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ELECTRIC UTILITY PHANTOM TAXES: 1982

Electric utility companies billed their customers for over $5
billion in 1982 federal income taxes which they were not required to pay
to the government. These tax overcharges, or "phantom taxes," are per-
mitted under a provision of the federal tax code which requires utili-
ties to charge customers as if they did not receive certain major tax
benefits.

Phantom taxes have clearly reached epidemic proportions in the
electric utility industry. Nationwide, the power companies are now
holding approximately $34 billion in unpaid federal income taxes which
they have collected since this practice began in 1954--the equivalent of
over $400 per U.S. household.

1982 Findings

Environmental Action Foundation surveyed federal income tax expense
data contained in Form 1 annual reports filed by individual power com-
panies with the Federal Energy Regulatory Commission. The survey covered
the nation's 150 largest investor-owned electric utilities which provide
service to residential consumers.

According to the Form 1 reports, the 150 power firms owed the
Internal Revenue Service (IRS) $2.0 billion for 1982 federal income
taxes. However, these same utilities reported a total federal income tax
expense of $7.1 billion, which is the amount they are permitted to

—:EE%Egg_gnahnmers. Thus, electricity consumers were billed for $5.1
illion in 1982 federal income taxes which their utilities were not
required to pay to the IRS.

The largest phantom tax charge in 1982 was by Commonwealth Edison
Co., which overcharged its customers for federal income taxes by more
than a quarter of a billion dollars. The Chicago-based utility billed
ratepayers for $278 million in 1982 federal income taxes, even though it
reported a tax liability of only $17 million. The resulting overcharge
was $261 million. The next largest tax overcharges were by Houston
Lighting & Power Co. ($234 million), Duke Power Co. ($184 million), and
Georgia Power Co. ($183 million).

Of the 150 utilities surveyed, 29 reported no federal income tax
liability for 1982. Twenty-eight of these companies claimed tax refunds
from IRS totaling $248 million. Yet these same companies charged their
customers as if they had paid $1.2 billion in federal income taxes. The
largest refund was claimed by Tucson Electric Power Co.: $35 million.
Yet Tucson Electric charged its ratepayers as if it had paid $23 million
in federal income taxes.

Residential customers of the 150 utilities surveyed paid, on the
average, $21.45 in higher annual electric bills because of phantom
taxes. On a per-customer basis, the largest tax overcharge in 1982 was
$91.54 by Tucson Electric. Other utilities whose ratepayers bore the
greatest phantom tax burden in 1982 were Houston Lighting & Power Co.
($70.50), Public Service Co. of Indiana ($70.25), and Idaho Power Co.

($67.65).
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Higher electric bills are only a part of the burden borne by con-
sumers for phantom taxes. Commercial and industrial customers must also
pay phantom taxes in their electric bills, and they pass on these charg-
es to consumers through higher prices for goods and services. The total
cost of phantom taxes to consumers is nearly three times the amount they
pay in their electric bills. Altogether, electric utility phantom taxes
in 1982 cost the average U.S. household $60.91.

How Phantom Taxes Arise

Like other businesses, utilities receive substantial federal tax
benefits when they make new investments. Three such benefits, acceler-
ated depreciation, shortened tax lives, and the investment tax credit
(ITC), save electric utilities billions of dollars annually on their tax
returns. As a result, many utilities pay little or no income tax to the
Internal Revenue Service. Most of the phantom taxes charged by utility
companies are related to these three federal tax breaks.

Phantom taxes are created by an accounting device known as normal-
ization. Under this procedure, the tax benefits a utility receives when
it builds a new power plant are not used to lower current rates to
consumers. Instead, these tax savings are passed through to ratepayers
gradually as the investment is depreciated. Consumers and many regula-
tors prefer an alternative known as flow-through accounting, whereby a
utility passes its tax savings on to consumers immediately. Flow through
of major utility tax benefits, however, is not permitted by federal law.

Through the inves edit, the federal government offers
utilities a tax break equivalent to 10 percent of the cost of invest-
ments in new machinery such aspoﬁ??ﬁfﬁﬁﬁii?fﬁlility’normalizes its
ITC benefits by charging its customers for tax expenses as if there were
no tax credit. The utility places these unpaid taxes, called deferred
ITCs, in a special account. These deferred investment credits are re-
funded to ratepayers over the life of the plant, a process which may
take 40 years. By the time these refunds take place, however, they are
usually more than offset by new ITC charges.

Accelerated depreciation and shortened tax lives allow a utility to
postpone the payment of a portion of its tax liability. The utility
normalizes these benefits by charging customers as if it paid these
taxes currently. The extra "taxes" it collects, called deferred taxes,

are placed in a deferred tax account. Gradually, over a period of about
30 years, these taxes come due at the IRS. But by the time the utility
gets around to paying those taxes, it usually has new tax breaks to
offset them. The money in these deferred tax and deferred ITC accounts
is available for investment in new assets such as power plants.

In 1954, when accelerated depreciation was first allowed, many
state utility commissions chose to use flow-through accounting of these
benefits, thus preventing tax overcharges. Under pressure from utility
lobbyists, Congress in 1969 mandated normalization of accelerated depre-
ciation benefits for most utilities. In 1971, a similar clause was added
to the tax code requiring normalization of ITC benefits. Some utilities
already using flow-through accounting were exempted from these require-
ments through a "grandfather" clause. The passage of the Economic Recov-




ery Tax Act of 1981 extended mandatory normalization treatment to all
utilities for new invéstments. e

How Phantom Taxes Accumulate

With the power industry collecting billions of dollars in phantom
taxes annually, the money contained in their deferred tax accounts is
skyrocketing. At the end of 1982, the 150 utilities surveyed were
holding $19 billion in accumulated deferred taxes and $10.4 billion in
accumulated deferred ITC's--a total of $29.4 billion. According to EEI,
these accounts now contain approximately $34 billion. That 1is
equivalent to $405 for every household in the United States.

Commonwealth Edison Co. alone had nearly $1.6 billion in its de-
ferred tax accounts at the end of 1982. Two other utilities, Florida
Power & Light Co. and Georgia Power Co., were each holding over $1
billion in unpaid taxes in these accounts.

Of the $29.4 billion in the power companies' deferred tax accounts
in 1982, approximately 35 percent came from residential electricity
customers, with the balance coming mainly from commercial and industrial
customers. Looking at the residential class alone, the 150 utilities
surveyed have accumulated an average of $135 per customer. The utility
with the largest accumulated deferred taxes and tax credits per residen-
tial customer in 1982 was Public Service Co. of Indiana, with $417. It
was followed by Carolina Power & Light Co. ($338) and Gulf Power Co.
($322).

Utilities insist that eventually all of their deferred taxes will
be paid to the government, but the industry's own figures demonstrate
that this is not the case. Edison Electric Institute (EEI), the power
industry's trade association, points out that "In 1981, $2.5 billion of
deferred taxes were paid to the Treasury by investor-owned electric
utilities." Indeed, $2.5 billion in electric utility deferred taxes came
due in 1981, but the U.S. Treasury never received anything near that
amount. The power industry's entire tax liability for 1981 was only $1.3
billion. New tax deferrals more than offset the deferred taxes from
prior years which came due. As long as utilities continue growing and
building new plants, they can postpone paying their deferred taxes
indefinitely.

How Phantom Taxes Increase Utility Profits

One provision of the federal tax code allows utilities to earn a
profit from some of their unpaid taxes. When a utility receives a 10
percent investment credit for a new power plant, it collects enough
deferred ITCs from its ratepayers to pay for 10 percent of the cost of
the plant. The federal law allows a utility to earn a profit on the
entire investment, even though consumers financed one-tenth of the

plant's cost.

Many economists and regulators feel that utilities should not earn
a return on the portion of an investment financed by ratepayers through
deferred ITC's. Even regulators who do not favor immediate flow-through
of tax benefits to customers, often favor a procedure called economic
normalization, whereby deferred taxes and investment credits are de-
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ducted from the utility's rate base until they are either paid to the
government or returned to ratepayers. This procedure compensates rate-

payers for the involuntary loans they must make to the utility.

Utility regulators routinely use economic normalization for de-
ferred taxes, but federal law prohibits its use for deferred ITCs. The
federal law 'states that regulators should not consider the added profits
from the ITC when setting a utility's rates. Extra profits from deferred
investment credits totaled approximately $1.1 billion for the power
industry in 1982, and they are expected to reach $3 billion annually by
the 1990s.

How Phantom Taxes Encourage Unwise Investments

When the law requiring utilities to collect phantom taxes was first
conceived in 1969, it was intended to help growing utilities finance the
construction of new facilities. Today this law encourages utilities to
overbuild and contributes to the power industry's serious problem of
excess generating capacity.

The faster a utility grows, the more phantom taxes it can collect.
And as long as a utility keeps growing, it can continue to postpone
paying most or all of its federal income taxes. This powerful growth
incentive encourages utilities to rely on costly centralized generating
technologies and discourages them from pursuing energy conservation and
alternative energy strategies.

Because of growth incentives such as phantom taxes, the power
companies have pursued a course of expansion which far exceeds the
growth in demand for electric power. In the past few years, over $10
billion in utility construction projects have been abandoned, and the
burden of these cancellations will be borne by the nation's ratepayers,
taxpayers, and utility shareholders. Many of these projects might never
have been started without the financial boost afforded by phantom taxes.

Conclusion

Electric utility phantom tax charges are now over $5 billion per
year and they have been increasing by about $1 billion annually. Besides
burdening consumers, phantom taxes encourage poor planning and unwise
investments by utilities. These tax overcharges are likely to continue
to grow as long as state utility commissions are prevented from exercis-
ing jurisdiction over federal income tax expenses.

Research director: Richard E. Morgan
Research assistant: Joseph A, McNamara




TOP TEN PHANTOM TAX RANKINGS, 1982

Phantom Taxes (millions)
1. Commonwealth Edison Co.(Il) $261
2. Houston Lighting & Power Co.(Tx) 234
3. Duke Power Co.(NC,SC) 184
4. Georgia Power Co.(Ga) 183
5. Alabama Power Co.(Al) 176
6. Pacific Gas & Electric Co.(Ca) 158
7. Philadelphia Electric Co.(Pa) 154
8. Virginia Electric & Power Co.(NC,Va,WV) 144
9. Public Service Electric & Gas Co.(NJ) 139

10. Northern States Power Co.(Mn,ND,SD) 127

Phantom Taxes Per Residential Customer

1. Tucson Electric Power Co.(Az) $91.54
2. Houston Lighting & Power Co.(Tx) 70.50
3. Public Service Co. of Indiana (In) 20.25
4, Idaho Power Co.(Id,Nv,0r) 67.65
5. Alabama Power Co.(Al) 65.63
6. Portland General Electric Co.(Or) 64 .39
7. Otter Tail Power Co.(Mn,ND,SD) 60.98
8. Toledo Edison Co.(Oh) 56 .14
9. Duke Power Co.(NC,SC) 53.16
10. Arizona Public Service Co.(Az) 52.07
Accumulated Deferred Taxes and Tax Credits (milliomns)
1. Commonwealth Edison Co.(Il) $1599
2. Florida Power & Light Co.(F1l) 1143
3. Georgia Power Co.(Ga) 1097
4, Public Service Electric & Gas Co.(NJ) 944
5. Duke Power Co.(NC,SC) 913
6. Carolina Power & Light Co.(NC,SC) 721
7. Consumers Power Co.(Mi) 711
8. Houston Lighting & Power Co.(Tx) 711
9. Alabama Power Co.(Al) 706
10. Detroit Edison Co.(Mi) 662

Accumulated Deferred Taxes and Tax Credits Per Residential Customer

1. Public Service Co. of Indiana (In) $417.13
2. Carolina Power & Light Co.(NC,SC) 338.40
3. Gulf Power Co.(F1) 321.77
4, Florida Power & Light Co.(F1l) 289.06
5. Tampa Electric Co.(F1) 288.50
6. Florida Power Corp.(F1) 286.21
7. Tucson Electric Power Co.(Az) 283.23
8. Otter Tail Power Co.(Mn,ND,SD) 266 .91
9. Alabama Power Co.(Al) 263.91

10. Duke Power Co.(NC,SC) 263 .44




Lle>arca Pwr Co (Al)
Appzlachian Pwr Co (Va,WV)
Arizoma Public Serv Co (Az)
Arkansas Pwr & Lt Co (Ar,Mo)
Atlantic City Elec Co (NJ)

zalticore Gas & Elec Co (Md)
Sanzor Hydro-Electric Co (Me)
Zlack Hills Pwr & Lt Co (SD,Mt,Wy)
Blackstone Valley Elec Co (RI)
Boston Edison Co (Ma)

CP National Corp (Ca,Az,Nv,0r)
Cambridge Elec Lt Co (Ma)
Carolina Pwr & Lt Co (NC,SC)
Centei Corp (Co,Ks)

Central

Centrzal
Central
Central
Central

Hudson Gas & Elec Corp (NY)

Illinois Lt Co (Il)
Illinois Pub Serv Co (Il)
Louisiana Elec Co (La)
Maine Pwr Co (Me)

Central Pwr & Lt Co (Tx)

Central Vermont Pub Serv Corp (Vt)
Cincinnati Gas & Elec Co (Oh)
Citizens Utilities Co (Az,Hi,Id,Vt)
Cleveland Elec Illum Co (Oh)
Columbus & Southern Ohio E1 Co (Oh)

Commonwealth Edison Co (Il)
Commonwealth Elec Co (Ma)
Connecticut Lt & Pwr Co (Ct)
Consolidated Edison Co of NY (NY)
Consolidated Water Pwr Co (Wi)

Consumers Pwr Co (Mi)

Dallas Pwr & Lt Co (Tx)

Dayton Pwr & Lt Co (Oh)
Delmarva Pwr & Lt Co (De,Md,Va)
Detroit Edison Co (Mi)

Duke Pwr Co (NC,SC)

Duquesne Light Co (Pa)

Eastern Edison Co (Ma)

El Paso Elec Co (Tx,NM)

Empire District El1 Co (Ar,Ks,Mo,O0k)

Florida Pwr & Lt Co (F1)
Florida Pwr Corp (F1l)
Georgia Pwr Co (Ga)

Green Mountain Pwr Corp (Vt)
Gulf Power Co (F1l)

FEDERAL
SIZE OF INCOME REPORTED 1982 ..
COMPANY TAXES FEDERAL PHANTOM TAXES
(RANKED CHARGED INCOME TAX PER
BY KWH TO OWED TO 1982 RESIDENTIAL
SALES) CUSTOMERSP GOVERNMENTS PHANTOM TAXESY CUSTOMER®
($) RANK
9 65.63 5
17 21.56 73
51 52.07 10
27 35.19 32
92 4,17 123
34 20.45 75
128 8.56 109
129 2.58 128
131 -.76 142
55 16 .21 91
138 11.74 101
134 1.43 134
12 40.66 14
114 25.18 60
96 17.99 83
101 17.63 84
71 26 .80 54
99 -26.92 150
83 14,10 94
48 25.48 57
118 -10.73 149
44 24 .55 62
136 11.59 102
39 35.86 29
54 28.29 51
3 31.96 41
117 1.75 131
40 33 .44 39
13 4,22 122
149 1.22 135
21 4,89 119
53 34.50 35
66 38,24 18
76 13.26 98
10 18.60 80
5 53.16 9
61 32.08 40
121 4.68 120
106 35.73 31
115 19.71 17
7 22.40 67
32 20.80 74
6 43.13 12
127 30.16 47
87 25.09 61

ACCUMULATED
DEFERRED
TAXES

&
TAX CREDITSE

ACCUMULATED
DEFERRED
TAXES & TAX
CREDITS PER

RESIDENTIAL
CUSTOMER®
($) RANK
263.91 9
69.21 107
67.97 110
211.63 25
178.66 41
106.02 88
39.04 139
201.38 33
23.19 145
165.04 54
58.29 117
55.34 121
338.40 2
128.72 78
54 .04 124
246 .52 14
230.29 19
182.53 39
103.08 92
225 .57 20
67.26 112
97.06 93
125.62 79
163 .43 57
94,73 94
195.82 34
93.24 95
63.97 113
60.88 114
8.51 148
104.80 90
216.77 22
103.30 91
150.48 64
130.22 75
263 .44 10
193.24 38
34.14 141
213.79 24
148.33 68
289 .06 4
286 .21 6
258,717 12
55.40 120



UTILITY®

Gulf States Utilities Co (La,Tx)
Hawaiian Elec Co (Hi)

Houston Lighting & Pwr Co (Tx)
Idaho Pwr Co (Id,Nv,O0r)

Illinois Power Co (Il)

Indiana & Michigan Elec Co (In,Mi)
Indianapolis Pwr and Lt Co (Im)
Interstate Pwr Co (Il,Ia,Mn)

Iowa Elec Lt & Pwr Co (Ia)

Iowa Public Service Co (Ia,SD)

Iowa Pwr & Lt Co (Ia)

Iowa Southern Utilities Co (Ia)
Iowa-Illinois Gas & Elec Co (Ia,Il)
Jersey Central Pwr & Lt Co (NJ)
Kansas City Pwr & Lt Co (Ks,Mo)

Kansas Gas & Elec Co (Ks)
Kansas Pwr & Lt Co (Ks)
Kentucky Pwr Co (Ky)

Kentucky Utilities Co (Ky,Tn)
Kingsport Pwr Co (Tn)

Lake Superior Dist Pwr Co (Mi,Wi)
Long Island Lighting Co (NY)
Louisiana Pwr & Lt Co (La)
Louisville Gas & Elec Co (Ky)
Madison Gas & Elec Co (Wi)

Maine Public Service Co (Me)
Massachusetts Elec Co (Ma)
Maui Elec Co (Hi)
Metropolitan Edison Co (Pa)
Michigan Pwr Co (Mi)

Lt Co (Mn)

& Lt Co (Ms)

Co (Ms)

Co (Mo)

Service Co (Mo)

Minnesota Pwr &
Mississippi Pwr
Mississippi Pwr
Missouri Edison
Missouri Public

Missouri Pwr & Lt Co (Mo)

Missouri Utilities Co (Mo)
Monongahela Pwr Co (Oh,WV)

Montana Pwr Co (Mt,Wy)
Montana-Dakota Util Co(Mt,ND,SD,Wy)

Nantahala Pwr & Lt Co (NC)
Narragansett Elec Co (RI)
Nevada Pwr Co (Nv)

New Mexico Elec Service Co (NM)
New Orleans Pub Serv Inc (La)

FEDERAL
SIZE OF INCOME REPORTED 1982
COMPANY TAXES FEDERAL PHANTOM TAXES
(RANKED CHARGED INCOME TAX PER
BY KWH TO OWED TO 1982 RESIDENTIAL
SALES) CUSTOMERSP GOVERNMENTC PHANTOM TAXESY CUSTOMER®
RANK ($) RANK
18 40 25.30 58
95 146 -8.16 148
& 2 70.50 2
45 31 67.65 4
47 29 25.20 59
26 30 31.71 42
70 69 21.68 71
103 109 723, 2113
102 81 18.62 79
113 79 23.91 63
100 14 2332 64
126 107 16 .83 88
105 82 12.33 99
50 38 30.39 46
72 50 37472 21
77 65 37331 22
84 64 22,22 68
90 91 22.64 66
65 67 23.17 65
1:32 139 0.41 138
142 137 0:55°' 137
49 18 35.95 28
23 26 37.98 19
75 53 28.69 50
120 128 1.49 133
148 134 4 42% 194
60 100 3.46 126
150 124 13551 97
74 103 5481 < 116
144 136 0.28 140
78 58 35.%5 30
68 90 13.90 96
79 104 9 /27 “107
137 131 6.63 114
116 105 16 .34 90
124 123 356" 121
130 125 5 11"+ HLB
59 144 ~-2%511.7143
73 122 0.92 136
123 73 251258 56
147 135 2.07°7¥30
110 7 3,07. 127
91 76 37002 25
140 140 0.31 139
93 121 1.507% 1132

ACCUMULATED
DEFERRED

TA

XES
&

TAX CREDITSE

511

w

206
657
104
353

026

085
563
999

000

548

000
327
445

758830

923

522

01

49

46

643

4631427
276{968

48

141
123
102
146
104

ACCUMULATED
DEFERRED
TAXES & TAX
CREDITS PER

RESIDENTIAL
CUSTOMER®
($) RANK
203.35 32
154.55 62
214,08 23
237.63 17
175.18 A
176 .89 42
204,91 30
59.35 116
168.82 50
176.01 43
149.53 66
157.07 60
134.46 74
195.44 35
207.27 27
156 .84 61
165.32 53
164.59 55
205.49 29
2.55 149
15.70 146
52.01 126
164,21 56

172,73 48

31.82 142
82.72 98
50.03 131
205.73 28
169.94 49
42.93 135
193.64 36
147.59 69

208.57 26

55.42 119
148.74 67
54,13 123
71,75 .105
51.26 129
67.60 111
129.19 77
106.18 87
41.76 136
120.39 8l
39.28 137
£8.C4 118




BITLLIY®

Nev York State Elec & Gas Corp (NY)
Niagara Mohawk Pwr Corp (NY)
Ncrthern Indiana Pub Serv Co (Im)
Ncrthern States Pwr Co (Mn,ND,SD)
Ncrthwestern Pub Serv Co (SD)

Otio Edison Co (Oh)

Otio Power Co (Oh)

Oklahoma Gas & Elec Co (Ar,Ok)
0.4 Dominion Pwr Co (Va)

Orange & Rockland Utilities (NY)

Otter Tail Pwr Co (Mn,ND,SD)
Pzcific Gas & Elec Co (Ca)

Pzcific Pwr & Lt(Ca,Id,Mt,Or,Wa,Wy)
Peansylvania Elec Co (NY,Pa)
Peansylvania Pwr & Lt Co (Pa)

Pennsylvania Pwr Co (Pa)
Ptiladelphia Elec Co (Pa)
Pertland General Elec Co (Or)
Pctomac Edison Co (Md,Va,WV)
Pctomac Elec Pwr Co (DC,Md,Va)

Public Serv Co of Colorado (Co)
Public Serv Co of Indiana (In)
Public Serv Co of New Hamp (NH,Vt)
Public Serv Co of New Mexico (NM)
Public Serv Co of Oklahoma (Ok)

Public Serv Elec & Gas Co (NJ)
Puget Sound Pwr & Lt Co (Wa)
Rochester Gas & Elec Co (NY)
Rockland Elec Co (NJ)

San Diego Gas & Elec Co (Ca)

Savannah Elec & Pwr Co (Ga)

Sierra Pacific Pwr Co (Ca,Nv)

South Carolina Elec & Gas Co (SC)
Southern California Edison Co (Ca)
Southern Indiana Gas & Elec Co (In)

Southwestern Elec Pwr Co (Ar,La,Tx)
Scuthwestern Elec Serv Co (Tx)
Southwestern Pub Serv (Ks,NM,O0k,Tx)
St. Joseph Lt & Pwr Co (Mo)

Tampa Elec Co (F1)

Texas Elec Serv Co (Tx)

Texas New-Mexico Pwr Co (Tx,NM)
Texas Pwr & Lt Co (Tx)

Toledo Edison Co (Oh)

Tucson Elec Pwr Co (Az)

FEDERAL
SIZE OF INCOME REPORTED 1982

COMPANY TAXES FEDERAL PHANTOM TAXES
(RANKED CHARGED  INCOME TAX PER

BY KWH TO OWED TO 1982 RESIDENTIAL

SALES) CUSTOMERSP GOVERNMENTC PHANTOM TAXESd CUSTOMER®

($) ($) ($) RANK ($) RANK

63 36 30.14 48

11 13 17.14 87

56 143 -.46 141

24 10 35.08 33

141 102 33.52 38

29 21 33.96 36

14 66 9.49 106

30 44 27.50 53

146 118 31.45 44

109 97 11.84 100

107 75 60.98 7

1 6 9.72 105

20 24 36.51 27

62 148 -6.16 147

25 14 42.30 13

112 85 36.81 26

15 7 33.63 37

43 19 64 .39 6

57 113 3.71 125

37 46 21.60 72

42 55 8.89 108

33 12 70.25 3

88 61 37.03 24

85 60 29.60 49

46 70 17.57 85

16 9 18.99 78

38 47 37 T 23

86 62 17527 86

135 126 7.35 111

64 57 11.58 103

119 99 31.63 43

104 92 16 .35 89

58 41 37.97 20

2 150 -2.47 144

108 96 18,02 82

41 43 39.21 16

139 130 7.54 110

52 71 15.16 92

133 T111 26 .07 55

67 68 27.95 52

28 45 30.44 45

94 101 14.43 93

19 48 21.73 69

81 42 56.14 8

89 27 91.54 1

ACCUMULATED
DEFERRED
TAXES
&
TAX CREDITSE

ACCUMULATED

DEFERRED
TAXES & TAX
CREDITS PER
RESIDENTIAL

CUSTOMER®

($) RANK
76 .72 103
46 .56 134

153.40 63

162.19 58

144.70 71

78.04 102
68.08 109
173.58 46
147 .49 70
79.75 100
266.91 8
14.96 147

48.32 133

116.36 83

119.04 82

107.48 86

136.12 72

71.59 106
114.32 84
159.74 59

54.64 122
417.13 1

68.72 108

150.37 65

260.70 11

129.31 76

104.86 89

53.09 125
111,17 85

25.81 144

218.95 21

123.83 80

256 .78 13

27.24 143

173.38 47

245.05 15

60.32 115

78.08 101

167 .36 51

288.50 S

193.54 37

72.33 104

242,24 16

166 .26 52

283.23 7



SIZE OF
COMPANY
(RANKED
BY KWH
UTELETY® SALES)
UGL Corp (Pa) 145
Union Electric Co (Il,Ia,Mo) 22
Union Light Heat & Pwr Co (Ky) 122
‘United Illuminating Co (Ct) 98
Upper Peninsula Pwr Co (Mi) 143
Utah Pwr & Lt Co (Id,Ut,Wy) 36
Virginia Elec & Pwr Co (NC,Va,WV) 8
Washington Water Pwr Co (Id,Mt,Wa) 69
West Penn Pwr Co (Pa) 31
West Texas Utilities Co (Tx) 97

Western Massachusetts Elec Co (Ma) 1%

Wheeling Elec Co (WV) 125
Wisconsin Elec Pwr Co (Mi,Wi) 35
Wisconsin Pub Serv Corp (Wi,Mi) 82
Wisconsin Pwr & Lt Co (Wi) : 80
TOTALS:

Hotes for Table

2150 largest U.S. investor-owned electric utilit

FEDERAL
INCOME REPORTED 1982
TAXES FEDERAL PHANTOM TAXES
CHARGED INCOME TAX ~ PER
TO OWED TO 1982 RESIDENTIAL
CUSTOMERSP GOVERNMENTC® PHANTOM TAXESY CUSTOMER®
($) ($) RANK ($) RANK
10021979 -5/519927 17 21%73 70
83130758 -11185000 17 38.42 17
57]137 98(737 106 14.00 95
25(591/857 14464712 80 20.33 76
31094429 70618 127 5.44 117
511291j038 201123 32 34.88 34
15291856 2 220261 8 43 .45 11
16{250844 71138379 93 10.19 104
56/529(1 85 44708543 88 645 115
10899900 878700 95 18.35 81
14526487 830531 78 40.16 15
325130 52031 142 -2.65 145
68764587 75519509 147 -3.25 146
25114000 22334200 115 2.23 129
38558840 31599905 98 7,29 1. 112
712313891872 2035636657 AVG:21.45

ies, excluding

companies with wholesale sales only. Figures include gas opera-

tions of combinatiom electric and gas utilities.

brederal income tax expenses reported by utility which are

chargeable to ratepayers.

“Federal income taxes reported owed by utility on operating, non-
operating, and extraordinary item accounts. Negative amount de-
notes claim for refund of past taxes or credit against future
taxes. Utilities which are subsidiaries of holding companies do
not file tax returns with IRS; for such companies, this figure
represents a portion of the tax liability of the parent company.

dTaxes charged to ratepayers minus taxes owed to government.

€Includes only amounts charged to residential electric customers.
Amounts charged to commercial, industrial, wholesale, and non-

electric customers are excluded.

fAccumulated deferred income taxes and deferred

investment tax

credits held by utilities as of December 31, 1982.

Source: Form 1 annual reports filed by individual
Federal Energy Regulatory Commission. Calculations
tal Action Foundation.

utilities with
by Environmen-

ACCUMULATED
DEFERRED
TAXES
&
TAX CREDITSE

ACCUMULATED

DEFERRED

TAXES & TAX
CREDITS PER

RESIDENTIAL

CUSTOMER®
($) RANK
38.73 140
204.60 31
48,83 132
51.89 128
82.84 97
174.91 45
180.56 40
51.99 127
90.97 96
135.12 73
230.72 18
1.04 150
80.52 99
39.19 138
50.42 130

AVG:134.67
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Statement of
Richard E. Morgan
Regarding
Phantom Tax Reform and Least-Cost Energy Planning Act of 1984
February 23, 1984

The Phantom Tax Reform and Least-Cost Energy Planning Act
would help to solve a serious problem afrecting electricity
consumers and state utility regulators across the country. Feder-
al tax laws currently require utilities to charge their customers
billions of dollars each year tor federal income taxes which they
are not required to pay. Not only does this law result in massive
overcharges of utility consumers, but it also encourages power
companies to build costly and unnecessary generating facilities,
Rep. Harkin's bill would allow state utility regulators to adopt
policies which prevent electric utilities from overcharging for

federal income taxes and which encourage improved utility etfi-
ciency. :

Like other businesses, utilities receive substantial federal
tax benefits when they make new investments. Three such bene-
fits, accelerated depreciation, shortened tax lives, and the
investment tax credit (ITC), save electric utilities billions of
dollars annually on their tax returns, enabling them to pay
little or no income tax to the Internal Revenue Service. A
unique provision in the tax law, however, states that utilities
must charge their customers as if they did not receive these
major tax benefits. Thus, in 1981, the power companies billed

V// their customers for $5 billion in federal income taxes,_even

though they actually paid only $1.3 billion to” the :LRS. - .The

difference--almost $3.7 billion--is often referred to as "phantom
taxes."

Phantom taxes are created by an accounting device known as
"normalization." Under this procedure, the tax benefits received
~when a utility builds a new power plant are passed through to
ratepayers gradually as the investment is being depreciated.
Consumers and many regulators prefer an alternacive known as

n'low-through" accounting, whereby a utilify passes its tax sav-
ings on to consumers immediately. Flow through of major utilavy

tax benefits, however, is not permitted by federal law.

A utility normalizes its ITC benefits from a new power plant
by charging its customers as if there were no tax credit. -The
utility places these unpaid taxes, called "deferred ITCs," in a
special account, This money is refunded to ratepayers over the
litre of the plant, a process which may take 40 years. By the time

these refunds take place, however, they are usually more than
offset by new ITC charges.
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Savings from accelerated depreciation and shortened tax
1ives are normalized in a different way. The utility charges its
customers as if there were no tax breaks. The "taxes" owed to the
IRS are placed in a deferred tax account and held there for up to
30 years before they are actually paid. And by the time a utility

gets around to paying those taxes, it may have new tax breaks to
offset them.

The money in these deferred tax accounts is available for
new utility investments such as power plants. These sums grow
rapidly from year to year, At the end of 1981, the power compan-
ies were holding over $25 billion in their deferred tax and

deterred ITC accounts, according to a U.S. Department of Energy
report.

Most utility consumers have been paying phantom taxes since
1969, when Congress first mandated normalization for the majority
of utilities benefitting from accelerated depreciation. In 1971,
a similar clause was added to the tax code requiring normaliza-
tion of ITC benefits. Some utilities already using flow-through
accounting were exempted from these requirements through a
ngrandfather" clause., The passage of the Economic Recovery Tax

Act of 1981 extended this normalization treatment to all utili-
ties for new investments,

Another feature of the federal tax code allows utilities to
collect excess profits through the investment tax credit. The
federal law, in effect, requires utility ratepayers to provide
capital for ten percent of a new power plant, in the form of
deterred ITCs. Many economists and regulators feel that utilities
should not earn a return on that portion of the investment.
Regulators generally favor a procedure called "economic normali-
zation," whereby the portion of a power plant financed by the ITC
is deducted from the rate base upon which utilaty profits are
calculated. Deferred taxes arising from accelerated depreciation
and shortened tax lives are generally deducted in this way.

Federal law, however, prohibits economic normalization of
ITC benefits, In eftect, utilities are able to earn a profit on
the entire investment in a new power plant, even though 10 per-
cent of of the plant was financed by ratepayers through deferred
investment credits. The power companies are thus able to reap a
hidden profit from the investment tax credit, and regulators may
not consider these added profits when setting a utility's rates,
Extra profits from deferred ITCs totaled $762 million for the
power industry in 1981. According to estimates by Illinois regu-

lator Charles Stalon, these hidden profits could reach $3 billion
annually by the 1990s.

When the law requiring utilities to collect phantom taxes
was tirst conceived in the 1960s, it was intended to help growing
utilities finance the construction of new facilaties., Today this
law is encouraging utilities to overbuild and is contributing to

the power industry's serious problem of excess generating capaci-
ty.



The faster a utility grows, the more phantom taxes it can
collect., And as long as a utility keeps growing, it can continue
to postpone paying most or all of its federal income taxes. This
powertul growth incentive encourages utilities to rely on costly
centralized generating technologies and discourages them from
pursuing energy conservation and alternative energy strategies.

Because of growth incentives such as phantom taxes, the
power companies have pursued a course of expansion which far
exceeds the growth in demand for electric power. In the past few
years, over $10 billion in utility construction projects have
been abandoned, and the burden of these cancellations will be
borne by the nation's ratepayers, taxpayers, and utilaty share-
holders.

In an effort to slow skyrocketing utilaty bills, state
utility regulatory commissions have been seeking ways to
encourage more efficient planning ana operations by utility
companies. At least two states, California and Iowa, have
adopted a concept known as "least-cost energy planning," whereby
electric utilities must choose from a wide variety of
conventional and alternative resources in order to meet their
customers' long-term energy needs at the lowest possible cost.
By reducing the need for new power plant construction, the least-
cost approach can save utilities billions of dollars in financing
costs and can result in substantial savings for consumers.

The law requiring phantom taxes does little to engender
public confidence in the process of utility regulation. Our state
regulators find it difficult to explain why q}ectric bills must
include billions of dollars in federal income taxes which the
utilities do not really pay.

The law requiring normalized accounting of utilaity tax
benefits poses a serious problem for regulators seeking to
promote efficient utility planning. The ability to collect
phantom taxes provides utility managers with a strong incentive
to continue buiilding centralized power plants, even when their
customers' energy needs could be met more cheaply through
conservation or other alternatives. Thus, the federal law
interferes with the ability of state utility regulators to pursue
least-cost energy planning.

The federal government should not dictate to states how they
should regulate electric utilities. Each state has its own
conditions and problems, and that state's regulators are best
equipped to determine the proper expenses to be charged to
ratepayers for federal income taxes. State regulators should be
free to choose an accounting method for taxes which furthers that
state's objectives for planning to meet future electricity needs.

The Harkin bill provides that utility regulators who have

adopted a least-cost energy plan for a particular utility would
be permitted to choose a tax accounting method which is



consistent with that plan. Thus, if regulators find that
normalized accounting is not consistent with efticient utility
planning, they would be able to use flow-through accounting
instead.

Likewise, state regulators who have approved least-cost
plans would be permitted to use economic normalization of ITC
benefits in order to prevent utilities from receiving excess
profits from deferred ITCs. A further provision of the Harkin
bill would require the Federal Energy Regulatory Commission
(FERC) to use economic normalization for all deferred taxes and
tax credits. (FERC is currently considering allowing electric

utilities to keep ITCs permanently, thus providing additional
excess profits.)

The Phantom Tax Reform and Least-Cost Energy Planning Act
could save consumers billions of dollars annually by eliminating
phantom taxes from their electric bills. Additional savings may
take place as state utility commissions are freed to pursue

efficient energy planning strategies without interrerence from
federal tax laws.




UTILITY TAX DEFINITIONS

Investment tax credit (ITC): A tax credit which is provided for
business investments in new machinery, including power plants,

Depreciation: The reduction in value of an asset over time, which
results in tax deductions.

Accelerated depreciation: An accounting method whereby depreciation

is speeded up for tax purposes, allowing greater tax deductions early '
in the tax life of an asset. :

Tax life: A period of time set by law or regulation over which the
value of an asset is depreciated. An asset's tax life can be made
shorter than its useful life as a means of accelerating the
depreciation.

Flow—-through accounting: A method of ratemaking whereby ratepayers
are charged for utility income tax expenses only when such taxes are
actually due to be paid to the IRS. Thus, tax benefits received by a

utility are immediately passed through to its customers in the form of
lower rates.

_ Normalization: A method of ratemaking whereby ratepayers are charged

for utility taxes as if no tax benefits have been received currently
by the utility. Tax expenses collected from ratepayers are retained
for a period of time as "deferred taxes" to be evenutally paid to the
government or as "deferred tax credits" to be gradually rebated to
ratepayers.

" Economic normalization: A form of normalization which prevents a

utility from earning a profit on funds in its deferred tax
accounts. Economic normalization is widely employed by utility
regulators for depreciation benefits, but its use is currently
prohibited by federal law for the ITC.



1960's

1969

1971

1975

1978

1981

1982

LEGISLATIVE HISTORY OF PHANTOM TAXES

Accelerated depreciation first allowed by Treasury Depar tment

Internal Revenue Code of 1954
*Accelerated depreciation first allowed by law

Pennsylvania utility commission flows through tax benefits from
accelerated depreciation to ratepayers

Revenue Act of 1962
*Investment tax credit (ITC) first enacted: 3% for public
utilities, 7% for other businesses

*rPax lives for depreciation shortened by 1/3 of useful life

Trend develops among state utility commissions to flow through
tax benefits to ratepayers

Tax Reform Act of 1969
*Normalization of accelerated depreciation required by law
for all utilities not already using flow-through accounting

Revenue Act of 1971

*Faster accelerated depreciation and shorter tax lives adopted
causing deferred taxes to skyrocket

*ITC's for utilities increased to 4%; general rate remains 7%

*Normalization of ITC's required for all utilities required
to normalize accelerated depreciation under 1969 act

Tax Reduction Act of 1975
*ITC increased to 10% for utilities and other businesses

*Utilities allowed ITC for construction work in progréss

Revenue Act of 1979
*10% ITC made permanent part of federal tax code

Economic Recovery Act of 198l 5
*Tax lives shortened to 10 years (nuclear), 15 years (fossil)

¥Accelerated Cost Recovery System (ACRS) adopted allowing very
fast depreciation by 1986

*Normalization required for all utility property placed in
service after Dec. 31, 1980 >

Tax Equity and Fiscal Responsibility Act of 1982
*Fast depreciation scheduled by ERTA for 1986 is repealed

Prepared by Environmental Action, based on reports by Donald Kiefer of
Congressional Research Service.
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April 5, 1984

Dear Folks:

Here is the final version of our new phantom tax report,
along with a sample press release, which we promised to send
for the April 16th release. We are sending to some of you
we haven't heard from yet, because of your interest in the
issue.

First, please read the report very carefully. If you are
going to be talking with the press and members of Congress,
it's important that you have a solid understanding of how
phantom taxes work. Moreover, some of our definitions can
be a little confusing, so be sure to carefully read the
notes at the end of the table which explain what all the
figures represent.

The release is set for Monday A.M. April 16, which is
Tax Day this year. Please keep everything confidential until
then. Naturally, the press should have your release by the
previous Friday, but the embargo for Monday should be clear-
ly marked. It's up to you whether you want to provide cop-
ies of the report for the press. I'm sure you'll want to
make a lot of changes in the press release, but this should
help you get started. It needs a lot more juicy quotes.

Besides writing your representatives about the Harkin
bill, we suggest you seek endorsements from utility com-
missioners and other politicians.

If you have any questions, call me at 659-1130.

Good luck and be sure to send us clippings.

7
’Q.\

Best wishes,

Rick Morgan

P.S. Be sure to point out to the press that the
per-customer figures are just part of the total-
cost to consumers. The full cost is about three
times the amount of phantom taxes in residential
electric bills. This per-residential-customer figure
is useful for comparison purposes, but it doesn't
convey the full extent of the cost of phantom taxes.



SAMPLE PRESS RELEASE

HOLD FOR RELEASE UNTIL: FOR FURTHER INFORMATION CONTACT:
Monday, April 16, 1984

(/mssou.e \)
"PHANTOM TAXES" SKYROCKET IN LLEEN6IS)

"Although the arrival of April 16 is painful for .most
Americans, it is a time of celebration for (Missouri') electric

' charged _. (Missouri) utilities collected

companies,'
$$$$ from ratepayers in 1982 for federal tax expenses which they
did not pay to the IRS. Over the years the (Missouri) companies
have accumulated $$$$ in ratepayers' money for tax expenses which
they have-not paid to the IRS.

Across the country, the 150 largest electric utilities
overcharged their customers $5.1 billion for 1982 federal income
taxes which they did not pay to the IRS, up from $3.7 billion in
1981. This represents a cost of $61 per household. The nation's
electric utilities now hold about $34 billion in unpaid federal
income taxes—--the equivalent of $400 per household.

today commended (your representative(s) if they have
already cosponsored) for their support of "The Phantom Tax Reform
Act" which would revoke the federal law requiring these tax
overcharges. They called on the full (Missouri) delegation to
join in support of the bill.

In reports filed with fhe federal government, the (3
Missouri) wutilities listed $$$ million as expenses for federal
income taxes, but theyreported owing only $$$ million to the IRS,

said. (Name utility) had the largest tax overcharge
in the state, $$$ million, according to the group. The utility

charged itsscustomers $$$ million for 1982 federal income taxes,




but owed only $$$ million to the IRS. That represents the

largest tax overcharge by a U.S. electric utility, the group |
said.
Other (Missouri) wutilities also charged their customers for

phantom taxes in 1982, according to . (List your other

state utilities.)
Phantom taxes cost the average residential customer of
(utility with highest number) $$ in higher electric bills. For

(your other utilities) the per customer charges were....

The tax overcharge figures have just been released in a

research report, Electric Utility Phantom Taxes: 1982 prepared
by the Environmental Action Foundation of Washington, D.C. which

specializes in the study of the electric utility industry.
The report explains that phantom taXxes are created because

the current federal tax code requires utilities to charge

customers as if they did not receive major tax breaks. In fact,

utilities are able to reduce their taxes owed to the IRS by
taking a 10% investment tax credit on all new construction and by
writing off the value of a new plant in the first few years
through accelerated depreciation. Thesflederali tax codeprevenits
state public utility commissions from passing through these tax
benefits to ratepayers when they are received.

The tax revenues from ratepayers are recorded in deferred
tax and deferred tax credit accounts. Eventually deferred taxes
are supposed to be paid to the IRS and deferred tax credits
returned to ratepayers; but the utilities are allowed to spend

the money as it comes in, rather than gaving it for thesge. future

payments. Meanwhile, customers must make an involuntary loan to



their utility, the foundation said. As long as a utility
continues to grow, it can postpone much of its tax liability
indefinitely.

Right now (your utility with highest per customer number for
accumulated deferred taxes) has an average of $$$ for each
residential customer which they have collected over the years for
tax expenses but never paid to the IRS. Other (Missouri)
utilities are holding ....

"The utilities say they will pay this money, but the
accounts keep getting bigger every year. How much are they

really paying?" asked . The Foundation report

claims that as long as a utility continues to grow, it can
postpone much of its tax liability indefinitely.

"The current phantom tax policy hurts consumers in the

long term as well," charged . "Utilities use these

billions in phantom tax revenues to finance construction of more
power piants, instead of pursuing far cheaper conservation
measures."

To make matters worse, a utility can charge customers fof a
profit on the portion of its investments which were financed with
investment tax credits. These "hidden profits" totaled $1.1
billion in 1982, according to the Foundation report. Federal
law prevents utility regulators from restricting these added
profits.

"Utility rates should be based on actual costs, not on some

exercise in accounting legerdemain," concluded.
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