to collect in rates only its
actual tax liabiiity. Eventually, the Company will
use up its depreciation deduction both as faras
the Commission and the IRS are concerned, but
its (RS depreciation deduction wili be exhausted
sooner, leaving a period of time where the IRS
recognhizes no expense but the Commission still
does. At that point, the Commission will have to

1) The Commission recognizes that by
ordering flow through treatment future rate
payers would incur higher rates.

give the Company two dollars to cover one dollar

Schedule HDR-1
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No. Document Facts Found Conclusion
18,502 E |05/28/1976 Report and Order p14 Addresses life differences and capitalized 1. Life and overheads are FPC-530 items,
’ overheads (FPC-530 issues) nomalization of which are subject to a
p15 Points out that only two prior cases have determination of adequate cash flow.
been granted normalization of FPC-530 items and|2. MPS was not cited as one of the two prior
both because of cash flow difficulties companies granted normalization. Implies
p15 Establishes cash flow difficulties as the MPS was on flow through of unprotected
proper test of allowing normalization of items prior to this case. This is consistent
unprotected depreciation items with later rate case documents that show the
Dissent of Commissioner Mulvaney indicates amortization back into ratemaking of
Company has not demonstrated cash flow previously normalized-amounts in 1976-78.
difficutties and should not take the "drastic* 3. View that MPS was not on normalization
measure of "adopting" full normalization. prior is supported by dissent language of
“drastic" and "adopting”. o
4, Life differences are not the same as or -
included in liberalized (accelerated)
depreciation. '
NA 1970 MPS FERC Form 1 p 227 - Account 282 has no opening balance 1. Absence of deferred taxes is consistent

with pre-1970 flow through treatment of tax
depreciation, as reflected in Case No.
16,569.

Schedule HDR-1
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Documents Reviewed in Support of Existence of Prior Flow Through

Facts Found

Case No. Dacument Conclusion

16,569 07-15-1969 Report and Order - [p5 Test year {12/31/1968) net operating income is|1. Test year NOI ties to applicants brief

MPS $7,382,978 showing flow through treatment of tax
‘ depreciation
16,569  |05-26-1969 Brief of Applicant p14-17 Ratemaking NOI reflects the impact of the {1. The benefit of tax depreciation was
Missouri Public Service Company|deduction of the excess of the tax depreciation  |provided the ratepayers. Tax depreciation
' lover book depreciation on the ratemaking tax was flowed through. Staff and Company
expense - accepted flow through treatment. This item
p17 Adjusted test year NOI of $7, 382 977 ties to |was not at issue. ‘
rate order '

16,569  |06-16-1969 Brief of the General [p22 "The Company and the Staff are in "|1. Rate-making calculation of income tax
Counsel Missouri Public Service agree_ment as to the method of computing federal |expense was not an issue, except for
Commission and state income taxes except for the investment {investment tax credit.

tax credit for rate-making purposes (See Staft
Ex.D, p. 2)" , , ,

16,569 Staff Exhibit D Shows flow through treatment of excess of tax 1. Tax depreciation flowed through

depreciation over book depreciation. ‘

16,569 Hearing Transcript (1969) p111-114 Richard Green - Company does not 1. As of 1968 Company did not take

currently take liberalized depreciation because it
objects to flow through ratemaking treatment
p850 Jack Baker - Company does not currently
take liberalized depreciation because
Commission's current policy would require flow
through treatment.

liberalized depreciation.

2. Company, and current case supported it,
believed Commission’s policy was to flow
through tax depreciation as reflected on the
tax return.. (Note: In 1968, the tax laws did
not require normalization for ratemaking.)

Scheduie HDR-1
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No.

Document

Facis Found

Conclusion

12,964

03-04-1955 Report and Order on
Emergency Facility Deferred
Taxes - MPS

p1-2 "The Uniform System of Accounts
prescribed by this Commission for the use of -
electrical corporations subject to its
jurisdiction...does not specifically prescribe the
method of accounting for the Federal income tax
effect or result of such accelerated amortization.”
p4-6 Only applies to certified emergency
facilities. '

p5-6 Orders reversal of deferred taxes to stop at
when exhausted or property is retired, but
authorized to use monthly amounts to ensure
gntire balance is amortized over the estimated
remaining life. '

p6 Deferred taxes will be associated with
particular certificates.

1. No prior accounts for deferred taxes,
implies no prior deferred tax tracking, implies
full flow through treatment, as flow through
does not create deferred taxes. '
2. Only certified emergency facilities
authorized for deferred tax accounting
treatment. implies other property still flow
through.

3. Deferred taxes from one certified property
shall be held separatefrom other certified
property. implies aggregating separate
properties is not authorized.

4. Reversal of deferred taxes will stop when
the deferred taxes for that property reach
zero.
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Documents Reviewed in Support of Existence of Prior Flow Through

Facts Found

Case No. Document Conclusion
L&P Cases
ER-99-247 |Order Approving Stipulation and [p5 Item 5A “That SJLP will record income taxes |1. SJLP is allowed to adjust its flow through
Agreement by calculating tax straight-line depreciation on all |of COR by the amount of net salvage
assets in SJLP's plant accounts and by flowing  included in the calculation of tax straight-line.
through for cost of removal, net of salvage, the
total tax deduction less the amount included in tax
straight-line depreciation.
ER-81-43 |06-09-1981 Report and Order, item 5 Cost of removal ordered flow through 1. Cost of removal flow through in straight-
Staff and Company Testimony o line depreciation to the extent cost of removal
Staft position in case was "The Staff is is in book depreciation rates.
recommending that the flow-through treatment be |2. Staff position is flow through of all
utilized by this Company for all tax-timing unprotected items.
differences not required by law to be normalized."
{Traxler Direct, page 9)
18,626  |09-13-1976 Report and Order p14 Lists nine items ordered flow through. "Book-[1. SJLP has flow through depreciation
: : tax differences in straight line life depreciation” is |differences other than basis differences.
listed. ' : o :
NA 1970 SJLP FERC Form 1 p 227 - Account 282 has opening balance of 1. Absence of deferred taxes prior to 1969 is

$324,000. Footnote discloses entire opening
balance arose in 1969.

consistent with flow through treatment of tax
depreciation and consistent with 1969
accounting order.
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No. Document - ' Facts Found : Conclusion

16,881 12-31-1969 Accounting Order p2 Deferred taxes are the tax difference between {1. Deferred taxes are the difference in two
' the use of accelerated depreciation onthe tax ~ |tax calculations,

return and the use of tax straight-line depreciation{2. Reversals of deferred taxes stop when
on the income statement ("deduction allowable [exhausted. '

under the tax depreciation method heretotore )
foltowed]). '

p3 "“In respect of any of its properties” reversal of
deferred taxes continues until the amount
"applicable to such properties is exhausted”

Schedule HDR-1
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No. Document Facts Found. Conclysion
Other Company Cases
13,294  |02-28-1956 Report and Order on |p1 This case was part of a ]Qiﬁt hearing and 1. As a joint hearing for 5 utilities, intended

Liberalized Tax Depreciation
Accounting - KCPL

record with four other utilities "due to the
importance of this matter".

{p2 Commission's Uniform System of accounts
does not have a way to account for accelerated

tax depreciation.

.|p2-3 Refers to “three mathods of determining

depreciation for Federal tax purposes.”
Discusses tax methods of computing tax
depreciation deduction. Accelerated methods
available for tax years after 1953.

p6 Rate treatment not at issue.

p6 Election of accelerated depreciation for tax

does not impact recording of book depreciation.

p6-7 States the deferral is based on the
difference between the accelerated tax
depreciation deduction and the “deduction
allowable under the tax depreciation method
heretofore followed."

p7 Regarding reversal of deferred taxes states
when the reversal occurs for “any of its
properties", the reversal will continue until the
deferral "appllcable to such propertles is
exhausted". :

to address the Uniform Systems of Accounts,
I concluded that this set out the
Commission's approach and not a smgle
utility procedure.

2. No prior accounts for deferred taxes,
implies no prior deferred tax tracking, implies
full flow through treatment, as flow through
does not create deferred taxes.

3. The deferrat relates only to the difference
between IRC accelerated tax and 1IRC tax
straight line. Implies fiow through accounting
for the difference between tax straight line -
and book depreciation.

4. Provides that the reversal of deferred
taxes stops at $0 for any property on WhICh it
is reversing.

5. By pointing out that deferral accounting
was not binding on future rate cases, this
implies a past preference for flow through
and a reserved judgement on normalization
accounting for ratemaking. This supports a
view of prior flow through.
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Documents Reviewed in Support of Existence of Prior Flow Through

Case No. Document - ' Facts Found . ‘ Conclusion

GR-94-220 jLaclede Gas Company ' p1t Adopts Staff's Method and authorized to 1. Laclede can charge its deferred tax
Stipulation and Agreement charge its deferred tax reserve for any tax liability |reserve for the amounts created under Staff's
created by the adoption of Staff's method. - method.
. ' o 2. Laclede is authorized to reflect as retired
Attachment 2 Authorizes the reduction of tax the unireflected tax basis of ADR retirements.

basis by property retirements "for property
depreciated under tax depreciation methods in -
which Tax Basis is not otherwise reduced by
|property retirements.” - '
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Estimate of Prior Flow Through
Class Life vs Book Depreciation Rate Prior to 1997

MPS Surviving Tax Basis [SLT Rate Book Depreciation Rates

Vintage  Type 12/31/2002 Flow Thru Cepr 1951-1968 |1969-1988 [1990-1992 11993-1997

Pre-1970 Steam Gen 51,601,651 5065808  3.57%  263% 3.28% 2.97% 3.73%

Pre-1970 Ta&D 26,862,724 3,349,016  3.33%  296% 2.95% 2.82% 2.84%
1970 Steam Gen 831,455 56872  3.57%  2.63% 3,28% 2.97% 3.73%
1971 Steam Gen 360,511 23,608 357% @ 2.63% 3,28% 2.97% 3.73%
1972 Steam Gen 970,926 60,752  3.57%  2.63% 3.28% 2.97% 3,73%
1973 Steam Gen 505,201 30,139 357%  2683% 3.28% 2.97% 3.73%
1972 Steam Gen 723,785 41,070 357%  2.63% 3.28% 2.97% -8.73%
1975 Steam Gen 102,249 5504  357%  2.63% 3.28% 2.97% 3.73%
1976 Steam Gen 182,166 9275  357%  263% 3.28% 2.97% a.73%
1977 Steam Gen 1,020,667 48,992 357%  2.63% 3.28% 2.97% 3.73%
1978 Steam Gen 25,195,008 1,135980  3.57%  2.63% 3.28% 2.97% 3.73%
1979 Steam Gen 6,114,747 257868  3.57%  2.63% 3.28% 2.97% 3.73%
1980 Steam Gen 17,516,286 687,639  3.57%  2.63% 3.28% 2.57% 3.73%
1970 T&D . 6,432,801 753,289  3.33% 2.96% 2.95% 2.82% 2.84%
1971 T&D 4,475,442 506,925 = 3.33%  2.96% 2.95% 2.82% 2.84%
1972 T&D 13,774,778 1,507,445  3.33% ~ 2.96% 2.95% 2.82% 2 84%
1973 T&D 10,444,869 1,103,000  333%  2.96% 2.95% 2.82% 2.84%
1974 T&D 7,858,524 799755  333%  2.96% 2.95% 2.82% 2.84%.
1975 T&D 11,201,790 - 1,097,059  333%  2.96% 2.95% 2.82% 2.84%
1976 T&D 8,973,003 844,386  3.33%  206% 2.95% 2.82% 2.84%
1977 T&D 12,858,907 1,160,772 3.33%.  2.96% 2.95% 2.82% 2.84%
1978 T&D 13,280,622 1,147,935  3.33%  2.96% 2.95% 2.82% - 2.84%
1979 T&D 9,668,956 798,693  3.33%  206% 2.95% 2.82% 2.84%
1980 T&D 10,722,713 844,636  3.33%  2.96% 2.95% 2.82% 2.84%

Total 241,580,781 21,336,417
|Rev Requirement 13,295,002 |

Actual amount would likely be higher because:
Caleulations not done for all tax classes, only for two largest. )
This calculation does not reflect the additional depreciation over book amount created by the ADR retirerment rules
Gas property not addressed.
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Example of Staff's Method with Prior Flow Through Depreciation
No Book/Tax Basis Difference '
No Life Difference .
Assume $200 Guideline Straight Line Tax Depreciation in First Year
[ .
(a) (b) ) (d) {e) {f

Life [___ Straight Line Tax__|
Plant Acct Plant Acct  Plant Acct SLT SLT
Year In Service  Depr  Accum Depr Depr  Accum Depr
1 1,000 100 100 200 200
2 1,000 100 200 100 . 300
3 1,000 100 - 300 100 - 400
4 1,000 - 100 400 100 - 500
5 1,000 100 500 100 600
6 1,000 100~ 600 100 - 700
7 1,000 100 - 700 100 _ 800
8. 1,000 - 100- 800 100 800
9 1,000 100 900 100 1,000 .
10 1,000 100 1,000 100 1,100
1 - - - - 100
Totals 1,000 - 1,100
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Example of an Asset Outliving its Account Average Life

(a) (b) (c} (d) (e) (f) (@)

Life 5 15 10

~ Asset 1 Assel2 | Plant Acct|Plant Acct] Plant Acct
Year | Asset Depr| Asset Depr|in Service] Depr | Accum Depr

M 200 67 2,000 200 200

2 200 67 2,000 200 400

3 200 . 67 ‘2,000 . 200 600

4 200 67 2,000 200 800

5 200 67 2,000 200 1,000 :

6 67 1,000 100 100 Retire Asset1

7 67 1,000 100 200

8 67 1,000 100 300

9 67 1,000 = 100 400

10 67 1,000 100 500

11 67 1,000 100 - 600

12 67 1,000 100 - 700

13 67 1,000 100 800

14 67 1,000 - 100 900

15 67 1,000 =~ 100 1,000

16 - - - - - Retire Asset2
Totals ~ 1,000 1,000 2,000
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Example of a Pre-1970 Class Life Asset

{a)

(b)

{c)

(d)

Life 10
Plant Acct| Plant Acct| Plant Acct
Year {InService] Depr [|Accum Depr|
1 2,000 200 200
2 2,000 200 400
3 2,000 200 800
4 2,000 200 800
5 2,000 200 1,000
6 1,000 100 100
7 1,000 100 200
8 1,000 100 300
9 1,000 100 400
10 1,000 100 500
11 1,000 100 800
12 1,000 100 700
13 1,000 100 800
14 1,000 100 - 800
15 1,000 100 1,000
16 - - -
Totals 2,000

(e)

'Retire Assetl

Retire Asset2

)

8

(9)

SLT Vintage] SLT Vintage
Depr Accum Depr
' 250 250
250 500
250 750
250 1,000
250 250
128 375
125 - 500
125 . 625
125 750
128 875
125 1,000
- 1,000
1,000
1,000
1,000
2,000

Schedule HDR-5
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Example of an ADR Guideline Life Asset

@)

(b)

(©)

(d)

(e}

(f)

(9)

(h)

Life

10 ) 8 :

Plant Acct{ Plant Acct] Plant Acct SLT Vintage | SLT Vintage| SLT Vintage

Year |In Service] Depr |Accum Depr Tax Basis Depr Accum Depr
1 2,000 200 200 2,000 250 250
2 2,000 200 400 2,000 250 500
3 2,000 . 200 600 2,000 250 750
4 2,000 200 - 800 2,000 250 1,000
5 2,000 200 1,000 2,000 250 1,250

6 1,000 100 100 Retire Assetl 2,000 250 1,500
7 1,000 100 200 2,000 - 250 1,750

'8 1,000 100 300 2,000 250 2,000
9 1,000" 100 400 2,000 2,000
10 1,000 100 500 2,000 2,000
11 1,000 100 600 2,000 2,000
12 1,000 100 700 2,000 2,000

13 1,000 100 800 2,000 2,000

14 1,000 100 900 - 2,000 2,000

15 1,000 100 1,000 . : 2,000 2,000 -
16 - - - Retire Asset2 - - ~

Totals 2,000 ' 2,000
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REV-RUL, Depreciation; public utlhty., Rev. Rul. 83-37, 1983-1 CB 60,

(Jan. 01, 1983)
Rev. Rul. ga;gz » 1983-1 CB 60

-Section 167. —Depréciation
26 CFA 1.167(i)-1: Limitations on reasoAable aflowance in case of property of centain public utilities.

[IRAS Headnote] Depreciation; pubhc ulility.-- :

A public utility taxpayer will not be denied the use of accelerated meathods of depreciation when it prospectively
notmalizes all differences between book and tax accounting (fuli normalization} in compliance with a Federal
Energy Regulatory Commission (FERC) order. Furthermore, the taxpayer will not be in viclation of section
167{1), even if it is normalizing with respect to property previously flowed through to the ratepayers, when the
balance in its deferred tax account equals or exceeds the historical amount determined by the book and tax
differences directly addressed by sectlon 167(1).

{Text]

ISSUE

Will a public utility taxpayer be denied the use of accelerated methods of depreciation if it complies with an
order of the Federal Energy Regulatory Commission (FERC) to normalize all tax differences between book and
tax accounting for depreciation, including differences attributable to property for which flow-through accounting
was previously used? '

FACTS

In 1967, the taxpayer, a regulated public utility, began flowing through to ratepayers all tax deferrals
resulting from the differences between book and tax accounting, including those attributable to the use of
accelerated depreciation for federal income tax purposes while using straight line depreciation for book
purposes. This method of flowing through-all book-tax differences continued through 1974, In 1975 the
taxpayer properly changed its accounting method to normalize prospectively, under the provisions of section
167(1) of the internal [JRevenue Code for all qualified property.

In 1977, FERC issued an order for ratemaking purposes requiring the use of the "Comprehensive
interperiod Allocation of Income Taxes" method of normalization, [hereinafter referred to as the FERC
Comprehensive Full Normalization Methed] as described below.

This FERC Compretensive Fufl Normalization Method was designed to normalize aff tax differences
attributable to the use of different accounting methods for book and tax purposes in 1977 and subsequent
years. Under this procedure, the federal tax expense used to determine cost of service for ratemaking
purposes and for reflecting operating results in the taxpayer's regulated books of account is cornputed by using
the same accounting methods used to compute depreciation expanse for ratemaking purposes. Therefors, in
computing tax expense for ratemaking purposes, items such as interest, taxes, etc., are capitalized rather than
deducted as current expense; and a depreciation deduction equal to the taxpayer's depreciation expense for
ratemaking purposes (determined by using a depreciable basis that included capitalized expenses such as
interest, taxes, etc.) and a depreciation rate based on the use of a straight line depreciation method and useful
lives equal to book lives are used.

Because the FERC Comprehensive Full Normalization Method appiies to property placed in service before
1977, when some or all book-tax differences had been flowed through to ratepayers, it also requires an annual
addback to the cost of service, which is designed to generally offset the effect of normalizing with respect to
property previously accounted for under a flow-through methed. This annual addback is computed as follows:

Schedule HDR-7
Page 1 of 4



{1) The remaining tax basis of all the taxpayer's plant is subtracted from the remaining book basis of such
plant at the time the FERC Comprehensive Full Normalization Method is adopted.

(2) The amounts added to the deterred tax reserve before 1977 are divided by the tax rates for the vears in
which such additions were made to the reserve.

(3) To compute the amount of deductions previousty flowed through to ratepayers, the amounts arrived atin
step {2) are subtracted from the amount arrived at in'step (1).

(4) The amount of previocusly flowed through deductions computed in step (3) is then aliocated to 1977 and
later years by dividing such amount by the approximate remaining book life (in years) of all plant then in
" service. .

{5) For each of the years to which an amount is allocated in step {(4), the tax attributable to the aliocated
amount is included as an additional tax expense thereby, the amounts to be added to the deferred tax reserve
in such years areincreased. .

LAW AND ANALYSIS

For publi¢ utility praperty placed in service before January 1, 1970, section 167{!)(1) of the Code dictates
that, if the taxpayer has been using accelerated depreciation and has been normalizing its deferred taxes, it
can continue to use accelerated depreciation only if it continues to nomalize with respect to that property. If the
taxpayer has been using acceierated depreciation and flowing through to its ratepayers the benefits of the tax
deferral, it is required to continue to do so with respect to that property unless the appropriate regulatory
agency permits it to change. For property placed in service after December 31, 1969, section 187{1}(2) provides
that if the taxpayer has been using a flow-through method with respect to its pre-1970 property of the same (or
similar) kind most recently placed in service, it should continue to use accelerated depreciation and flow-
through unless the regulatory agency permits it to change. In all other cases, the taxpayer may use accelerated
depreciation oniy if it normalizes the deferred income taxes.

Section 167({}{3){G) of the Code and section 1.167(1)-1(h}(1)(i} of the [ncome Tax Regulations specify that to
qualify as using a normalization method of accounting with respect to public utility property, the taxpaysr must
use the same method of depreciation to compute both its tax expense and its depreciation expense for
purposes of establishing its cost of service for ratemaking purposes and for réflecting operating results on its
regulated books of account; and if the taxpayer uses a different method for purposes of claiming depreciation
on its tax return, it must make adjustments to a reserve to reflect the total amount of federal income tax deferral
resulting from the use of such different methods of deprecnanon with respect to all its public utility property
(other than property for which flow-through accounting is usedy}.

Section 1.167(1)-1{h)(1 }(i)(b) of the regulations requires the taxpayer who normalizes to make adjustments to
its deferred tax reserve to reflect the total deferral of federal income tax hability with respect to all its public
utility property (other than property for which flow-through accounting is being used) resulting from its use for
tax purposes of a different method of depreciation than it uses for ratemaking and book purposes. Section
1.167{)-1(h)(1)(iii} specifies that the amount of federal income tax deferred is the excess of the amount the tax
liability would have been had a subsection (i) method (generally, a straight line method) been used over the
amount of the actual tax fiability.

The FERC Comprehensive Full Normalization Method requires that adjustments to a deferred tax reserve be
made for the effects of all book-tax differences, not simply those differences far which adjustments are required
by the section 167(}) regulations. Furthermore, this method provides for normalization with respect to all the
taxpayer's public utility property, including property that had previously been accounted for unde a flow-through
method.

Section 1.167(1)-1(a)(1) of the regulations spacifically states that the section 167(l) regulations do not pertain
to other book-tax timing differences with respect to State income taxes, F.1.C.A. taxes, construction costs, or
any other taxes and items. Thus, the requirement of the FERC Comprehensive Full Normalization Method for
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normalization of book-tax timing differences other than those covered by section 167(1) of the Code has no
bearing upon whether the methad satisfies the requirements of section 167(l) and the regulations thereunder.
Furthermore, because the amount of deferral attributable to nonsection 167()) differences is unrelated to the
amount of deferral caused by section 167(}) differences and because full nermalization, ie., the normalization
of all book-tax timing differences, necessarily includes the normalization of those book-tax differences
addressed by section 167(1}, and use of the FERC Comprehensive Full Normalization Method with respect to
public utility property placed in service after such normalization method is adopted does not result in viciation of
section 167()). ]

However, the FERC Comprehensive Full Normalization Method goes beyond requiring prospective full
narmalization of all book-tax timing differences. It requires taxpayers to normalize not oniy book-tax differences
{for assets placed in service after the adoption of such method but also for assets placed in service when
normalization was not required or when normalization of only some book-tax timing differences was required.

The FERC Comprehensive Full Normalization Method does not compute the amount of federal tax deferral
with respect to any particular asset or class of assets, as would normally be done in computing under section
1.167()-1(h){1){i) of thereguiations the amount of federal income tax deferral. Rather, it focuses on the total
plant investment. By computing the annual additions to the deferred tax reserve on the basis of the annual
aggregate differences between book and tax depreciation for the entire plant, full normalization with respect to
property concerning which flow-through accounting has previously been used allows current deductions to the
deferred tax reserve with respect to property for which book depreciation now exceeds tax depreciation even
though no amounts were added to the reserve when tax depreciation was higher than book depreciation
because such differences were flowed through to ratepayers. However, the method attempts to counter the
effectsof having flowed through prior book-tax differences rather than having normalized them by providing for
the addback, which increases the tax expense for ratemaking purpecses during the remaining book life of all the
taxpayer's piant. '

Were it not for addback, it is apparent that the annual adjustments would cause the deferred tax account
balance to be reduced in violation of section 1.167(}-1(h)(2){i) of the regulations (unless additions to the
account with respect to nonsection 167(1) book-tax differences made up for this deficit). However, if the
previously flowed through amounts were added back at a rate assuring that sufficient amounts were added
annually to counteract the effect of normalizing for property for which benefits had been previously flowed -
through, the FERC Comprehensive Full Normalization Method would be acceptable, since the annual additions
to the deferred tax account wouid equal on a composite basis the amount required by section 167(1) of the
Code and the amount needed to normalize all other book-tax timing differences. But the period for amortizing
the addback is the average remaining useful Tife of the entire plant while the period for which differences must
be accounted for under Section 1.167(1)-1{h)(1) of the regulations will normally differ depending upon the type
and vintage year of the particular assets for which accelerated depreciation has been ciaimed. Because of this,
the FERC Comprehensive FullNormalization does not assure that the addback period will properly correlate to
the period for which adjustments are required under section 167{1).

If the addback in a given year for previously flowed-through amounts were too low, the addition to the
deferred tax account for that year with respect to section 167(l) differences would be less than the required
amount. This would cause a reduction of the deferred tax account for reasons other than those specified in
section 1.167{1)-1(h)(2)(i) of the regulations and, because of this violaticn of section 167(1}, the taxpayer wouid
lose the right to use accelerated depreciation.

Therefore, to assure that section 167(i} of the Code is not violated in a particular case by the use of the
FERC Comprehensive Full Normalization Method, a taxpayer who previously used flow-through accounting
must compute, during each year in which an addback is required, the minimum addition required by section
167(i). This is done by calculating for each public utility property the difference between accelerated
depreciation taken on the taxpayer's return and the amount that wouid have been taken as depreciation if the
taxpayer had used a straight line method instead. The amount that would have been taken as straight line
depreciation should be computed by reterence to the tax basis, not the book basis, of the property at the time
that normalization was adopted with respect to the property. For each year in which an addback is required, the
balance in the deferred tax reserve must equal or exceed the amount that would have been in the account if
only book-tax differences addressed by section 167({) had been normalized.
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HOLDING

The public utility taxpayer will not be denied the use of accelerated methods of depreciation when it
complies with an order from FERC to prospectively normalize all differences between book and tax accounting
(full normalization} ratherthan only the difference between accelerated and straight line depreciation. However,
if a taxpayer is normalizing with respect to property previously accounted for under a flow-through method, the
taxpayer will meet the requirements of section167(l) of the Code if the balance in its deferred tax account
equals or exceeds the amount that would have been in the account if only book-tax differences addressed by
section 167(l) had been normalized.
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G: \12;JUUbb\DEFTAX\930EP2N13 WK3 e
01/11/93 : :
MPS
- Schedule of Tax & S/L Depreciation and Deferred Taxes
_— For Pre—1870 thru 1983 Vintages
Electric (Scenario #1): -,
1993 1983 Total 1993
Vintags Tax Depr S/L-Depr Deferred Taxes
I
Pre—1970 2,548,654 2,548,554 .. 0
1970 169,723 251,263 (38,723)
1971 -7 40,926 170,848 (61,700)
1972 " 171,769 508,300 (159,818) ;
1973 165,624 376,308 (100,009) ' [
1974 : 168,663 308,579 (66,286)
1975 _ 262,752 402,613 (65,956)
1976 . 238,586 320,329 (38,294)
1977 449,311 569,802 (55,722)
1978 1,196,449 1,372,006 (81,205)
1979 . | 561,288 571,527 (6,312)
1980 1,049,021 993,009 20,215 . 1
1981 838,697 497,884 120,900 i
1982 709,088 407,129 107,042 |
1983 2,108,407 1,346,617 275,277 |
1984 - 926,372 512,874 149,106 4
1985 966,993 579,110 139,825
1986 1,302,268 1,110,627 56,812
1987 1,173,104 867,295 110,710
1987 11,368 8,281 1,117 i
1988 1,638,584 1,170,398 169,576 5
1988 . 167,390 115,579 18,767
1989 2,401,550 1,425,691 353,444
1990 3,843,484 2,110,280 627,767 l_
1991 ‘ 2,004,406 890,408 403,491
1992 , 3,421,482 1,486,182 697,344
1993 3,436,646 1,752,189 610,110 :
Total 1993 31,972,505 _ 22683682 3,188,378
Tax Depreciation i
) -
s SCHEDULE HDR-9
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oy HAMS : MC{_?_‘ ?CT_ ¢ ..., i81e73778ss =1/ 40

o, a?.‘?c? |

_ﬂg;;}' S DATA INFORHATION REQUEST
: Mlssourl Publlc Service Company
. Case No. ER-83- 40 -

| "F:EQUESTED FROM: _ | | |
. DATE REQUESTED: _ //,zé/)g T T T
.‘,-[NFOPMATION REQUESTEDmﬁm Pﬁoo,,oe-' /) 7:«3 T

R

;'__wzm J:ec 3 (»SOF ézzgg mgu-

”. iﬁhﬁzrch e .f: i .
. A'REQUESTED BY:. gfé 7595,, Ve R
s INFORMATION PROVIDED R T

. . RS . - . . - Lol . . ’
. v, . R - . . . . .- .- . B . .

R |

The wnformation prov1ded pot e} the H1Ssour1 Pub]1c Serv1ce Connnssxon Staff in
" response to the, above informatiin. request is accurate and. comp1ete and contains no
“material m1srepresonuatwons or omissions based upon present facts known to’ ‘the under-
signed.. The undersianed agrees to immediately inform the Missouri Public Service
Commission, if any matters are discovered which would materially. affect the accuracy
or compieteness of -the. 1nformation prov:ded in responSe to the above informatien.

request
SIGNEU BY:

~ ., r\ ;DATE RECETVED: 7,{4 ‘Y(b
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