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normalized accounting to partial flow-through accounting.  This adjustment effectively flows-through the tax benefits of non-property timing differences to the ratepayer.

Q.
Do you have exhibits supporting your Adjustment R16? 


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

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

A.
 Exhibit No. ___ (DPK-4) is the same as the Company’s 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 flow-through accounting? 


A.
Yes.  It is my Exhibit No. ___ (DPK-5) and Exhibit No. ___ (DPK-6).

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  $45,175,000 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 -$33,507,000 reduction shown on line4, 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 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 both the  difference in accounting methodology and Staff adjustment SR22, Staff’s -$205,256,000 restated 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 -$31,908,000.

Q.
Staff has proposed adjustments to the Company’s plant accounts.  Do you have a recommendation on how the associated accumulated deferred tax may be computed.

A. 
Yes.  The most direct way is to compute the current relationship between total accumulated deferred tax, as adjusted, and net plant in service.  The ratio of the Staff restated accumulated deferred tax amount of  $206,855  (excluding Staff Adjustment SR22) to the restated plant in service $1,856,344 shown on line -29, 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 of11%.   Therefore I would recommend that adjustments to normalized rate base items use that percentage to recognize the deferred tax effect.

Q.
In Company adjustment P-17 that 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?

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 more pronounced in the second half of the assets life when the deferred tax is decreasing whereas this method reflects an increasing deferred tax.

Q.
Are there any other effects from changing 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 show Schedule M1 adjustments to income that account for the expenses that are tracked differently for taxes than for regulatory purposes.
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