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In Reply Refer to:
Tampa
ab/@mactar.com

May 31, 2018
Ms. Carlotta S. Stauffer
Commission Clerk
Florida Public Service Commission
2540 Shumard Oak Boulevard
Tallahassee, Florida 32399-0850

Re: DOCKET NO. 20180044-GU - In re: Consideration of the tax impacts
associated with Tax Cuts and Jobs Act of 2017 for Peoples Gas System

Dear Ms. Stauffer:

Attached for filing in the above docket on behalf of Peoples Gas System are the
following:

1. Peoples Gas System’s Petition for Limited Proceeding to Reduce Base Rates
and Charges to Reflect Impact of the Tax Cuts and Jobs Act of 2017

2. Prepared Direct Testimony and Exhibit (ADF-1) of Alan D. Felsenthal
3. Prepared Direct Testimony and Exhibit (VS-1) of Valerie Strickland
4. Prepared Direct Testimony and Exhibit (JSC-1) of Jeffrey S. Chronister

Thank you for your assistance in connection with this.

ificerely,

AB/plb ndrew M. Brown
Attachment
ce: Parties of Record

Ms. Kandi M. Floyd

Ansley Watson, Jr., Esq.



BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In re: Consideration of the Tax Impacts Docket No. 20180044-GU

)
Associated with Tax Cuts and Jobs Act of )
)
)

2017 for Peoples Gas System Filed: May 31, 2018

PEOPLES GAS SYSTEM’S PETITION
FOR LIMITED PROCEEDING TO REDUCE BASE RATES AND CHARGES TO
REFLECT IMPACT OF THE TAX CUTS AND JOBS ACT OF 2017
Pursuant to Sections 366.076, 120.57(2) and 366.06(3), Florida Statutes, and Rule 28-
106.301, F.A.C., Peoples Gas System (“Peoples” or “the company”) respectfully petitions the
Florida Public Service Commission (“FPSC” or “the Commission”) for a limited proceeding in
this docket to potentially reduce base rates and charges effective for the first meter reading cycle
in January 2019 to reflect the impact of the Tax Cuts and Jobs Act of 2017, and states:
Background
The Tax Cuts and Jobs Act of 2017 (“TCJA”) was enacted by the United States Congress
on December 20, 2017 and was signed into law by the President on December 22, 2017. See Tax
Cuts and Jobs Act of 2017, Pub, Law 115-97, 131 Stat. 2054 (2017). On February 6, 2018, the
Commission asserted jurisdiction over this subject matter and put utilities on notice that all revenue
requirements adjustments ultimately imposed by the Commission due to the TCJA’s provisions
would be calculated as of February 6, 2018, or the date contained in each utility’s settlement
agreement, or January 1, 2018 if there is no settlement agreement and that date is agreed to by the

utility. Order No. PSC-2018-0104-PCO-PU related to this Commission decision requires each

regulated utility to provide the Commission with its calculation of the impacts of the TCJA.



This Petition addresses the impacts of the TCJA on Peoples including the excess

accumulated deferred income taxes and excess deferred income taxes not related to depreciation

which result from the TCJA (“Tax Reform™).

L. Preliminary Information

L.

2

The Petitioner’s name and address are:

Peoples Gas System
702 North Franklin Street
Tampa, Florida 33602

Any pleading, motion, notice, order or other document required to be served upon

Peoples or filed by any party to this proceeding shall be served upon the following individuals:

3.

Andrew M. Brown Paula K. Brown

ab@macfar.com _ regdept@tecoenergy.com

Ansley Watson Jr. Manager, Regulatory Coordination
aw(@macfar.com Tampa Electric Company
Macfarlane Ferguson & McMullen Post Office Box 111

Post Office Box 1531 Tampa, FL 33601

Tampa, FL 33601-1531 (813) 228-1444

(813) 273-4200 (813) 228-1770 (fax)

(813) 273-4396 (fax)

Kandi M. Floyd
kfloyd(@tecoenergy.com
Manager, State Regulatory
Peoples Gas System

Post Office Box 111
Tampa, FLL 33601

(813) 228-4668

Peoples is a natural gas local distribution company providing sales and

transportation delivery of natural gas throughout most of the state of Florida and is a public utility

subject to the Commission’s regulatory jurisdiction under Chapter 366, Florida Statutes. Peoples’

principal place of business is located at 702 North Franklin Street, Tampa, Florida 33602.

4.

This Petition is in response to a proposed action by the Commission. Accordingly,

the Petitioner is providing the information requested in the proposed agency action.

2



IL. TCJA Impact on Revenue Requirements and Rates

5. Section 366.076(1), Florida Statutes, provides that the Commission may conduct a
limited proceeding to consider and act upon any issue within its jurisdiction, including any such
issue which, once resolved, requires a public utility to adjust its rates. Approval of the company’s
calculations of the impacts of TCJA through a limited proceeding under Section 366.076, Florida
Statutes, will provide the Commission and substantially affected persons a single proceeding in
which all issues related to Tax Reform can be resolved. Accordingly, Peoples requests that the
Commission use this docket to provide, through a limited proceeding, an opportunity for a hearing
to address the matters that are the subjects of this Petition.

ITII.  Statement on Disputed Issues of Material Fact

6. Peoples is not currently aware of any disputed issues of material fact, but the Office
of Public Counsel or other parties, may assert disputed issues of material fact during this
proceeding.

IV. Statement of Ultimate Facts Alleged

7. The ultimate facts are:

(@ The company quantified the impact of Tax Reform on its Florida retail
jurisdictional net operating income thereby neutralizing the FPSC-adjusted net operating income
of the Tax Reform to a net zero based on the company’s forecasted earnings surveillance report
for the calendar year that includes the period in which Tax Reform is effective.

(b)  The company’s forecasted eamings surveillance report for the calendar year that
includes the period in which Tax Reform is effective is the 2018 forecasted earnings surveillance
report, which was filed on March 15, 2018.

(¢)  The federal corporate income tax rate is 21%, effective January 1, 2018.



(d) To avoid a normalization violation, TCJA requires that a taxpayer like Peoples, in
computing its cost of service for ratemaking purposes and reflecting operating results in its
regulated books of account, may not reduce protected excess deferred tax reserves more rapidly or
to a greater extent than such reserve would be reduced under the average rate assumption method
(*ARAM?”). The mechanics and requirements of the ARAM are set forth in TCJA.

(¢)  Based on the 21% corporate tax rate effective January 1, 2018, the amount of
protected excess deferred tax reserves as of December 31, 2017 was approximately $86.9 million.

® Based on the 21% corporate tax rate effective January 1, 2018, the amount of
unprotected excess deferred tax reserves as of December 31, 2017 was a deficiency of $17.9
million.

(g) The flow-back period used for unprotected excess deferred tax reserves is 10 years.

(h)  Based onthe company’s December 31,2017 balances for protected and unprotected
excess deferred tax reserves specified above, the company’s 2018 forecasted earnings surveillance
report filed on March 15, 2018, the 21% federal corporate income tax rate effective January 1,
2018, and using the ARAM and 10-year flow back periods for protected and unprotected excess
deferred tax reserves, respectively, the annual revenue requirement calculation for 2018 necessary
to reflect the effect of Tax Reform is $9,920,560.

V. Relief Requested
8. Peoples requests that the Commission grant the following relief:
(a) Approve Peoples’ calculations of the annual revenue requirement impacts for the

effects of TCJA.



(b) Establish a procedural schedule giving consumer parties and other substantially
affected persons an opportunity for an evidentiary hearing on the company’s final calculation of

the annual revenue requirements for the effects of TCJA.

(c) Make a determination that the calculated annual revenue requirement for 2018
reflects the impacts of Tax Reform.

(d) Grant such other relief as may be required or appropriate.

9. Peoples is entitled to the relief requested pursuant to Chapter 366, Florida Statutes,
Chapter 120, Florida Statutes, and FPSC Order No. PSC-2018-0104-PCO-PU.

VI. Conclusion

For the reasons shown above, Peoples respectfully requests that the Commission grant this

Petition and the relief requested herein.
DATED this 31st day of May, 2018

Respectfully submitted,

w/l

ANDREW M. BROWN
ab@macfar.com

ANSLEY WATSON JR.
aw(@macfar.com

Macfarlane Ferguson & McMullen
Post Office Box 1531

Tampa, FL 33601-1531

(813) 273-4200

(813) 273-4396 (Fax)

ATTORNEYS FOR PEOPLES GAS SYSTEM



CERTIFICATE OF SERVICE

[ HEREBY CERTIFY that a true and correct copy of the foregoing Petition, filed on behalf
of Tampa Electric Company, has been furnished by electronic mail on this 31st day of May, 2018

to the following:

Office of Public Counsel
J. R. Kelly

Public Counsel
Kelly.jri@leg.state.fl.us

Charles Rehwinkel
Associate Public Counsel
rehwinkel.charles(@leg.state.fl.us

Virginia Ponder

Associate Public Counsel
Ponder.virginia(@leg.state.{1.us

c/o The Florida Legislature

111 West Madison Street, Room 812
Tallahassee, FL 32399-1400

Suzanne Brownless, Esquire
sbrownle@psc.state.fl.us

Office of General Counsel

Florida Public Service Commission
2540 Shumard Oak Boulevard
Tallahassee, FL 32399-0850

Andrew M.



BEFORE THE
FLORIDA PUBLIC SERVICE COMMISSION

DOCKET NO. 20180044-GU

IN RE: CONSIDERATION OF THE TAX IMPACTS
ASSOCIATED WITH TAX CUTS AND JOBS ACT OF
2017 FOR PEOPLES GAS SYSTEM

DIRECT TESTIMONY AND EXHIBIT
OF
ALAN D. FELSENTHAL

ON BEHALF OF
PEOPLES GAS SYSTEM
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DOCKET NO. 20180044-GU
FILED: 05/31/2018

BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION
PREPARED DIRECT TESTIMONY
OF
ALAN D. FELSENTHAL
ON BEHALF OF PEOPLES GAS SYSTEM

Please state your name, address, occupation and employer.

My name is Alan D. Felsenthal. My business address is One
North Wacker Drive, Chicago, 1llinois 60606. 1 am a Managing

Director at PricewaterhouseCoopers LLP (“PwC™).

Please describe your educational background and business

experience.

I was graduated from the University of Illinois in 1971 and
began my career at Arthur Andersen & Co (""Arthur Andersen'),
where 1 was an auditor, and focused on audits of financial
statements of regulated entities. In 2002, 1 joined PwC and
became a Managing Director in their Utilities Group and
continued performing audits for regulated entities. 1 was
hired by Huron Consulting Group ('Huron™) 1in 2008 and

returned to PwC in November of 2010.

At both Arthur Andersen and PwC, 1 supervised audits of
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financial statements on which the firms 1issued audit
opinions that were TfTiled with the SEC, the Federal
Communications Commission, the Federal Energy Regulatory
Commission (“FERC”) and various state commissions. At
Arthur Andersen, PwC and Huron, I consulted on a significant
number of utility rate cases and helped develop testimony
for myself and others on a variety of issues, including
construction work in progress in rate base, projected test
years, lead-lag studies, cost allocation, several
accounting 1issues (e.g., pension accounting, regulatory
accounting, iIncome tax accounting, cost of removal) and

compliance with the income tax normalization requirements.

Please describe your duties and responsibilities at PwC.

I lead PwC’s regulatory support practice. Throughout my
career, my focus has been on the regulated industry sector,
primarily electric, gas, telecommunication and water
utilities. 1 have focused on utility accounting, income tax
and regulatory issues, primarily as a result of auditing
regulated entities. The unique accounting standards
applicable to regulated entities embodied in Accounting
Standards Codification ('ASC™) 980, Regulated Operations
(formerly, Statement of Financial Accounting Standards
("'SFAS™) 71, FAS 90, FAS 92, FAS 101 and various Emerging
2
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Issues Task Force (EITF™) issues, all need to be understood
so that auditors can determine whether a company’s
financial statements are Tairly presented in accordance
with generally accepted accounting principles. | have
witnessed the 1issuance of these standards and have
consulted with utilities as to how they should be applied.
At both Arthur Andersen and PwC, 1 worked with the technical
industry, accounting and auditing leadership to communicate

and consult on utility accounting and audit matters.

Have you provided training on the application of Generally
Accepted Accounting Principles ("'GAAP") to regulated

entities?

Yes. At Arthur Andersen, Huron and PwC, 1 developed and
taught utility accounting seminars focusing on the unique
aspects of the regulatory process and the resulting
accounting consequences of the application of GAAP,
including accounting and ratemaking for iIncome taxes. |1
have presented seminars, as well as delivered training on
an in-house basis. Seminar participants have included
utility company and regulatory commission staff
accountants, utility rate departments and 1internal
auditors, tax accountants and others. I have also conducted
these seminars for the FERC and several state commissions,

3
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and 1 have presented at various Edison Electric Institute
and American Gas Association ratemaking and accounting
seminars. The income tax training programs | have presented
include topics such as the normalization requirements for
public utilities in the Internal Revenue Code (“IRC™),
protected and unprotected deferred taxes and the mechanics
and application of the Average Rate Assumption Method

(“ARAM™) .

Have you previously testified before the Florida Public

Service Commission (““FPSC” or “Commission’)?

Yes. 1 have testified or fTiled testimony before this
Commission in two dockets. The Tfirst was in connection
with Central Telephone Company’s rate case filing in Docket
No. 19891246-TL, in which 1 testified on the company’s
approach to determining their projected test year. 1 also
testified in Tampa Electric’s Docket No. 20080317-El on the

subject of iIncome taxes.

Have you previously testified before other government
entities with regulatory authority over regulated

telecommunications, electric or gas companies?

Yes. 1 have testified before the Arizona Corporation

4
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Commission, the Illinois Commerce Commission, the Indiana
utility and Regulatory Commission, the Public Utility
Commission of Ohio, the Public Utility Commission of Texas
and the Washington Utilities and Transportation Commission
on various utility ratemaking topics, including accounting

and ratemaking for Income taxes.

What are the purposes of your direct testimony in this

proceeding?

The purposes of my direct testimony are to: (1) discuss
accounting for income taxes for public utilities like
Peoples Gas System (“Peoples Gas” or ‘“company”) and related
ratemaking principles, (2) describe the recent changes
caused by the Tax Cuts and Jobs Act of 2017 (“TCJA”) and
the general 1mpact of the changes on regulated utilities,
(3) explain the ratemaking requirement in the TCJA for
“protected excess deferred taxes” and (4) describe the work
PwC performed to test the company’s calculation of the

impact of the TCJA on the company’s 2018 income tax expense.

Did you prepare any exhibits i1n support of your direct

testimony?

Yes. Exhibit No. (ADF-1) was prepared under my direction
5
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and supervision. My exhibit consists of the following two

documents:

Document No. 1 Depreciation Timing Difference Example

Document No. 2 ARAM T1l1lustration

As part of your work for Peoples Gas iIn this docket, have
you read the prepared direct testimony of Mr. Jeffrey S.

Chronister and Ms. Valerie Strickland?

Yes, | have. I have read all of Peoples Gas witness Jeffrey
S. Chronister’s prepared direct testimony and exhibit as
well as the prepared direct testimony and exhibit of Peoples

Gas witness Valerie Strickland.

Please provide a summary of your direct testimony.

After providing a framework for the accounting and
regulatory treatment of income taxes and the impacts of the
TCJA, 1 discuss how Peoples Gas” proposal to reflect the
effects of the TCJA from an accounting perspective is
consistent and accurate and complies with Order PSC-2018-
0104-PCO i1n Docket No. 20180013-PU as well as the IRC’s
normalization requirements applicable to public utility

property.




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Accounting for Income Taxes
and Related Ratemaking Principles
Can you please describe the accounting for income taxes

required under GAAP?

Yes. Accounting for income taxes under GAAP is contained iIn
the accounting literature in section ASC 740 (formerly SFAS

No. 109, Accounting for Income Taxes) of the accounting

codification. There are three major components to the
calculation: currently payable 1i1ncome taxes, deferred

income taxes, and iInvestment tax credits.

Please describe the Tfirst component, currently payable

income taxes.

Currently payable 1income tax expense represents the
estimated amount of current year iIncome taxes payable based
on current year taxable income. Taxable income for the year
iIs determined in accordance with the IRC. For purposes of
preparing an income tax return each year, the IRC contains
procedures for determining If and when an item is ‘“taxable”
or “deductible.” After considering the taxable and
deductible amounts i1n the current year, “taxable iIncome” is
determined, which i1s then multiplied by the applicable
statutory tax rate. This subtotal is further adjusted for

v
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any available income tax “credits”.

The result of calculating the amounts to be included on the
annual tax return using the guidance iIn the IRC is a journal
entry to record current iIncome tax expense and current

income tax payable.

Are the IRC rules for determining what is taxable or
deductible for completing the tax return the same as the
GAAP rules for determining what items constitute revenues,

income and expenses for the year?

No. The IRC rules for determining what 1is taxable or
deductible often differ from what is reportable as revenue,
income or expense under GAAP. For instance, certaln expenses
recorded on the Tfinancial statements under GAAP in one
period may be deductible on the tax return iIn a different
period. There are also instances where the amounts shown as
deductions on the tax return in one period are not reflected
on the Tfinancial statements until a later period. As a
result, at the end of each reporting period, there will
likely be accumulated differences of reported assets and
liabilities resulting from different book treatment as
opposed to tax return treatment of revenues, iIncome and

expenses.
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The differences each year between book and tax return
recognition are referred to as either “timing/temporary
differences” or “permanent differences”, with the vast

majority being of a timing/temporary nature.

What 1s the distinction between a timing/temporary

difference and a permanent difference?

A timing/temporary difference will enter iInto the
determination of book/financial income (revenue, Income or
expense) in one period and into the determination of taxable
income on the tax return (revenue, income/deduction) in
another period. Over time, however, the total amount will
ultimately enter into each statement equally. A permanent
difference will enter into the determination of either book
income or taxable income iIn one period but will not be

included Iin the other.

Can you further explain what is meant by a timing/temporary

difference and provide an example?

Yes. One common timing/temporary difference iIs
depreciation. For book purposes, when a company acquires a
fixed asset, GAAP requires that the asset be depreciated
over its estimated useful life in a systematic and rational

9
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manner. The cost of the fixed asset is "allocated™ to the
periods in which the fixed asset is being used to provide
service. The annual allocation is known as depreciation
expense. Most utilities, like Peoples Gas, depreciate their
fixed assets fTor book purposes using the straight-line
depreciation method. This method of calculating
depreciation is different than the accelerated depreciation
approach commonly used for determining the depreciation
deduction on an income tax return. For income tax purposes
that same asset may be depreciated for determining taxable
income on the 1ncome tax return using an accelerated
depreciation method or a different (generally shorter)

estimated useful life permitted under the IRC.

When the annual depreciation charge for book purposes is
compared to the annual depreciation for income tax purposes,
there will likely be differences. In the early years of an
asset’s life, tax depreciation will exceed book
depreciation. In the later years, the reverse will be true
because given the same capitalized asset cost, over the
life of the asset, total depreciation will be the same. The
sum of the annual depreciation differences results 1iIn
accumulated depreciation differences when comparing the net
book value and net tax value of fTixed assets. As 1 will
discuss later, it iIs important to understand that for any

10
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fixed asset book-tax depreciation difference there will be
a period of time where tax depreciation is greater than
book depreciation, and at some point, the reverse will occur
and book depreciation will exceed tax depreciation. This
pattern exists because the same amount (the fixed asset
amount) will eventually be TfTully depreciated for tax

purposes and book purposes.

Can you provide an example of how depreciation book-tax

differences arise and reverse?

Yes. An example of this is included in Document No. 1 of my
exhibit. This example assumes that a utility acquires
property, plant and equipment with an estimated useful life
of 10 years for $10.0 million cash and, for simplicity,
ignores salvage value and cost of removal. It also assumes
that the asset qualifies under the IRC for a five-year tax
depreciation using the Modified Accelerated Cost Recovery

System (“MACRS™).

The entry to record the acquisition of the asset is to debit
property, plant and equipment and to credit cash. Using the
straight-line method for book depreciation, the company
would record $1.0 million of depreciation expense in its
financial statements each year of useful life of the asset.

11
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Under MACRS for a Tfive-year asset, the tax depreciation
deduction is 20 percent the first year, 32 percent in year
two, 19.2 percent in year three, 11.52 percent in years four
and five and 5.76 percent In year six. Six years are included
in the MACRS table as the assumption of one-half year
depreciation in the first and last years are considered. The
annual depreciation charges for book and tax are shown on

Document No. 1 of my exhibit.

At the end of year one, the net basis of the asset for book
purposes would be $9.0 million ($10.0 million gross plant,
less $1.0 million of accumulated book depreciation) while
its tax basis would be $8.0 million ($10.0 million gross tax
basis less $2.0 million of accumulated tax depreciation).
Each year’s book depreciation expense would reduce the net
book basis of the asset and each year’s tax depreciation
would affect the tax basis of the asset. The difference
between the book basis and tax basis of the asset represents

a temporary difference under ASC 740.

However, because total depreciation expense/deductions are
limited to the gross capitalized cost of the asset,
accelerated i1ncome tax depreciation claimed In the early
years (reducing income tax payments) will reverse 1In
subsequent periods when book depreciation exceeds tax

12
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depreciation (increasing income tax payments) so that when
the asset is retired, the depreciation temporary difference
will have completely reversed. In this example, the reversal
begins 1In year six because, during that year, book
depreciation begins to exceed tax depreciation and that

result continues until the book life ends.

What are the accounting requirements for timing/temporary

differences under ASC 7407

Under GAAP, particularly ASC 740, financial statements are
required to assign the income tax benefits/expenses to the
period in which the associated book i1ncome/expense 1is
recorded, and therefore deferred income taxes are recorded
on timing/temporary differences. As a result, income tax
expense under GAAP 1i1ncludes both a currently payable
component (as previously described, based on the tax return)
as well as a “deferred” income tax component (based on

timing/temporary differences).

To determine current tax expense and taxes currently payable
for the year, the company will use the guidance for taxable
income and tax deductions iIn the IRC, arriving at taxable
income, applying the current income tax rate to that amount
and consider any income tax credits. The result is recorded

13
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by the following journal entry:
Current Income Tax expense FXXX , XXX

Currently Payable Income Taxes $XXX, XXX

What 1s the second component of the income tax calculation?

The second component of the 1income tax calculation 1is
deferred income tax. To calculate this component, the
revenue, income and deductible items that enter into the
determination of taxable income are compared to those same
items as shown on the company’s income statement. Where an
item has reduced taxable Income iIn an amount greater than
the book amount, current iIncome taxes are decreased. But
when that additional amount shown on the tax return iIs an
originating timing/temporary difference, the company will
record a deferred tax expense. In each case, a deferred tax
asset or deferred tax liability is recorded to recognize
that there will be a future reversal of that
timing/temporary difference. The currently enacted income
tax rate will be used to measure the deferred income tax of
an originating book-tax difference. The entry to record the
deferred tax impacts of a timing/temporary differences 1is:
Deferred Income Tax Expense  $XXX,XXX

Accumulated Deferred Income Taxes $XXX, XXX

14
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What do deferred income taxes represent?

Deferred income taxes reflect the liability or asset for
income taxes payable or receivable In the future stemming
from transactions recorded iIn the Tfinancial statements
currently. The sum of the annual deferred tax provisions
results In a balance sheet liability or asset referred to
as Accumulated Deferred Income Taxes ('ADIT™). In other
words, to the extent that accelerated tax depreciation is
claimed on the i1ncome tax return In an amount that exceed
book depreciation reported on the financial statements, a
liability for future taxes results. This future tax
liability i1s due to the fact that greater depreciation
claimed in early years will "use up" the tax basis of assets
at which point book depreciation will exceeds tax

depreciation resulting in higher taxes in the future.

For regulated entities, such as Peoples Gas, the process of
recording deferred income taxes on temporary differences is
referred to as ""normalization’, "deferred tax accounting,"

or ‘“comprehensive inter-period income tax allocation.”

Can you please explain how current and deferred income taxes
would be recorded on the financial statements fTor the
depreciation difference example you discussed previously?

15
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Yes. In year one of the example, the company would record
on its books depreciation expense of $1.0 million in
accordance with GAAP. In that same year, they would reduce
taxable income on the income tax return by $2.0 million.
Assuming a 35 percent income tax rate, by claiming a $2.0
million depreciation deduction, current taxes payable and
current tax expense would be reduced by $700,000 (35 percent
income tax rate times the $2.0 million tax depreciation

deduction).

However, by claiming an additional $1.0 million of tax
depreciation ($2.0 million tax depreciation compared to $1.0
million of book depreciation) the company will also record
a deferred income tax liability and deferred tax expense of
$350,000 (35 percent 1income tax rate times book-tax
difference of $1.0 million). The deferred tax will begin
becoming payable when the book depreciation exceeds tax
depreciation. In other words, by claiming accelerated
depreciation (compared to straight line book depreciation)
in years 1-5, the company has 1incurred a deferred tax

obligation that will become payable in years 6-10.

Does claiming deductions for Income tax purposes In excess
of expenses recorded for book purposes provide incentives
to the company that benefit customers?

16
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Yes. By claiming tax deductions using accelerated
depreciation, the company reduces 1ts current income tax
payments, but tax payments will be higher in the future
when the temporary differences reverse. As a result, ADIT
balances are often referred to as “interest free loans”
from the U.S. Treasury. This was the objective Congress
intended when 1t included accelerated depreciation
provisions iIn the IRC. Congress believed that allowing
companies to increase their tax depreciation deductions
(and thereby reduce current income tax payments), would
lower the financing costs of investments In capital assets

and, therefore, companies would be incented to make such

expenditures.

Can you give an example of a book-tax difference that is

permanent?

Yes. Certain items of revenue, income and expense are, over
time, treated differently for financial reporting purposes
than for iIncome tax purposes and are included in only one
of either taxable income or Tfinancial reporting iIncome.

These are referred to as permanent differences.

An example of a permanent difference i1s the cost of meals
and entertainment. These costs are reported as expenses in
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the financial statements for a given period, but, based on
the IRC, are not completely deductible in determining
taxable income on the income tax return. Thus, over time,
the financial statement reporting of meals and
entertainment expenses will differ from the related amounts

on the income tax return.

Deferred 1income taxes are not vrequired on permanent
differences because the difference will never reverse, it
iIs “permanent”. In the case of meals and entertainment
costs, in the period reported, current income taxes will be
adjusted to reflect the non-deductibility of these costs
and there will be no deferred iIncome taxes since these
amounts, under the current IRC, will never be deducted on

the tax return.

Is the distinction between permanent and temporary

differences important in the income tax calculation?

Yes. Because permanent differences do not require deferred
income tax accounting, the income tax effects of such items
increase or decrease total i1ncome tax expense. With timing
differences, each and every item that impacts current income
tax expense has an equal and offsetting impact to deferred
income tax expense. Because total income tax expense affects
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net income under GAAP and total iIncome tax expense must be
recovered in a rate case, permanent differences need to be
separately identified and 1included in the 1income tax

calculation.

Please explain the third component, tax credits.

Tax credits, such as the investment tax credit, are direct
offsets against taxes otherwise payable. The Investment tax
credit i1s calculated by applying a percentage to investments
in property, plant and equipment, effectively reducing the
net expenditure on such iInvestment. For expenditures on
public utility property, the journal entry to record the
investment tax credit when claimed is:
Currently payable income taxes $XXX, XXX

Unamortized investment tax credit FXXX, XXX

The unamortized investment tax credit is then amortized
over the book lives of the property giving rise to the
investment tax credit:

Unamortized investment tax credit $XX , XXX

Income tax expense $XX, XXX

In this manner, the iInvestment tax credit i1s deferred on
the balance sheet when realized and allocated to the income
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statement as the property 1is being depreciated. The
accounting and ratemaking treatment of the iInvestment tax

credit was not directly impacted by the TCJA.

Ratemaking Treatment of Income Taxes
Is deferred income tax accounting appropriate for

ratemaking purposes?

Yes. Income tax expense iIn a given year is the result of
that year’s economic activity. In determining the revenue
requirement, It iIs important for regulatory commissions to
consider the recovery of all appropriate costs of providing
service, including the associated income tax effects of the

costs.

During the ratemaking process, regulators consider all
items of revenues, Income and expenses and makes a finding
as to whether the individual revenues, Income and expenses
should be allowed 1in the determination of revenue
requirements. Once regulators determine the allowable costs
excluding iIncome taxes, the income tax consequences, both
current and deferred, can be calculated. This i1s because
income taxes do not exist independently. They are dependent
on and result from a determination of income and expenses.
The revenue, income and expenses are generally determined
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on an accrual basis and the tax consequences of income and
expenses must be determined on that same accrual basis (both

current and deferred income taxes).

As 1 discussed earlier, the accelerated depreciation (the
major component of deferred taxes fTor capital intensive
entities such as Peoples Gas) of assets was meant to lower
the cost of financing assets by providing the company an
interest free loan. The ADIT balance (the interest free
loan from the U.S. Treasury) 1i1s a zero-cost source of
capital i1n the cost of capital computation thereby giving

the benefit of reduced financing costs to ratepayers.

Has the FERC taken a position on the appropriateness of

deferred income tax accounting?

Yes. The FERC requires comprehensive inter-period income
tax allocation for all book-tax  timing/temporary
differences. Orders 144 and 144A provide guidance in this
area. This has been the FERC methodology since the early
1980"s. The FERC Uniform System of Accounts ('FERC USOA™)

and many FERC rate orders require normalization.

Has the FPSC taken a position on the appropriateness of
deferred income tax accounting?
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Yes. The FPSC has long acknowledged that normalization is
appropriate for revenues, iIncome and expenses that are

recognized at different times for book and tax purposes.

Does the IRC contain requirements addressing deferred

income tax accounting?

Yes. The [IRC contains specific requirements that are
applicable to the use of accelerated depreciation on public
utility property. These requirements, called the
“normalization requirements,” mandate that in order for a
public utility to be eligible to claim accelerated
depreciation for income tax purposes, the regulator must
permit recovery of deferred income taxes on the difference
resulting from using accelerated depreciation for iIncome
tax purposes and straight-line depreciation fTor book

purposes.

The penalty for violating the normalization requirements is
the loss of the ability to claim accelerated depreciation
for income tax purposes on all assets as of the violation

date and on subsequent additions. It Is a severe penalty.

How do the terms “protected” and “unprotected” deferred
income taxes relate to the normalization requirements for
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public utility property under the IRC?

The 1income tax normalization requirements 1in the IRC
pertain to accelerated depreciation on public utility
property, excess ADIT and investment tax credits. Certain
contributions i1n aid of construction must also be
normalized. Book-tax differences that require the provision
of deferred taxes, as well as appropriate treatment of the
resulting ADIT, are known as “protected” accumulated
deferred taxes. Book-tax differences where deferred tax
expense 1s not required to be applied iIn the ratemaking

process are called “unprotected.”

Document No. 1 in Exhibit No. _ (VS-1) of Peoples Gas
witness Valerie Strickland includes a presentation of the
company’s income tax calculation in the format required for
Minimum Filing Requirement Schedule C-21. Referring to
that document, can you identify which book-tax differences

are protected and which are unprotected?

Yes. Witness Strickland”s Document No. 1 1lists the
individual book-tax differences which gave rise to the ADIT
balances recorded as of December 31, 2017. The protected
ADIT’s relate to accelerated depreciation and are described

as:
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o ADIT related to differences caused by using straight-
line depreciation for determining book depreciation
and an accelerated depreciation method for determining

tax depreciation (method difference).

0o ADIT related to differences caused by using shorter
depreciation lives for determining tax depreciation
than for determining book depreciation (life

difference).

In short, depreciation related method and life differences
are considered “protected.” All other temporary book-tax

differences are considered ‘“‘unprotected.”

Does the distinction between protected and unprotected ADIT

matter under the TCJA?

Yes. The distinction between protected ADIT and unprotected
ADIT 1is critical. The TCJA contains specific language on
how excess ADIT relating to protected ADIT is to be treated
in order to avoid a normalization violation. Similar
guidance does not exist for excess unprotected ADIT. 1 will

discuss these provisions later in my direct testimony.
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Tax Cuts and Jobs Act of 2017

Please generally describe the TCJA.

The TCJA was enacted by the United States Congress on
December 20, 2017 and was signed into law by the President
on December 22, 2017. See Tax Cuts and Jobs Act of 2017,
Pub. Law 115-97, 131 Stat. 2054 (2017). The TCJA amends the
IRC and includes the most significant set of changes to the
federal income tax laws since the Tax Reform Act of 1986.
The TCJA makes major changes in many areas of our nation’s
tax laws, some of which directly affect regulated utilities

like Peoples Gas.

What are the most significant parts of the TCJA for

regulated utilities?

Although there may be other portions of the TCJA that may
have some effect on regulated utilities, the most
significant changes in the TCJA to regulated utilities and
their ratepayers can be summarized as follows:

(a) The TCJA reduces the federal corporate income tax
rate from 35 percent to 21 percent effective January 1,
2018.

(b) The TCJA exempts regulated utilities from the
immediate expensing of certain capital additions and
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applies the MACRS rules to regulated utility property
additions, without a provision for “bonus” (accelerated)
tax depreciation.

(c) The TCJA exempts regulated utilities from an
interest deductibility limitation.

(d) The TCJA retains the corporate deduction for
state and local taxes.

(e) The TCJA includes normalization provisions for
public utility property that requires application of the
ARAM to the flow-back of “protected” excess deferred income
taxes.

(f) The TCJA leaves unchanged the 2015 renewable
credit tax arrangement and the Electric Vehicle tax credit.

(g) The TCJA eliminates the Alternative Minimum Tax.

(h) The TCJA eliminates the Section 199 manufacturing

deduction.

Please describe the provisions of the TCJA that will have
the greatest impact on regulated utilities like Peoples Gas

and their customers.

The TCJA will have significant, though varying impacts on
most utilities In terms of reported tax expenses charged
against the company’s operations, cash flows and the
calculation of revenue requirements and cost of service.
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The most significant provision of the TCJA for regulated
utilities, including Peoples Gas, is the reduction of the
Federal Income Tax Rate from 35 percent to 21 percent, which
will reduce current iIncome tax expense and originating
deferred tax expense. As a result of the lower 21 percent
income tax rate becoming effective under the TCJA, all
companies, including public utilities, were required under

ASC 740 to “remeasure,” as of December 31, 2017, the amounts
of ADIT iIn their financial statements. Regulated utilities
reclassified the reduction 1i1n ADIT to a regulatory
liability representing the excess ADIT that will be used to

reduce future revenue requirements.

The loss of bonus tax depreciation on plant additions going
forward will also have a significant impact as regulated
utilities will now be limited to MACRS, with no bonus tax

depreciation, reducing the amount of available ADIT.

Some of the TCJA effects will occur immediately while others
will occur over time. However, in each of these cases,

cash flow decreases.

Can you explain how the reduction in the federal corporate
income tax rate will affect Peoples Gas” current and
deferred income taxes, including excess ADIT?
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Yes. The Federal corporate tax rate i1s reduced from 35
percent to 21 percent for tax years beginning after January
1, 2018. At a 35 percent tax rate, revenue of $1.5385 was
required to provide $1.00 of after-tax income. A corporate
tax rate of 21 percent requires $1.2685 of revenue to
generate $1.00 of after tax income. This reduction in the
cash outflow from the company to the U.S. Treasury to pay
currently payable income taxes i1s offset by reduced cash

flows (revenue requirements) from ratepayers.

With respect to deferred Federal 1iIncome taxes, those
related to originating book-tax differences will be
provided and collected at 21 percent rather than at 35
percent. Therefore, there will be reduced cash inflow
because, at a 21 percent tax rate, for every $100 of
accelerated depreciation or other book-tax difference, a
utility will now have an interest-free loan from the U.S.
Treasury of $21 compared to $35 under the previous income
tax rate. However, initially there is no corresponding

reduction in cash outflow from the company.

With respect to reversing book-tax differences, there will
be no change i1n cash flow because the effects of reversing
book-tax differences will continue to be computed and
passed onto ratepayers at the tax rate used when the book-
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tax difference originated (generally 35 percent).

The effect of this reduced cash inflow will be an increase
in outside financing requirements. The substitution of
investor supplied capital having a financing cost of more
than zero for interest-free ADIT will likely increase the

company’s overall cost of capital.

The TCJA continues the normalization requirements that
deferred income taxes must be provided on depreciation
timing/temporary differences between the financial
statements and the tax return. The Federal ADIT on the
company’s books as of December 31, 2017 were, In most cases,
stated at 35 percent of the related timing/temporary
difference. For regulatory or ratemaking purposes, the
reversals of the ADIT are credited to income as the related
timing/temporary difference reverse, and that credit to
income is computed as 35 percent of the reversing
timing/temporary difference. The amount credited to income
in future years with respect to all Federal ADIT at December
31, 2017 will not change as a result of the TCJA. In fact,
the TCJA affirms the existing accounting for
timing/temporary difference reversals as to ADIT related to
protected book-tax differences (depreciation method and
life timing differences) by requiring that these ADIT be
29
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flowed back in rates and on the books using ARAM.

How is the ARAM computed?

The ARAM requires the development of an average rate which
iIs determined by dividing the aggregate normalized
protected timing/temporary differences into the ADIT that
have been provided on such timing/temporary differences.
The average rate so calculated is applied to reversing
timing differences to derive the deferred taxes that are
credited to 1income tax expense. Under this approach,
protected ADIT are reduced over the remaining lives of the
property which gave rise to the ADIT as the timing/temporary
differences reverse. Public utilities must take care to
properly apply ARAM to protected ADIT Dbecause a
normalization violation could occur i1if the amount of
protected excess ADIT i1s reduced more rapidly or to a

greater extent than under ARAM.

The normalization violation would result in an iIncrease in
current income taxes payable for the amount of the more
rapid reduction plus, more iImportantly, accelerated
depreciation methods could not be used for income tax
purposes going forward. Rather, book depreciation would
have to be used for income tax purposes.
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What are “excess” ADIT and how are they calculated?

Excess ADIT means the ADIT balance existing immediately
prior to the reduction in the corporate tax rate less the
amount that would have been i1n the ADIT balance had that
balance been determined using the revised lower corporate

income tax rate.

Can you summarize the net impacts of the tax rate reduction

on utility revenue requirements?

The net effect of the tax rate change on taxes currently
payable is to decrease tax expense. The net effect of the
tax rate change on deferred taxes is that the provision on
originating book-tax differences would be reduced, the
reversals of previously provided deferred iIncome taxes
would not be changed (continue to reverse such existing
ADIT at the average rate they had been provided) and the
amount of ADIT at the time of enactment would decline. The
decline in this zero-cost source of capital will likely
cause the weighted cost of capital to increase compared to

the cost 1f the TCJA had not been enacted.

Other than the reduction iIn tax rates which will have an
effect on current and deferred income taxes, what is another
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impact of the TCJA for utilities such as Peoples Gas?

For capital intensive industries, the use of accelerated
depreciation to determine the tax liability i1s significant.
The TCJA allows many companies to deduct, for income tax
purposes, significant portions (in some cases, all) of
their capital expenditures. However, the utility industry
is specifically excluded from being able to apply this
provision. Instead, public utility property continues to be
subject to the MACRS without a provision for ‘“bonus”
(accelerated) depreciation. Prior to the TCJA, the utility
industry had been permitted to apply for “bonus”

(accelerated) depreciation.

As a result of losing bonus depreciation, all else being
equal, aggregate cash flow will decrease as taxes currently
payable will be higher and the deferred provision and
resulting ADIT will be lower. Since ADIT will be lower, the
weighted cost of capital will be higher reflecting the
replacement of zero cost capital with investor funds

containing a cost greater than zero.

Protected Excess Deferred Income Taxes
Please provide more detail on how the TCJA prescribes the
ratemaking treatment for “protected” excess deferred income
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taxes.

The TCJA requires that excess ADIT be reversed, over the
lives of the related property as temporary/timing
differences reverse using the ARAM, or, if the records
needed to compute the ARAM are unavailable, through an
alternative procedure known as the Reverse South Georgia
Method (““RSGM’”). ARAM is required for excess ADIT for those
“protected” book-tax differences subject to the
aforementioned normalization rules. Peoples Gas has the
records to apply ARAM and, as discussed in the direct

testimony of Valerie Strickland, has done so in this case.

Does the TCJA prescribe a method for excess ADIT on

“unprotected” excess ADIT?

No. Prior to the TCJA, the ADIT provided on all book-tax
differences typically reversed at the tax rate used to
record the deferred tax expense when the book-tax
difference originated; however, the TCJA does not contain
such a requirement on the excess ADIT on unprotected book-
tax differences. The balance of unprotected ADIT is thus up
to a decision by the company and the regulator. 1 understand
that Peoples Gas is proposing a 10-year amortization of the
unprotected excess ADIT existing at December 31, 2017.
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Have you prepared an exhibit that demonstrates how the ARAM

is to be calculated?

Yes, Document No. 2 of my exhibit shows the originating and
reversing book-tax differences and the required ADIT each
year. The example 1in Document No. 2 1is based on the
assumptions used in my previous example describing
depreciation book-tax differences and how such differences
originate and reverse. However, in this example | begin
with an iIncome tax rate of 35 percent In the early years
that i1s reduced to 21 percent before the asset i1s fTully
depreciated. The example again assumes a $1 million asset
placed in service in 2016 with a 10-year book life and a
five-year MACRS life, with no bonus tax depreciation. The
MACRS rate is shown in Column B and each year’s tax
depreciation is shown In Column C. Book depreciation is
$100,000 each year and Column F contains the difference
between tax and book depreciation each year. Column G
contains the income tax rates, beginning with 35 percent in
2016 and 2017, reducing that rate to 21 percent at the
beginning of 2018. Columns H and 1 show each year’s deferred
tax expense, with Column H showing the deferred tax expense
on originating book-tax differences and Column 1 showing
the deferred tax expense on reversing book-tax differences.
Column K shows the ADIT balance, increasing and decreasing
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the previous year’s balance by the deferred tax expense.

Can you walk through the determination of excess ADIT and
how the ARAM i1s used to reverse the ADIT for the tax rate

change?

Yes. When the tax rate changed at the end of 2017, the
balance of ADIT was $112,000 (Column K). This balance was
derived by applying the 35 percent tax rate to the 2016 and
2017 originating book-tax differences in Column F ($100,000
+ $220,000 = $320,000). The excess ADIT is calculated by
applying the new 21 percent tax rate to those cumulative
book-tax differences at the time of the rate change
($320,000 x 21 percent = $67,200) and comparing that amount
to the then existing ADIT balance with the difference

representing the excess ADIT ($112,000-%$67,200 = $44,800).

Under the ARAM, this excess ADIT balance does not begin
reversing until 2021 when the book-tax difference begins to
reverse. In 2018 through 2020, book-tax differences
continue to originate, now at the lower 21 percent income

tax rate with no reversal permitted for excess ADIT.

At the end of 2020 the ADIT balance is $137,704 (Column K)
and the cumulative book-tax difference is $442,400 (the
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2016 through 2020 differences in Column F). The average
rate at which the $137,704 ADIT balance was accumulated is
thus 31.1266 percent ($137,704 / $442,400). This is the
average rate that must be applied to the book-tax
differences reversing 1In each year beginning iIn 2021
(Column F) producing the reversal of the deferred tax

expense each year (Column 1I).

At the end of its useful life, the originating and reversing
deferred tax expense equal one another and the ADIT balance

is O.

IT a rate higher than 31.1266 percent were used to reduce
the reversing ADIT or if any of the excess ADIT were

reversed prior to 2020 what would happen?

Flowing back protected ADIT more rapidly than permitted
under the ARAM will result 1in a violation of the
normalization rules. The TCJA specifies the penalty for
violating the normalization rules is severe and two-fold:
(1) currently payable income tax is increased by the amount
by which the utility reduced i1ts excess tax reserve more
rapidly than permitted under the ARAM or the RSGM, and (2)
the utility will be unable to claim accelerated
depreciation for iIncome tax purposes.
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Once the excess ADIT related to protected differences are
identified, i1s it fair to characterize the remaining excess

ADIT as relating to unprotected book-tax differences?

Yes.

Are any of the unprotected book-tax differences related to

property, plant and equipment?

Yes. The more significant unprotected book-tax differences
with some elements of property, plant and equipment
accounting are book-tax differences for the treatment of
repairs (deducted currently for tax, capitalized and
depreciated for books), different amounts capitalized into
the book and tax bases of depreciable property, plant and

equipment (overheads) and cost of removal.

Please describe the cost of removal book-tax difference.

For most commercial and industrial companies, when
computing book depreciation, the concept of “salvage value’
iIs taken into consideration when determining the book basis
to be depreciated. When a fixed asset i1s placed iIn service,
the book basis subject to book depreciation is the amount
incurred in rendering that asset ready for service less any
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expected salvage value that will be received when that asset
iIs retired. So for instance, 1If an asset placed in service
cost $1,000, with a five-year life and $50 of salvage is
expected to be received upon retirement, the book basis to
be depreciated is $950. Annual book depreciation charges

will be $190 ($950/5=$190).

Most regulated entities, including Peoples Gas, do not
receive a net salvage upon the retirement of property, plant
and equipment. Instead, they Incur the opposite, a “cost of
removal” upon retirement, meaning there are additional
expenditures required to remove such property, plant and
equipment. The costs to remove, dispose or otherwise
permanently retire an asset from service including the
costs of dismantling, tearing down or demolishing, meet the
cost of removal definition. When depreciation rates are
established for regulated entities, such rates are
increased to reflect the estimated cost of removal. IT,
when expending the removal cost, there i1s some salvage
received, the salvage is netted against the cost of removal
to produce a net cost of removal or “negative net salvage.”
For book purposes, this treatment charges the customers who
benefit from using the property, plant and equipment, with
the cost to remove that asset at the end of i1ts depreciable
life.
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For instance, if the cost of property, plant and equipment
is $1,000 and there is a $50 estimated cost associated with
removing that asset when it iIs retired, the annual book
depreciation charge is $210 ($1,050 /7 5 = $210). In the
utility’s depreciation study, depreciation rate for this
asset would be 21 percent -- 20 percent to recover the
incurred cost of $1,000 over five years and 1 percent to
recover the estimated cost of removal in years 1 to 5 (1
percent x $1,000 each year = $10 per year). In this manner,
year 5 to cover the actual removal cost i1ncurred upon

retirement.

How is cost of removal treated for income tax purposes?

For income tax purposes, cost of removal is deducted when
the actual removal costs are expended. Because book
depreciation iIncludes an estimated component to recover
cost of removal, but for tax purposes the cost iIs not

deductible until expended, a book-tax difference results.

Please explain the deferred income tax consequences of cost

of removal.

As explained above, the impact to deferred tax of cost of
removal i1s the opposite of, for example, the impact of
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accelerated depreciation because the book expense (the cost
of removal component of book depreciation expense) 1is
deducted for income tax purposes in later years when the
cost of removal is expended. The effect iIs to create an
ADIT asset (rather than liability) when book depreciation
initially exceeds tax depreciation by the amount of the
cost of removal component of book depreciation. The ADIT
for cost of removal is reversed when the tax depreciation
deduction for cost of removal iIs expended and subsequently

deducted.

Is the cost of removal a protected or unprotected book-tax

difference?

Cost of removal is an unprotected book-tax difference. Cost
of removal, or negative salvage value, 1s not a depreciation
method or life difference. Unlike accelerated versus
straight-line depreciation differences which are required
to be normalized in order to permit the utility to enjoy
the benefits of the interest free loan by accelerating
recovery of depreciation tax deductions, cost of removal
does not provide an up-front tax deduction. This view is
shared by the Edison Electric Institute and my Firm. 1 am
not aware of any applicable guidance from the Internal
Revenue Service to the contrary covering the specific issue
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of cost of removal when the net cost of removal produces a
net cost. Private letter rulings 1iIn this area, 1if

applicable, are confusing or not on point.

What i1s Peoples Gas proposing for reducing revenues and
customer bills for the excess ADIT related to unprotected

book-tax differences resulting from the TCJA?

As mentioned previously, there Is no requirement in the IRC
for excess ADIT which applies to unprotected book-tax
differences. While one approach is to use an ARAM-type
approach to unprotected excess ADIT reversing the excess
ADIT as the related book-tax difference reverses, Peoples
Gas is proposing to amortize the unprotected excess ADIT

balance over 10 years.

The calculation of the amortization is straight-forward.
The company’s unprotected ADIT balance as of December 31,
2017 was divided by 10 and this amount was factored into
the revenue requirement calculation beginning January 1,
2019. Peoples Gas has an unprotected ADIT asset and will

increase tax expense to reflect the amortization.

You have stated that the effects of the tax rate reduction
and the loss of the ability to claim bonus tax depreciation
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will have a negative effect on cash flows because there
will be less ADIT. What is the significance of a decrease

in cash flows?

A decrease iIn cash flow, all else being equal, i1s often
considered a negative Tfactor by investors when they
evaluate the quality of a security. There will be a negative
factor iIn this instance, because there will be a reduction
in zero-cost capital due to a lower amount of ADIT which
must be replaced by investor funds which typically have a

cost greater than zero.

In addition, other effects of the TCJA which would likely
be considered negatively by investors include a reduction
in pretax coverage ratios and an increase in the invested
capital per dollar of property, plant and equipment. In
addition, because of the reduction 1In the tax rates, the
company’s shareholders will now share losses and declines
in earnings with the U.S. Treasury in the ratio of 79
percent to 21 percent rather than 65 percent to 35 percent.
The existence of these negative factors will likely be

recognized i1n the cost of capital.

PWC Procedures
What procedures did PWC perform with respect to Peoples
42
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Gas’s 2018 income tax expense calculations in this docket?

The following procedures were performed by me or under my

direction and supervision:

1.

We read Document Nos. 1 through 4 included as the
exhibit to Peoples Gas witness Valerie Strickland’s
prepared direct testimony.

We analyzed the roll-forward of the company’s ADIT
from December 31, 2017 noting that adjustments to such
balances primarily reflected minimal differences as a
result of adjusting balances to agree with amounts to
be included in the 2017 income tax return filing as
well as reclassifying the cost of removal ADIT from
the accelerated depreciation ADIT line 1item to
separate line items.

We obtained management’s schedule i1dentifying which
of the company’s book-tax differences and related
excess ADIT were 1identified as protected or
unprotected differences based on their descriptions.
We obtained documentation supporting these conclusions
and agreed with management’s classification.

We obtained management’s calculation of amounts
determined to represent reversal of protected excess
ADIT or amortization of unprotected excess ADIT. We
tested the schedule for mathematical accuracy and
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Q.

As a

agreed management’s schedule to standard system
reports.

On a sample basis, we tested the ARAM by examining
book depreciation by vintage by asset compared to tax
depreciation by vintage by asset noting the reversal
in 2018 and that the appropriate tax rate was applied.
The detail support is maintained in the company’s
Power Plan property and income tax software systems.
We recalculated the company’s break out and allocation
of the cost of removal excess ADIT from the book-tax

depreciation ADIT line item by tax vintage.

result of applying the above procedures and your

understanding of ADIT and the TCJA, do you agree with Peoples

Gas” calculations of excess ADIT, the flow back of protected

excess ADIT using ARAM and the amortization of unprotected

excess ADIT in the 2018 tax calculations prepared by Ms.

Strickland?

Yes.

Does this conclude your prepared direct testimony?

Yes,

it does.
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Depreciation Timing Difference Example

FELSENTHAL

Book Tax Cumulative
Year Depreciation Depreciation Difference Difference
1 1,000,000 2,000,000 1,000,000 1,000,000
2 1,000,000 3,200,000 2,200,000 3,200,000
3 1,000,000 1,920,000 920,000 4,120,000
4 1,000,000 1,152,000 152,000 4,272,000
5 1,000,000 1,152,000 152,000 4,424,000
6 1,000,000 576,000 (424,000) 4,000,000
7 1,000,000 (1,000,000) 3,000,000
8 1,000,000 (1,000,000) 2,000,000
9 1,000,000 (1,000,000) 1,000,000
10 1,000,000 (1,000,000) 0
Total 10,000,000 10,000,000 0
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PEOPLES GAS SYSTEM
DOCKET NO. 20180044-GU
WITNESS: STRICKLAND

BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION
PREPARED DIRECT TESTIMONY
OF
VALERIE STRICKLAND

Please state your name, address, occupation and employer.

My name is Valerie Strickland. My business address is 702
North Franklin Street, Tampa, Florida 33602. 1 am employed
by TECO Services Inc. (“TSI”) as the Director of Corporate

Taxes.

Please describe your duties and responsibilities in that

position.

I am responsible for managing TSI’s tax department which
provides tax services to Peoples Gas System (“PGS” or
“company”). My responsibilities include the preparation and
filing of all tax returns, all tax accounting for both
internal and external purposes, all tax planning as well as
managing all federal and state tax audits. The only taxes I
do not oversee are payroll taxes, which are the responsibility

of TS1”s payroll department.

Please provide a brief outline of your educational background
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and business experience.

I was educated In Europe where 1 received a Master’s degree

in Accounting & Finance from the “Institut de
I°’Administration and Gestion” 1in Paris, France. Upon
graduation in 1992, 1 joined Coopers & Lybrand LLC, an

independent accounting firm, as a tax professional. In 1998,
Coopers & Lybrand LLC merged with Price Waterhouse and became
PriceWaterhouseCoopers LLP (“PwC”). 1 continued to work for
PwC as a Tax Manager until 1 joined the TECO Energy Tax
department in 2000. 1 am also an active participant of the

Edison Electric Institution (“EEI”) Taxation Committee.

What are the purposes of your direct testimony 1in this

proceeding?

The purposes of my direct testimony are to explain how the
company is accounting for the impacts of the Tax Cuts and
Jobs Act of 2017 (“TCJA”) and to sponsor the company’s
calculation of i1ts forecasted income tax expense for 2018 as
shown i1n its 2018 Forecasted Earnings Surveillance Report
(filed March 15, 2018) and as adjusted to reflect the impact

of the TCJA.

Did you prepare any exhibits iIn support of your direct
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testimony?

Yes. Exhibit No. (VS-1) was prepared under my direction
and supervision. My exhibit consists of four documents, as

described below.

Document No. 1 MFR C-21 With and Without Tax Reform

Document No. 2 Estimated Excess ADIT as of December 31,
2017

Document No. 3 Revised Estimate of Excess ADIT

Document No. 4 2018 Tax Expense Under the TCJA

As part of your work for Peoples Gas System in this docket,
have you reviewed Order No. PSC-2018-0104-PCO-PU in Docket
No. 20180013-PU, Issued February 26, 2018 regarding the
Commissions jurisdiction over the TCJA revenue requirement

impacts?

Yes, | have.

Please provide a summary of your direct testimony.

The key drivers of the impact of the TCJA as reflected in the

2018 Forecasted Earnings Surveillance Report are changes in

the Federal Income Tax Rate, elimination of bonus
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depreciation, and the flow back of excess deferred taxes
generated by the rate change. I have quantified the company’s
total excess accumulated deferred income tax resulting from
the TCJA, as well as quantified the protected and unprotected
amounts related to those excess deferred taxes and their
respective flow back amounts under IRS rules and the Company’s
proposed treatment of unprotected excess deferred tax

flowback.

Accounting for the Impact of TCJA
What changes to the Internal Revenue Code iIn the TCJA have

made the biggest impact on PGS?

Although the TCJA includes other changes that impact the way
PGS calculates income tax expense, the decrease In federal
income tax expense from 35 percent to 21 percent and the
flowback of protected and unprotected excess deferred taxes

have the greatest impact on PGS.

What steps has the company taken to properly account for the

impact of the TCJA?

The company became aware that tax reform had become a priority
of the federal government in 2017 and began participating in

internal and external discussions with PwC and EEl to better
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understand the potential impacts of tax reform.

The change i1n the federal tax rate was made iIn accordance
with FASB Accounting Standards Codification (**ASC”) Topics
740 (Accounting for Income Taxes) and 980 (Accounting for
Regulated Operations) and Rule 25-14.013 Par (10), Florida

Administrative Code.

The company reviewed the book-tax differences that factor
into the calculation of 1income tax expense to determine
whether and the extent to which the TCJA would impact the
differences. These differences are reflected in Document No.
1 of my exhibit, which presents the company’s 2018 income tax

expense calculation in the format required by MFR C-21.

The company separately identified and evaluated tax credits
to ensure that they would be properly accounted for in the
calculation of income tax and the valuation of deferred tax

balances.

The company then re-measured i1ts non-tax credit related
accumulated deferred 1income tax (ADIT”) balances and
calculated the related excess ADIT balances. Excess ADIT
arise from the re-measurement of the company’s deferred

federal 1i1ncome tax assets and liabilities at the new
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applicable corporate tax rate.

Since Peoples Gas uses the PowerPlan Provision module from a
software company called PowerPlan to calculate its current
and deferred tax expense, the company has worked with
PowerPlan consultants to configure the system to generate the
required journal entries in accordance with ASC Topics 740
and 980. As of December 31, 2017, the company’s excess
deferred income taxes liability was $66.7 million. This is

shown in Document No. 2 of my exhibit.

In early 2018, the company engaged PowerPlan to assist with
the implementation of the Average Rate Assumption method
(““ARAM”) for protected timing differences. The company
analyzed its vrecords to segregate protected versus
unprotected timing differences in order to derive the correct
amount of protected for ARAM flowback. Witness Felsenthal
describes the ARAM in greater detail iIn his prepared direct
testimony. I will discuss the amounts and treatment of the
protected versus unprotected excess deferred taxes In more

detail later In my testimony.

In May 2018, the TSI Tax department completed PGS’s 2017
federal corporate income tax return for plant related book-

tax differences to derive the best possible estimate of the
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company’s excess deferred income taxes. As a result of this
activity, the company revised i1ts estimate of excess ADIT as
of December 31, 2017 to $69.1 million which is $2.4 million
higher than the original amount recorded iIn the company’s
December 31, 2017 Audited Financial Statements. This revision

is reflected in Document No. 3 of my exhibit.

What are “protected” excess deferred taxes?

Protected excess deferred taxes are excess ADIT associated
with the use of accelerated tax depreciation under Internal
Revenue Code (“IRC”) Section 167 and 168. Book-tax
differences related to depreciation occur when the method and
life used to compute depreciation are different for tax and
book purposes. The normalization provisions of the TCJA
specify that protected excess ADIT may not be used to reduce
protected excess tax reserves more rapidly or to a greater
extent than the reserve would be reduced using ARAM. Under
ARAM, excess ADIT are reduced and flowed back into the
calculation of iIncome tax expense as the timing difference
giving rise to the deferred taxes reverse. Under ARAM, the
calculation of the average tax rate is made as of the
beginning of the year in which temporary differences in the
vintage account begin to reverse, namely, in the first year

in which the book depreciation exceeds tax depreciation. Any
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method that results iIn the flowback of a taxpayer’s excess
deferred tax reserve more rapidly than the ARAM i1s a violation

of the depreciation normalization requirements.

As of December 31, 2017, the company originally estimated its
protected excess deferred taxes to be $54.6 million. In May
2018, the company completed a detailed analysis to refine the
amounts of its deferred tax balances related to method and
life book-tax differences. This information was not readily
available iIn the existing records. For example, the book
depreciation amount contains reversal amounts of book
depreciation related to unprotected ADIT such as cost of
removal, basis adjustments, and tax repairs. The company
therefore identified and reclassified the book depreciation
related to these timing differences to the unprotected
category. As shown in Document No. 3 of my exhibit, the
company reclassed $32.4 million of excess ADIT from the
original estimate developed as of December 31, 2017 resulting
in a revised total protected excess ADIT balance of $87.0

million.

What are “unprotected” excess deferred taxes?

Any book-tax differences other than method and [life

depreciation differences are not “protected” by the
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normalization rules. The original estimated amount of
unprotected deferred taxes is $12.1 million as shown on
Document No. 2 of my exhibit. However, as mentioned
previously, the company went through a detailed analysis to
determine the proper -categorization of book depreciation
reversal amounts that belong in the unprotected category. The
company identified the need to reclassify deferred tax assets
in the amount of $30.0 million and the revised unprotected
deferred tax balance estimate Is an excess tax deficiency of

$17.9 million as shown in Document No. 3 of my exhibit.

What is the amount associated with “tax repairs” and why is

that amount considered unprotected?

The company uses the tax repairs module within PowerPlan to
optimize the tax repairs deduction allowed under IRC section
162. The company is currently maximizing its tax deduction by
expensing qualifying capital costs for Distribution repairs
for tax purposes. For book purposes, however, these costs are
capitalized and depreciated over the life of the asset.
Therefore, tax repalrs deductions generate significant
deferred tax liability every year. Even though the book-tax
timing difference is directly related to plant, i1t is not
considered protected since it is not related to method or

life the amount of excess ADIT associated with the tax repairs
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book-tax difference is $17.5 million, as shown on Document

No. 3 of my exhibit.

What are the amounts associated with cost of removal?

The total excess ADIT deficiency related to cost of removal

iIs $23.2 million as shown on Document No. 3 of my exhibit.

Why does the company consider ADIT related to cost of removal

to be unprotected?

The company believes that excess ADIT related to cost of
removal are unprotected. A timing difference is protected if
there i1s tax depreciation on an asset that falls within IRC
section 168. Cost of removal generates no tax depreciation,
rather It generates a tax deduction when payments occur at
the end of the asset’s life. For book purposes, depreciation
expense includes a factor for this estimated cost of removal.
The book depreciation In excess of the future tax deduction
related to that asset creates a deferred tax asset which was
embedded 1n accumulated book depreciation. Therefore, Tampa
Electric reclassified cost of removal amounts to the
unprotected excess ADIT category. Witness Felsenthal’s direct
testimony describes how cost of removal originates and

reverses in greater detail. The amount of PGS’

10
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reclassification for cost of removal is a $33.6 million

deferred tax asset as shown on Document No. 3 of my exhibit.

What guidance does the TCJA provide for protected and

unprotected excess deferred taxes?

With respect to “protected” excess deferred iIncome taxes,
defined as those that arise from the re-measurement of those
deferred federal i1ncome tax assets and liabilities at the new
applicable corporate tax rate(s), those excess deferred taxes
have historically been governed by the Tax Reform transition
rule. The TCJA prescribes ARAM as the transition rule for a
category of excess deferred taxes known as “protected excess

deferred taxes.”

With respect to “unprotected” excess deferred taxes, the
company has used a 10-year flow back period in its calculation

of the revenue requirement amount related to tax reform.

Calculation of 2018 Income Tax Expense
Have you prepared calculations showing the impact of the TCJA

on the company’s 2018 financial forecast?

Yes. Document No. 4 of my exhibit shows the calculation of

the company’s forecasted 2018 income tax expense with and

11
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without the impact of the TCJA. The amount of tax expense I
identified in this document, without the impact of the TCJA,
was i1ncluded i1In the company’s 2018 forecasted earnings
surveillance report filed with this Commission on March 15,
2018 and 1included in witness Chronister’s prepared direct

testimony as Document No. 3 of Exhibit No. (JSC-1).

In an effort to be transparent, 1 have also provided our
calculation of the company’s 2018 projected iIncome tax
expense, with and without the effects of the TCJA, iIn the
format normally seen in a base rate proceeding as MFR C-21.
This presentation shows each of the temporary and permanent
book-tax differences that impact the calculation of current
and deferred income tax expense and iIs iIncluded as Document

No. 1 of my exhibit.

Then 1n accordance with Order No. PSC-2018-0104-PCO-PU 1in
Docket No. 20180013-PU the company implemented an effective
date of February 6, 2018 to determine the budgeted tax

benefits of the TCJA.

Please explain how the calculation of tax expense under the

new tax laws is different than the calculation under the old

tax laws.

12
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The tax expense under TCJA was calculated using the rules in
effect as of January 1, 2018, with major changes including
the decrease of the Federal Income Tax Rate from 35 percent
to 21 percent, transition rules with respect to former bonus
depreciation provision, new 100 percent asset expensing
exemption for regulated utilities and the calculation of flow
back of excess deferred taxes. As provided in Document No. 4
of my exhibit, the total 2018 tax expense without Tax Reform
is $26.9 million, and the total 2018 tax expense with Tax
Reform is $17.3 million. The change in the total 2018 tax
expense between the new law and the former law is a decrease

of $9.6 million.

How did the company reflect the “write-down” or “flowback” of
excess deferred income taxes In its calculation of Income tax

expense under the TCJA?

The flowback of protected excess deferred taxes for 2018 was
calculated using ARAM as required by the TCJA and reduces

2018 income tax expense by $2.1 million.

The TfTlowback of unprotected excess deferred taxes was
accomplished by reflecting one-tenth of the balance of
unprotected excess deferred taxes as of January 1, 2018 as a

$1.8 million expense to 2018 deferred income tax expense.

13
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In his direct testimony, witness Felsenthal describes the
work PwC performed to test and verify the company’s
calculation of the impact of the TCJA on the company’s 2018

forecasted i1ncome tax expense.

Are the amounts you have identified iIn calculating the
company’s 2018 income tax expense under the TCJA subject to

change?

Yes, although I have provided the company’s best estimates at
this time, i1t is possible that there may be a need to true-
up the calculated amounts. Once PGS has filed its 2017 federal
and state income tax returns in October 2018, the company
will provide revised unprotected excess deferred tax amounts
if a true-up 1s needed. In addition, i1f the IRS Iissues
clarification rules with respect to the treatment of cost of
removal or application of the previous bonus depreciation
rules, and these rulings are different than the company’s
proposed treatment of these items, then PGS will true-up those

amounts.

Impact of the TCJA on the Company

Are there any impacts from the TCJA that can adversely impact

the company?

14
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Yes. Deferred taxes generally benefit a regulated utility and
its customers by allowing the company to utilize that source
of capital to fund its operations. Flowing back those deferred
taxes causes the utility to replace that source of capital
with debt or equity, which could have an adverse iImpact on
the credit metrics of the company. Witness Chronister
discusses these impacts in more detail 1iIn his direct

testimony.

Summary

Please summarize your direct testimony.

The key drivers of the impact of the TCJA as reflected in the
2018 Forecasted Earnings Surveillance Report are changes in
the Federal Income Tax Rate, bonus depreciation, and the
flowback of excess ADIT generated by the rate change. 1 have
quantified PGS’ total excess ADIT resulting from the TCJA, as
well as quantified the protected and unprotected amounts
related to those excess deferred taxes and their respective
flowback amounts under IRS rules and the company’s proposed

treatment of unprotected excess deferred flowback.

Does this conclude your direct testimony?

Yes.

15
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2018 TAX EXPENSE UNDER THE TCJA

2018 Budget Tax Budget Total

Book Income Before Tax Total

Permanent Differences
P100 MEALS & ENTERTAINMENT 50%
P130 CLUB DUES
P200 POLITICAL CONTRIBUTIONS
P220 LOBBYING

Total Permanent Differences

Taxable Income
Statutory Tax Rate

Excess DIT
Total Income Tax

2018 Budget Tax Budget Utility

Book Income Before Tax Utility

Permanent Differences
P100 MEALS & ENTERTAINMENT 50%
P130 CLUB DUES
P200 POLITICAL CONTRIBUTIONS
Total Permanent Differences

Taxable Income
Statutory Tax Rate

Excess DIT
Total Income Tax

Peoples Gas System

Tax Reform

$69,351,352

PEOPLES GAS SYSTEM
DOCKET NO. 20180044-GU
EXHIBIT NO. __ (VS-1)
WITNESS: STRICKLAND
DOCUMENT NO. 4

PAGE 1 OF 1

FILED: 05/31/2018

Without Tax Reform-

$69,667,632

Peoples Gas System
Tax Reform

$69,351,352

$69,587,839

corp budget Difference
$69,492,006 ($140,654)
$140,000 S0
$19,892 S0
$76,595 S0
$79,793 S0
$316,280 $0
$69,808,286 ($140,654)
0.38575
26,928,546 (9,271,285)
- (334,344)
26,928,546 (9,605,629)
Corp Budget Difference
$69,492,006 ($140,654)
$140,000 S0
$19,892 S0
$76,595 S0
$236,487 S0
$69,728,493 ($140,654)
0.38575
26,897,766 (9,260,728)
- (334,344)
26,897,766 (9,595,072)
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PEOPLES GAS SYSTEM
DOCKET NO. 20180044-GU
FILED: 05/31/2018

BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION
PREPARED DIRECT TESTIMONY
OF

JEFFREY S. CHRONISTER

Please state your name, address, occupation and employer.

My name is Jeffrey S Chronister. My business address 1is
702 North Franklin Street, Tampa, Florida 33602. I am
employed by Tampa Electric Company as Controller, Tampa
Electric and Peoples Gas System (“Peoples Gas”™)

(collectively “the company™).

Please describe your duties and responsibilities in that

position.

I am responsible for maintaining the financial books and
records of the company and for the determination and
implementation of accounting policies and practices for
Peoples Gas. 1 am also responsible for budgeting activities

within the company.

Please provide a brief outline of your educational

background and business experience.
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I graduated from Stetson University in 1982 with a
Bachelor of Business Administration degree in Accounting.
Upon graduation 1 joined Coopers & Lybrand, an independent
public accounting firm, where | worked for four years
before joining the company in 1986. 1 started iIn Tampa
Electric’s Accounting department, moved to TECO Energy’s
Internal Audit department in 1987, and returned to the
Accounting department in 1991. I am a Certified Public
Accountant in the State of Florida and 1 am a member of
both the American Institute of Certified Public
Accountants (“AICPA”) and the Florida Institute of
Certified Public Accountants (“FICPA”). | have served 1In
my current position as Controller of Tampa Electric and

Peoples Gas since July 2009.

Have you previously testified before the Florida Public

Service Commission (““FPSC”or “Commission™)?

Yes, 1 have testified or Tfiled testimony before this
Commission iIn several dockets. Most recently, 1 Tiled
testimony for Tampa Electric in Docket No. 20130040-ElI,
which was Tampa Electric’s last base rate proceeding, on
the same topics 1 testify to iIn this case. | testified iIn
Docket No. 20080317-El, Tampa Electric’s Petition for An
Increase In Base Rates And Miscellaneous Service Charges.

2
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I filed testimony in Docket No. 19960007-El, Tampa
Electric’s Environmental Cost Recovery Clause, Docket No.
19960688-E1, Tampa Electric’s environmental compliance
activities for purposes of cost recovery, and most recently
Docket No. 20170271-ElI Tampa Electric’s Petition for
recovery of costs associated with named tropical systems
during the 2015, 2016, and 2017 hurricane seasons and

replenishment of storm reserve subject to final true-up.

What are the purposes of your direct testimony iIn this

proceeding?

The purposes of my direct testimony are to: (1) provide
background information relevant to the calculation of the
revenue requirement amount associated with the recent
changes 1n the Internal Revenue Code (“IRC”), (2) sponsor
the calculation of the annual revenue requirement amount,
and (3) present information about how the recent federal
income tax law changes will impact the company’s financial

condition in the future.

How does your prepared direct testimony relate to the
prepared direct testimony of Peoples Gas witnesses Alan

Felsenthal and Valerie Strickland?
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Mr. Felsenthal’s direct testimony discusses accounting for
income taxes and related ratemaking principles, the recent
changes caused by the Tax Cuts and Jobs Act of 2017 (“TCJA™)
and their general impact on regulated utilities, the
ratemaking requirement iIn the TCJA for “protected excess
deferred taxes” and the work his firm performed to test and
verify Peoples Gas” calculation of the impact of the TCJA

on the Peoples Gas” 2018 forecasted income tax expense.

Ms. Strickland sponsors the company’s calculation of the
Peoples Gas” forecasted income tax expense for 2018 as
originally prepared in November 2017 in conjunction with
the company’s approved 2018 operating budget and as

adjusted to reflect the impact of the TCJA.

The calculation of the revenue requirements associated with
the TCJA 1n my direct testimony uses Ms. Strickland’s
calculations of iIncome tax expense before and after the

TCJA as verified by Mr. Felsenthal.

Did you prepare an exhibit iIn support of your direct

testimony?
Yes. Exhibit No. (JSC-1) was prepared under my
direction and supervision. My exhibit consists of the
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following six documents:

Document No. 1 2018 Forecasted Earnings Surveillance
Report as filed on March 15, 2018

Document No. 2 2018 Forecasted Earnings Surveillance
Report updated for Effect of TCJA

Document No. 3 Calculation of Annual Revenue
Requirement Amount

Document No. 4 Calculation of 2018 Rate Base Change

Document No. 5 Calculation of 2018 Overall Rate of
Return Change

Document No. 6 Calculation of February 6, 2018 through

December 31, 2018 TCJA Amount

Please provide a summary of your direct testimony.

My direct testimony quantifies the amount of Peoples Gas’
annual revenue requirement TCJA i1Impact. My direct
testimony also includes a discussion of the future impacts
of the TCJA on Peoples Gas. The TCJA decreases future
operating cash flows and reduces zero cost of capital
accumulated deferred income taxes. This adversely impacts
Peoples Gas” earned Return on Equity (“ROE”) and overall

financial integrity.
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Background Information

Has the Commission approved any agreements that address the

impact of the TCJA on Peoples Gas’ revenue requirement?

Yes. On February 26, 2018 the Commission issued Order No.
PSC-2018-0104-PCO-PU in Docket No. 20180013-PU whereby the
Commission asserted jurisdiction as of February 6, 2018
over the potential significant revenue requirement impacts
that the TCJA could produce for Florida utilities regulated
by the Commission that did not have a settlement agreement

in place addressing the treatment of tax reform benefits.

Tax Reform Annual Revenue Requirement Calculation

What procedures and principles were utilized to guide the

company after Congress passed the TCJA?

As explained iIn the prepared direct testimony of Mr.
Felsenthal, the TCJA prescribes the Average Rate Assumption
Method (“ARAM”) as the transition rule for a category of
excess deferred taxes known as “protected excess deferred
taxes.” As discussed In the prepared direct testimony of
Ms. Strickland, Peoples Gas calculated protected excess
deferred taxes in the amount of $87.0 million as of December

6




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

31, 2017 and has used the ARAM to calculate the “flow-back™
of protected excess deferred taxes in its calculation of
the revenue requirement amount for tax reform. With respect
to deferred taxes not governed by a transition rule
(““‘unprotected deferred taxes”), Peoples Gas used a flow-
back period of ten years. As explained iIn the prepared
direct testimony of Ms. Strickland, Peoples Gas calculated
an unprotected deficient deferred taxes balance in the

amount of $17.9 million as of December 31, 2017.

Also, as explained iIn the prepared direct testimony of Ms.
Strickland, Peoples Gas estimated the total excess
accumulated deferred 1income taxes vrecorded iIn 1its
accounting books and records as of December 31, 2017 in the
amount of $69.1 million to account for the revaluation of
Peoples Gas” deferred income tax at the lower i1ncome tax

rate.

The change in the tax rate from 35 percent to 21 percent
for net operating income (“NOI’’) was the final calculation
component. The provisions of the TCJA became effective
January 1, 2018, so Peoples Gas used i1ts forecasted earnings
surveillance report (“ESR”)for 2018, reflected in Document
No. 1 and Document No. 2 of my exhibit, to compute the
impact of the TCJA on Peoples Gas” revenue requirement.

v
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Based on these principles and procedures, what 1is the

initial NOI impact to account for the effects of TCJA?

The initial NOI impact to account for the effects of TCJA,
considering the first-year 1income tax expense, IS

$8,902,629.

How was this impact amount calculated?

The 1mpact amount was calculated by comparing the NOI in
two forecasted earnings surveillance reports — one without
the effects of tax reform and one with the effects of tax

reform.

How were the two forecasted earnings surveillance reports

prepared?

The preparation began with the creation of the 2018 budget
using the company”s normal budgeting process. To deal with
the issue of tax reform appropriately, the board-approved
budget was updated to reflect December 2017 actual general
ledger account balances, which reflected the necessary 2017
postings related to the TCJA. This 2018 budget was used as
the basis of both the company”s 2018 forecasted ESR, filed
with the Commission on March 15, 2018 without the impact of
8
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tax reform and the 2018 forecasted ESR updated for the

effects of the TCJA.

Please provide additional detail on how the Impact amount

was calculated.

The calculation began with the company’s 2018 forecasted
ESR filed with the Commission on March 15, 2018. This ESR
was prepared based on the company’s 2018 operating budget
adjusted for year-end 2017 balance sheet amounts, which was
approved by the company’s management in November 2017 and
reflects 1Income tax expense calculated on a pre-TCJA basis.
Peoples Gas” forecasted FPSC adjusted year-end NOI in the
ESR is $52,955,009, a number I will refer to as the
“Benchmark NOI”".

The next step was to adjust Peoples Gas” forecasted 2018
ESR to reflect the impact of the TCJA. Document No. 2 of
my exhibit contains the company’s forecasted 2018 ESR
adjusted for the impact of the TCJA and includes the post-
TCJA tax expense amount calculated by Ms. Strickland.
Peoples Gas” forecasted FPSC adjusted NOI per the 2018
forecasted ESR as adjusted for tax reform is $61,857,638,

a number 1 will refer to as the “Post-TCJA NOI™.
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The third step in the calculation was to compare the Post-
TCJA NOI amount in Document No. 2 of my exhibit to the
Benchmark NOI amount in Document No. 1 of my exhibit to
determine the TCJA impact on NOI resulting from the change
in Income tax expense. The NOI impact due to the TCJA
change in income tax expense of $8,902,629 is reflected in

Document No. 3 of my exhibit.

Does TCJA impact rate base?

Yes. As you can see in Document No. 4 of my exhibit, there
IS a decrease In rate base because there i1s an iIncrease 1iIn
current year taxes payable, which is a component of working
capital. Current taxes payable increases due to the
increase in taxable income that results from the
elimination of bonus depreciation. In addition, there is
an i1ncrease 1iIn IiInterest accrued due to the decrease 1In

operating cash flows.

Does TCJA impact overall rate of return?

Yes. As shown in Document No. 5 of my exhibit there i1s a
decrease i1n zero cost of capital Accumulated Deferred
Income Taxes (“ADIT”) due to the TCJA elimination of bonus
depreciation. The reduction in zero cost of capital ADIT

10
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must be replaced by equity and debt iIn the capital

structure.

What was the next step iIn the calculation process?

The next step was to determine the required 2018 NOI
resulting from changes in rate base and the overall rate of
return. In order to determine those impacts | have prepared
a couple of documents that reflect the change in rate base
and the change i1n the overall rate of return. Document No.
4 of my exhibit shows the decrease iIn 2018 rate base
resulting from TCJA. Document No. 5 of my exhibit reflects
the changes to the overall rate of return. The rate base
change and overall rate of return change due to the TCJA
are both reflected in Document No. 3 of my exhibit. The
overall capital structure impact from the post-TCJA change
in rate base and overall rate of return is an offsetting
$243,367 against the $8,902,629 NOI impact mentioned above

in the third step.

Lastly, the total NOI difference considering all elements
described above is then grossed up for state and federal
income taxes to arrive at the annual revenue requirement
amount. Using the state income tax rate of 5.5 percent and
the new federal income tax rate of 21 percent, the new

11
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Peoples Gas effective tax rate is 25.345 percent. The new
tax gross up factor equals 1 /7 (1 - 25.345%), which equals
1.3395. The annual revenue requirement calculated amount
iIs the difference between the Post-TCJA NOI amount and the
Benchmark NOl less the offsetting impact of the change 1in
rate base and overall return, the sum of which is multiplied
by the tax gross up Tfactor. This calculation, which
reflects the overall effects of TCJA considering the first-
year income tax expense and capital structure impacts, is

shown 1n Document No. 3 of my exhibit.

So, with that explanation, what 1is the annual revenue

requirement impact of the TCJA?

Peoples Gas calculated a first-year annual revenue
requirement 1iImpact from tax reform of $11,599,038. A
document summarizing the calculation of this amount 1is

included as Document No. 3 of my exhibit.

How was the TCJA revenue requirement amount associated with

the period February 6, 2018 to December 31, 2018 determined?

To determine the TCJA revenue requirement amount for the
period February 6, 2018 through December 31, 2018, Peoples
Gas subtracted from the annual revenue requirement the

12
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portion related to the period January 1, 2018 through
February 5, 2018. To determine the January 1 through
February 5, 2018 impact on the annual revenue requirements,
Peoples Gas removed the TCJA impacts for the full month of
January and the respective prorated portion of February, or
5 out of 28 days of February. Excluding the January 1
through February 5, 2018 amount from Peoples Gas” annual
revenue requirement calculation results in a February 6,
2018 through December 31, 2018 TCJA amount of $9,920,560.
A document summarizing the calculation of the amount is

included as Document No. 6 of my exhibit.

Future Impacts of TCJA

In his prepared direct testimony, Mr. Felsenthal describes
the general effects the TCJA will have on regulated
utilities like Peoples Gas. Has the company looked beyond
2018 to assess the impacts the TCJA will have on its

financial condition?

Yes. It is important for the company and the Commission to
consider the impacts of the TCJA beyond 2018, because it
will 1mpact the company’s fTinancial integrity in three
ways: (1) the TCJA decreases operating cash flows, (2) the
TCJA increases required equity support 1in the capital

13
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structure due to the reduction in ADIT balances, and (3)

the TCJA increases the overall weighted cost of capital.

How does the TCJA decrease operating cash flows?

The decrease iIn operating cash flows results from the flow
back of excess deferred taxes plus the elimination of bonus
depreciation for regulated utilities. As discussed iIn the
prepared direct testimony of Ms. Strickland, the TCJA
exempted regulated utilities from the new 100 percent asset
expensing provision. The TCJA phase out of bonus
depreciation and the exemption from 100 percent asset
expensing will result in reduced deferred taxes and greater
current taxes payable, which reduces operating cash flows.
This will adversely impact Peoples Gas” credit metrics,

specifically Funds From Operations to Debt.

Please explain why the company’s deferred tax balances will

change as a result of the TCJA.

Starting in the year 2002, the IRS established bonus
depreciation as an income tax deduction. Bonus depreciation
allowed companies like Peoples Gas to deduct a large
percentage (50 percent In most years) of an asset’s cost as

tax depreciation in the Tfirst year of service. Bonus

14
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depreciation deductions substantially reduced taxable
income, reduced current taxes payable and increased ADIT.
Peoples Gas used bonus depreciation in its tax calculations
since 2002. Doing so, together with the normalization
requirement, generated large amounts of deferred taxes and
caused a substantial 1increase 1iIn the company’s ADIT

balances.

As noted by witnesses Felsenthal and Strickland, however,
the TCJA eliminated the use of bonus depreciation for
regulated utilities, and substituted the Modified
Accelerated Cost Recovery System (“MACRS”) i1n its place.
Although the MACRS is a form of accelerated cost recovery
and will still generate deferred taxes in the early years
of an asset’s life, the elimination of bonus depreciation
over time will substantially reduce the relative dollar

value of ADIT on the company’s balance sheet.

Furthermore, as witnesses Felsenthal and Strickland have
explained in detail, the company has revalued its ADIT
balances as of December 31, 2017 to reflect the tax rate
reduction i1n the TCJA and 1i1dentified “excess deferred
taxes” that must be flowed back to customers as a reduction
of Income tax expense in accordance with the IRC. Over time,
the flowback of excess ADIT will further reduce the amount

15
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of ADIT iIn the company’s capital structure.

How do the changes in Peoples Gas” deferred tax balances

affect the elements of the company’s capital structure?

As noted by witness Felsenthal, ADIT are often considered
a no interest loan and, in Florida, are considered a zero-
cost source of capital in a public utility’s capital
structure. Since the company’s rate base and capital
structure are synchronized in the ratemaking process, a
relative reduction in the amount of zero-cost ADIT must be
made up with relatively higher amounts of debt and equity,
both of which have a cost. The financial equity ratio can
remain constant, but the relative reduction in the dollar
amount of ADIT drives a need for debt and equity dollar
support to be higher. Because both debt and equity have a
cost and ADIT does not, tax reform and the relative
reduction of ADIT will cause the overall weighted average
cost of capital (“WACC”) to increase. Since the WACC is an
important part of the revenue requirement calculation, the
portions of the TCJA that reduce ADIT actually put upward
pressure on the revenue requirement of a public utility

like Peoples Gas.

How are the changes iIn equity support of rate base likely
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to Impact the company’s ability to earn a reasonable rate

of return on equity with pre-TCJA NOI levels?

As 1 previously stated, the required equity dollar support
of rate base will iIncrease iIn future years. With an
increasing equity denominator, unchanging projected NOI
levels will produce a lower ROE percentage in the future.
Thus, the relative reduction of ADIT and the corresponding
increase in equity support caused by the TCJA will cause
earned ROE to be lower than i1t would otherwise be without

the TCJA.

Has the company modeled this ADIT decrease and the

corresponding earned ROE reductions?

Yes. Due to the higher cost of capital and projected growth
in Peoples Gas” distribution system, Peoples Gas” 2019 ROE
iIs expected to fall below the 9.25 percent bottom of the
company”s allowed ROE range agreed to in the 2016 Settlement

Agreement.
Due to the general effects of the TCJA on Peoples Gas’
financial integrity, when should the adjustments for the

TCJA be implemented?
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Peoples Gas has provided the calculations of 1Impacts
associated with the TCJA but believes discussions with
stakeholders on when and how to flow back the tax reform
benefits to customers when considering the general effects
on the company’s Tfinancial 1iIntegrity are necessary. As
noted by the Commission iIn Order No. PSC-2018-0104-PCO-PU
in Docket No. 20180013-PU, the TCJA is complex with many
moving parts some of which will iIncrease revenue
requirements and some of which will reduce revenue
requirements. Peoples Gas believes a limited proceeding
where detailed information on the overall 1mpacts of the
TCJA as well as discussions with stakeholders are necessary
to ensure that the impact of the TCJA does not result In an
outcome where the company is earning below its authorized

rate of return.

Does this conclude your prepared direct testimony?

Yes, it does.
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Calculation of Annual Revenue Requirement Amount

PGS ESR Based on 2018 Budget With TCJA

Rev Req Calc NOI

1 Rate Base ® 891,557,145

2 Overall Rate of Return ® 6.09%

3 Required Net Operating Income (1)x(2) 54,295,830

4 Achieved Net Operating Income ® 61,857,638 61,857,638 "Post-TCJA NOI"
5 Net Operating Income Deficiency (3)-(4) (7,561,808)

6 Net Operating Income Multiplier 1.3395 1.3395

7 Revenue Requirement (5)x(6) (10,129,004) 82,857,997

PGS ESR Based on 2018 Budget Without TCJA (as filed)

Rev Req Calc NOI

1 Rate Base ® 893,429,145

2 Overall Rate of Return ® 6.05%

3 Required Net Operating Income (1)x(2) 54,052,463

4 Achieved Net Operating Income ®) 52,955,009 52,955,009 "Benchmark NOI"
5 Net Operating Income Deficiency (3)-(4) 1,097,454

6 Net Operating Income Multiplier 1.3395 1.3395

7 Revenue Requirement (5)x(6) 1,470,035 70,932,970

Annual Revenue Requirement Amount Calculation - TCJA Impact[C]

Tax Expense Rate Base and
Change Impact Overall Rate of
Rev Req Calc on NOI Return Impact
1 Rate Base (1,872,000) @
2 Overall Rate of Return 0.04% ®
3 Required Net Operating Income 243,367 i
4 Achieved Net Operating Income (8,902,629) (8,902,629)
5 Net Operating Income Deficiency (8,659,262) (8,902,629) 243,367
6 Net Operating Income Multiplier 1.3395 1.3395 1.3395
7 Revenue Requirement (5)x(6) (11,599,038) (11,925,027) 325,989
(A)  See calculation of amount in Document No. 2 of my exhibit.
(B) See calculation of amount in Document No. 1 of my exhibit.
(C) Amounts in each line item reflect differences between amounts with and without TCJA.
(D)  See calculation of amount in Document No. 4 of my exhibit.
(E) See calculation of amount in Document No. 5 of my exhibit.
(F) Reflected in Document No. 6 of my exhibit.
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