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Q.
Please state your name and business address.

A.
My name is Danny P. Kermode.  My business address is 1300 South Evergreen Park Drive S.W., PO Box 47250, Olympia, Washington 98504-7250.  My e-mail address is dkermode@wutc.wa.gov.

Q.
By whom are you employed and in what capacity?
A.
I am employed by the Washington Utilities and Transportation Commission as a Regulatory Analyst.

Q.
What are your education and experience qualifications?

A.
I graduated in 1982 from Arizona State University in Tempe, Arizona with a Bachelor of Science in Accounting.  Later that same year, I attended San Carlos University in the Philippines for postgraduate studies in Economic Analysis and Quantitative Business Analysis.  I am a licensed in Washington as a Certified Public Accountant (CPA) and hold certificates in Arizona and Colorado.



In 1992 and 1993, I was a member of the faculty at the National Association of Regulatory Commissioners (NARUC) Annual Regulatory Studies Program held at Michigan State University in East Lansing, Michigan.  I taught classes in Financial and Regulatory Accounting Standards and in Deferred Tax Accounting.  


My Exhibit No. ___ (DPK-2) is a resume of my professional and regulatory experience.



I.
PURPOSE OF TESTIMONY AND SUMMARY


Q.  
What is the purpose of your testimony in this case?

A.
The purpose of my testimony is to address certain tax related issues briefly discussed by the Company witness Ms. Heuring in her testimony in Exhibit No. __ (NWH-1T) (revised), on page 33, that refers to income tax normalization; and interest synchronization, which is also know as a pro forma debt adjustment.  

Q.
Please summarize your adjustments.

A.
I am sponsoring Staff Restating Adjustment R16-03, which accepts the Company’s adjustment to accumulated deferred taxes.  In addition, I am sponsoring Staff Restating Adjustment SR26, which adjusts the Company’s accumulated deferred tax and income tax expense from a full normalization basis to a partial flow-through basis.  I also sponsor Staff Pro forma Adjustment SP26, an interest synchronization adjustment.

II.
DEFERRED TAXES 

Q. 
Did you review Ms. Heuring’s Exhibit No. ___ (NWH-2) (revised) ?
A.
Yes.


Q.
Specifically, did you review line 33 of Exhibit No. ___ (NWH-2) (revised), labeled “Deferred Income Taxes?” 

A.
Yes.  

Q.
What does that line show?

A.
That line shows accumulated deferred income taxes of $353,397,000 for Washington regulated operations in column (b), and $272,387,000 for Washington intrastate operations in column (c).  

Q.
How were these figures derived?

A.
According to the Company’s workpaper schedule S6, line 62 column P, the $353,397,000 deferred income tax amount for Washington regulated operations was derived by using the 13-month average of averages methodology.  The Company computed the $272,387,000 amount was computed on Company workpaper S3, line 59 column (e)  by applying an allocation factor to the Washington amount to reach the Washington intrastate amount.

Q.
What are deferred income taxes? 

A.
Deferred income taxes are amounts reflected on the Company’s books that represent the income tax effect caused by expenses being recognized in different years for income tax purposes than for regulatory purposes.

Q.
Can you provide an example of how deferred income taxes come about?

A.
Yes.  An example would be a Company’s use of straight-line depreciation for rate making purposes and accelerated depreciation for income tax purposes. 


Straight-line deprecation is commonly used for regulatory accounting and ratemaking purposes.  Whereas companies commonly use accelerated depreciation for calculating federal income taxes.  This and similar types of differences are referred to as book/tax timing differences.

Q.
Have you prepared an exhibit that explains how deferred income taxes arise?

A.
Yes.  In my Exhibit No. ___ (DPK-3), I provide a simple example of the income tax effect of the book/tax timing difference, related to a $1,000 investment.  As that exhibit shows, for tax purposes, a company recovers the cost over five-year period, whereas for regulatory book purposes, it recognizes a ten-year life.  Accelerated depreciation is used for computing income taxes as compared to straight-line depreciation, which is used to reflect depreciation expense for regulatory book purposes. 


Column (b) of the exhibit shows the expense a company would recognize on its tax return.  Column (c) shows the expense for the same investment that the company would recognize for regulatory purposes.  For example, Line 11 shows that in the year 2000, the company expensed $150 for taxes, but for regulatory purposes it expensed only $100.  All other factors remaining constant, this results in regulatory income that is $50 greater than what the company shows for income tax purposes (column d).  Assuming a tax rate of 35%, the difference in the two expenses would result in the Company actually paying $17.50 less in taxes (column f) than the income tax expense recognized on the company’s regulatory financial statements would show.  The $17.50 that is expensed but not paid is considered a deferred tax.


Over the following four years, tax basis depreciation expense is greater than the regulatory expense, with each year, the tax amount actually paid being less than the amount recognized for regulatory purposes. 


For example, on line 15, tax basis depreciation expense is $210, whereas the regulatory depreciation expense is once again only $100.  The difference results in a tax expense for regulatory purposes that is $38.50 greater (column f) than the actual tax paid.


Over the five-year period 2000 to 2004, the company has actually paid $175 less in income tax than it recognized as income tax expense on its regulatory books (column g).  The $175 is referred to as the accumulated deferred tax amount. The $175 difference between tax expense and tax payments is not permanent for this asset.  The payments are merely delayed, or deferred, to a later period.  However, it should be noted that deferred income taxes of a company that is continually growing might have the appearance of permanence since reversals of older assets, discussed below, are offset by the effects of depreciation of newer assets.

Q.
What happens after the asset is fully depreciated for tax purposes? 

A.
As shown on Exhibit No. ___ (DPK-3), after the first five years, the tax basis depreciation ceases but the regulatory depreciation continues to be recognized. The continued regulatory depreciation and the lack of any tax basis depreciation results in a “reversal” of the previous accounting.  Line 16 shows this effect.  In year 2005, the company would actually pay $35 more in taxes than is recognized as an expense, which reduces the accumulated deferred amount from $175 to $140.  Each year following 2005, the income tax amount paid is more than the amount recognized as an expense on the company’s regulatory books, until the accumulated deferred tax amount reaches zero and the regulatory asset is fully depreciated.

Q.
Please summarize your example in Exhibit No. ___ (DPK-3). 


A.
In the early years of an asset’s life, federal income tax payable is smaller than the regulatory income tax expense.  Financially, the difference between the payable and the expense is considered a “deferred tax” until, later in the asset’s life, the income tax payable is smaller than the income tax expense and the deferral reverses.  The deferred tax amount is accumulated on the company’s balance sheet and deducted for its rate base.  Accounting for the effect of the differences in the different timing of expenses, and the tracking of those differences through the use of deferred taxes, is referred to as normalization accounting.  


Q.
When referring to income taxes, what is the difference between “normalization” accounting and “flow-through” accounting? 


A.
Flow-through accounting occurs when the company’s regulatory income tax expense is the same as its income tax payable for the same period.  This is because the expenses used to compute the regulatory income tax amount are identical to the expenses used to compute the actual income tax liability.  Since income tax expense equals the income tax payable, flow-through accounting does not involve deferred taxes; there are simply no book/timing differences to account for.  In other words, the company’s actual tax benefits are “flowed through” to ratepayers in the same period the tax benefit arises.


When income tax expense is computed based solely on regulatory-basis expenses, the accounting is considered “fully normalized.” 

 However, if some tax basis expenses, along with the remaining regulatory expense, are used to compute income tax expense, without regard to how the corresponding expense is recognized on the regulatory-basis financial statements, the accounting is referred to as “partial normalization” or more commonly “partial flow-through.”  

Q.
What method of accounting is reflected in the Accumulated Deferred Tax amount of $353,397,000 on line 33, column (b) of Ms. Heuring’s Exhibit No. ___ (NWH-2) (revised)? 


A.
The $353,397,000 represents Verizon’s NW’s total regulated deferred tax amount using full normalization accounting.  This figure is a 13-month average of the Company’s accumulated deferred tax accounts from September 2002 to September 2003 that reflects the effects of all tax/book timing differences.

Q.
For ratemaking purposes, has the Commission approved full normalization for book/tax timing differences for federal income taxes to your knowledge? 


A.
No.  The Commission has consistently used partial flow-through accounting.  The Commission has flow-through for all book/tax timing differences, except for those book/tax timing differences that must be normalized in order to comply with the Internal Revenue Code.  However, it should be noted that the Commission has allowed other expenses to be normalized depending on the issue on a case-by-case basis. 

Q.
Why is flow-through accounting appropriate for book/tax timing differences in the calculation of federal income taxes for regulatory purposes?

A.
Flow-through accounting addresses the rate making concern that rate payers pay only the costs associated with their provision of service, in this case telephone service.  Normalized accounting recognizes that, due to book/tax timing differences, the actual income tax paid is different than if the income tax amount was computed using only regulatory recognized expenses.  Embedding the actual tax paid by the Company in rates “flows-through” the tax benefit of the lower tax amount actually paid to the ratepayer rather than the amount of income tax computed using only regulatory expenses.  For rate making purposes, flow-through accounting accurately matches the actual cost in the test year of providing service to the ratepayer in the test year. 



In an order issued in 1976, the Commission stated: “We have almost without exception treated immediate flow through as the preferred method of dealing with deferred taxes for rate-making purposes.”  WUTC v. Continental Telephone Company of the Northwest, Inc., Cause No. U-75-46, 14 PUR 4th, page 282 (1976).  It is only because of Internal Revenue Code prohibitions of the flow through of tax benefits related to accelerated depreciation that the Commission currently uses partial flow-through accounting.

Q.
Is the Company’s use of a 13-month average for calculating the accumulated deferred taxes in column (a), line 33 of Company Exhibit No. ___ (NWH-2) (revised), consistent with the methodology recognized by the Commission in prior decisions? 


A.
No.  The Commission “has traditionally used end-of-period treatment of the relevant accounts in an attempt to provide an equitable sharing of tax benefit and to match, as closely as federal law permits, the actual tax paid with taxes recorded for ratemaking purposes.”  WUTC v. Pacific Power & Light Co., Cause Nos. U-82-12 and U-82-35, Fourth Supplemental Order at page 24 (1983).  

Q.
In prior rate cases involving Verizon NW or its predecessor, GTE-NW, did the Commission use end-of-period deferred taxes balances for rate making purposes? 


A.
Yes.  In the Company’s 1982 case, Cause Nos. U-82-45 and U-42-48, the Commission rejected the company’s proposed use of the average accumulated deferred tax balance stating: “…to the extent feasible the benefit of deferred federal income taxes should be flowed through to the ratepayers.  Deferred federal income tax accounts will therefore be calculated using end-of-period balances.  This treatment has been used in Cause No. U-81-61 and numerous other prior Commission orders.” WUTC v. General Telephone Company of the Northwest, Cause Nos. U-82-45 and U-82-48, Second Supplemental Order at page 31 (1983).  

Q.
Has the Company proposed a restating adjustment to Accumulated Deferred Taxes?  


A.
Yes.  The Company has proposed Restating Adjustment R16-03, which is an adjustment to Verizon NW’s Washington’s operations, adjusted to Intrastate.

Q.
According to the Company, what is the purpose of Adjustment R16-03? 

A.
According to the Company’s heading on its workpaper labeled R16-03.1, Company adjustment R16-03 purports to adjust the Accumulated Deferred Tax balance to “…reflect the inception-to-date balance as identified through the account reconciliation.”  



However, the supporting workpaper [WP R16-03.1] shows that the adjustment actually adjusts the accumulated deferred tax balance reflected on line 33, column (c) of Exhibit No. ___ (NWH-2) (revised) from an average 13 month balance ended September 30, 2003 to a year-end balance ended December 31, 2003.  

Q.
Has Staff proposed appropriate restating adjustments to accumulated deferred taxes? 


A.
Yes.  I have proposed Adjustments R16-03  and SR26.  Adjustment R16-03 accepts the Company’s proposed adjustment to the year-end balance, whereas Adjustment SR26 adjusts accumulated deferred taxes and income tax expense from fully-normalized accounting to partial flow-through accounting.  This adjustment flows-through the tax benefits of non-property timing differences to the ratepayer.

Q.
Do you have exhibits supporting your Adjustment R16-03? 


A.
Yes.  It is my Exhibit No. ___ (DPK-4).

Q.
Please explain Exhibit No. ___ (DPK-4).

A.
Exhibit No. ___ (DPK-4) calculates Staff Adjustment R16-03 is the same as the Company calculated its adjustment R16-03.  The restated December 31, 2003 deferred tax balance, line 9, is deducted from the booked deferred tax amount on line 8 of the exhibit resulting $45,698,000.  The Intrastate Factor is applied to the result to derive the $35,223 reduction shown on line 3, column (g).  


Staff is supporting the Company’s adjustment, in this case, because there are several adjustments to revenues, rate base and expenses beyond the end of the test year, to be consistent, it is appropriate to use a measure of deferred taxes that extends beyond the end of the test year.  


Q.
Do you have exhibits supporting your Adjustment SR26 where you adjust to partial flow-through accounting? 


A.
Yes.  Exhibit No. ___ (DPK-5) supports my adjustment to accumulated deferred tax, a rate base adjustment and Exhibit No. ___ (DPK-6) supports my adjustment to the calculation of income tax expense, an income statement adjustment.  Both adjustments result from the use partial flow-through accounting rather than full normalization.

Q.
Please explain Exhibit No. ___ (DPK-5).

A.
 On line 8 of Exhibit No. ___ (DPK-5), the restated December 31, 2003 deferred tax balance is reduced by the restated deferred income tax balance related to property only.  The resulting $33,121,000 reflects the removal of non-property related deferred taxes currently embedded in the Company’s accumulated deferred tax balance.  The adjustment correctly adjusts the account to reflect the effect of partial flow-through accounting for income taxes.  The Intrastate Factor is applied to the result to derive the $25,529,000 reduction shown on line 3, column (g).

Q.
Is Staff’s resulting accumulated deferred tax amount less than the Company’s proposed amount, after taking into account Company Adjustment R16-03?

A.
Yes.

Q.
Please explain the difference between the Staff’s number and the Company’s proposed amount. 

A.
The Company has proposed that all tax/book timing differences be accounted for using full normalization accounting, whereas the Staff’s proposed accumulated deferred tax amount recognizes deferred tax related only to property using partial flow-through accounting.  Of the two methods, the use of partial flow-through accounting results in an accumulated deferred tax amount that is less than the full normalization method simply because it accounts for fewer timing differences than full normalization.  Recognizing this difference in accounting methodology, Staff’s $211,635,000 accumulated deferred tax balance, when compared to the Company’s proposed $237,164,000 accumulated deferred tax balance, results in a net increase in rate base of $25,529,000.

Q.
Staff has proposed adjustments to the Company’s plant accounts.  Do you have a recommendation on how the accumulated deferred tax associated with the plant should be computed?
A. 
Yes.  The most efficient way to compute the deferred tax amount, other than going to the actual plant records for each plant adjustment, is to derive the current relationship between total accumulated deferred tax, as adjusted, and net plant in service.  The resulting ratio is the average deferred tax associated with the current plant.  The ratio of the Staff adjusted accumulated deferred tax amount of $211,635,000 to the restated plant in service is $1,856,344 shown on line 329, column (d) of Exhibit No. ___ (NWH-2) (revised), is 11.4%.  In other words, embedded in the total plant base is an average property-based deferred tax amount of 11.4%.  I recommend that adjustments to normalized rate base items use the 11.4% to compute the proposed adjustment’s effect on deferred tax.

Q.
In Company Adjustment P-17, which reflects an asset retirement, the Company adjusted deferred tax by applying a 35% tax rate to the retired plant’s accumulated depreciation.  Do you agree with this approach of computing the effect on deferred tax?

A.
No.  The method proposed by the Company consistently overstates the associated deferred tax except for the year that the accrued deferred taxes begin to reverse. The overstatement becomes even more pronounced in the second half of the assets’ life, when accumulated deferred taxes are decreasing.  The Company’s method actually computes increasing deferred taxes during that period.  That is not a correct result.

Q.
Are there any effects to the rate making income statement resulting from the  adjustment to partial normalization?

A.
Yes.  The calculation used to compute regulatory income tax is more involved since it must recognize flow-through tax items.  In order to adjust the Company’s restated income tax I have prepared Exhibit No. ___ (DPK-6), showing my calculation.  Lines 10 through 17 of that exhibit show Schedule M1 adjustments to earnings that account for the expenses that are accounted for differently for income taxes than for regulatory purposes.

Q.
What is the effect of Staff Adjustment SR26 on the Company's proposed restated income tax expense?
A.
The adjustment decreases the Company’s restate income taxes by $1,594,000 due to the flow-though of tax / book timing differences.

III.
INTEREST SYNCHRONIZATION

Q.
 What is an interest synchronization adjustment?

A.
Interest synchronization, also referred to as pro forma interest, or pro forma debt adjustment, adjusts the Company’s book interest expense to reflect the level of interest expense that is consistent with the Commissions determination of the Company’s cost of debt and the Company’s rate base.  In other words, the adjustment “synchronizes” the cost of debt to the rate base it finances.  



The pro forma interest expense is deducted from the operating income amount in order to compute the regulatory income tax expense.

Q.
Is an interest synchronization adjustment appropriate?

A.
Yes.  The Commission has consistently used pro forma interest to compute regulatory income tax expense.

Q.
Did you compute an interest synchronization adjustment?

A.
Yes.  It is Staff Pro forma Adjustment SP26, which is calculated on my Exhibit No. ___ (DPK-7).

Q.
Please explain Exhibit No. ___ (DPK-7).
A.
Exhibit No. ___ (DPK-7) calculates the interest synchronization adjustment using the rate base methodology.  Staff’s proposed rate base, shown on line 4, column (b) of Exhibit No. ___ (DPK-7), is multiplied by the weighted cost of debt to derive the pro forma interest expense related to rate base.  Then, the test year’s average Construction Work in Progress (CWIP), line 5, column (c), is also multiplied by the weighted cost of debt to derive the pro forma interest expense related to CWIP.  The pro forma interest for CWIP that is related to interest that is capitalized for tax purposes is removed on line 12, column (c) because the amount capitalized is not be available for a tax basis interest expense deduction.  This is referred to as 263A interest, which I discuss more fully below.

Q.
Please explain why CWIP is included in the interest synchronization adjustment.

A.
Washington’s regulatory accounting practices require the Company to capitalize into the total cost of its long-term construction projects the interest cost of its associated debt.  The regulatory capitalization of interest expense is referred to as Allowance for Funds Used During Construction (AFUDC) - Debt.  Capitalized interest is recovered over the life of the related utility plant that it financed. 



For income tax purposes however, the interest capitalized for regulatory purposes is recognized as an expense, reducing the amount of income tax actually paid.  Including CWIP in the interest synchronization adjustment recognizes the additional tax-basis interest, which is used to compute the proper income tax expense to be included in rates.  

Q.
Please explain why you reduced the pro forma interest related to CWIP.

A.
Prior to 1987, for income tax purposes there was no requirement to capitalize interest costs related to self-constructed or self-produced assets.  Therefore, the Company could flow-through the interest expense in the year the expense was incurred, resulting in a smaller income tax amount payable.  The Tax Reform Act of 1986 established a requirement under Section 263A of the Internal Revenue Code, for the capitalization of interest costs related to long-term construction projects. 



The reduction to the pro forma interest expense shown on line 12 of Exhibit No. ___ (DPK-7) recognizes that some of the interest will be capitalized as required by Section 263A, and therefore it is not available to flow-through for tax purposes.



This adjustment is consistent with prior Commission orders.  For example, in a case involving US West Communications, the Commission stated: “CWIP [is] included in the [interest synchronization] calculation to the extent companies were not required to capitalize interest for income tax purposes.” WUTC v. US West Communications, Docket No. UT-950200, Fifteenth Supplemental Order, 169 PUR 4th 417 (1996).
Q.
Please describe how you derived your adjustment to reduce CWIP-related interest in the interest synchronization adjustment.

A.
I first computed the total amount of 263A interest allocatable to the test year by  weighting the 263A interest amounts in 2002 and 2003 by the months included in the test year, as shown on line 26 and 27 of Exhibit No. ___ (DPK-7).  I used the same approach for interest capitalized for regulatory purposes or as it is also referred to as the Allowance for funds used during Construction (AFUDC).  I then divided the 263A interest amount by AFUDC, to derive the test year relationship of 263A interest to total AFUDC.  I derived a 15.96% relationship.  



In other words, it is expected that 15.96% of total interest related to construction will be capitalized for income tax purposes.  The 15.96% factor is then applied against the total pro forma interest amount on line 10, column (d) to compute the amount that is expected to be capitalized for income tax purposes and therefore not available to reduce income tax.

Q.
What is the Company’s position on interest synchronization?

A.
The Company’s position is stated by Ms. Heuring, who testifies “… the Company did not include an interest synchronization adjustment because it believes the actual interest paid should be used.”  Exhibit No. ___ (NWH-1T) (revised) page 33, line 17.  Other than this statement, the Company provides no support or additional testimony supporting its position that actual interest paid should be used in place of an interest synchronization adjustment.  

Q.
Did Staff ask the Company to support its rationale?

A.
Yes.  The Staff issued Data Request No. 235 asking for “all reasons supporting …[the Company’s belief] actual interest should be used in determining revenue requirement in this case.”  The Company responded that “Actual interest expense should be used in determining revenue requirement because it reflects the interest expense paid and recorded on the books of the Company to service its debt obligations.”  The Company’s response to Staff Data Request No. 235 is contained in my Exhibit No. ___ (DPK-8).  

In addition, Staff asked Company witness, Ms. Heuring, in a deposition if there were any additional reasons for not using interest synchronization.  Ms. Heuring reasserted her position stating: “I think the reasons that we have used or didn’t use interest synchronization are stated in my testimony and in this data request response [Data Request No. 235].”  Exhibit No. ___ (DPK-9), Heuring Deposition, Transcript page 29, lines 12-14.  

Q.
Was the use of an interest synchronization adjustment addressed in the Company’s previous contested rate case? 


A.
Yes.  The adjustment was referred to as a “pro forma interest adjustment.”  It was discussed by the Commission in the Company’s 1982 rate case.  In that case, the Company did not oppose the use of the pro forma interest adjustment, though it did protest the use of a hypothetical capital structure to derive the adjustment.  WUTC v. General Telephone Company of the Northwest Inc., Cause No. U-82-45 & U-42-48, Second Supplemental Order at page 26 (1983).  The Commission adopted an interest synchronization adjustment in that case.

Q.
Is the Company’s use of actual test year interest suitable for rate making purposes appropriate?

A.
No.  The Company’s actual interest “approach” does not recognize changes in capital structure, nor can it reflect the changes in the cost of debt from the cost actually experienced in the test year.  



For example, the capital structure used to set the Company’s rates may be different than the test year’s average capital structure.  Also, the cost of debt used to set rates may not necessarily be the same cost of debt experienced by the Company during the test year.  Changes in each of these factors and their effect on interest expense should be recognized when setting rates.  The use of actual test year interest fails to do so.

Q.
Does the Company recognize that the use of a different capital structure will produce a difference in interest expense?

A.
Yes.  On Transcript page 279 starting at line 18 of her deposition, which page is also in my Exhibit No. ___ (DPK-10), Ms. Heuring was asked:

Q.
…the adopted weighted cost of capital may


yield an interest synchronization result materially


different from the company's calculation; correct?

A.
Using a different capital structure could


result in a different calculation, yes.

Q.
Is the interest synchronization adjustment an appropriate method to derive pro forma interest for use in this case?

A.
Yes. 

Q.
Does this conclude your direct testimony?

A.
Yes.
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