
Internal Revenue Service Regulations: 
 
Normalization & Proration  
 

- Normalization refers to a method of accounting in which the tax benefits associated with 
depreciation of utility assets are spread over the same time period that the costs of those assets 
are recovered from customers.   

- Normalization rules set forth in Section 1.167(l)-1 of the Treasury Regulations as they apply to a 
public utility using a future test year to determine rates 

o Treasury Regulation Section 1.167(I)-1(h)(6)(ii) dictates the use of a proration method of 
determining ADIT balances for future test years.    
 The stated regulation above provides a very specific proration procedure in 

measuring the amount of future test period ADIT.  This regulation requires that 
if solely a historical period is used to determine the ADIT balance to be 
subtracted from rate base, the full amount of the ADIT reserve account at the 
end of the historical period is the amount by which rate base is reduced.  If, on 
the other hand, a future period is used to determine the ADIT balance, “the 
amount of the reserve account for the period is the amount of the reserve at 
the beginning of the period and a pro rata portion of the amount of any 
projected increase to be credited or decrease to be charged to the account 
during such period.” 

 Proration is required to ensure that the tax benefits of accelerated depreciation 
will not be flowed through to customers faster than they will be recognized by 
the utility.  The IRS assumes that such benefits are received on the last day of 
the period over which the deferred amount is recognized.  For instance, if the 
forecasted increase to SPS’s ADIT balance during the Test Year period was $1.2 
million, the proration adjustment would reflect that that ADIT balance was 
accumulated incrementally over the course of the entire Test Year ($100,000 
per month). Accordingly, the tax benefit is flowed through to customers as it is 
accrued over time. 

 According to several PLRs, “the historical period is that portion of the test 
period before rates go into effect,” and the future period is “the portion of the 
test period after the effective date of the rate order…” PLR 201531010 These 
definitions are consistent with the purpose of normalization, which is to 
preserve the benefits of accelerated depreciation by prohibiting flow-through 
accounting for regulated utilities.   

- IRS Code section 1.167(1)-1(h)(6)(i) 
o Monthly changes to deferred tax balance must be prorated to avoid reduction of 

deferred taxes to rate base faster than allowed.   
 Cannot give away benefit to customers (reduction to rate base) faster than book 

depreciation; no flow-through accounting but normalizing tax 
benefits/detriments.   

- PLR 9029040 
o ADIT (Cost-free/ no-cost capital) excluded from Rate Base cannot be greater than the 

ADIT used in determining DIT.   
- PLR 9202029  

o Portion of Test Year is a future period; projected ADIT accruals must be prorated. 
 If averaged ADIT the timing requirements will be violated  

Attachment LHP-4 
Hearing Exhibit 111 

Page 1 of 2



• Too much will be excluded from Rate Base  
o Denies utility a return on “capital” it is projected to have.   

 Companies need to prorate the deferred tax monthly balances  
• Prior beginning/ending average balancing was done  

 
Section 167(1)-1(h)(6) states that: 
“If a solely future period is used for such determination, the mount of the reserve account for the period 
is the amount of the reserve at the beginning of the period and a prorate portion of the amount of any 
projected increase to be credited or decrease to be charged to the account during such period.  If such 
determination is made by reference both to an historical portion and to a future portion of a period, the 
amount of the reserve account for the period is the amount of the reserve at the end of the historical 
portion of the period and a prorate portion of the amount of any projected increase to be credited or 
decrease to be charged to the account during future portion of the period.”   
 
 

- IRS concluded (through PLRs) that when a (formula) rate filing is based on a projected test 
period, the proration formula is required stating: 

“Here, Taxpayer has used a template approved by Commission to calculate formula-
based rates.  Commission has, at all times, required that utilities under its jurisdiction use 
normalization methods of accounting. Taxpayer also intended at all times to comply with the 
normalization rules.  However, Taxpayer concluded that the use of the true-up would allow the 
entirety of the rate calculation to be considered purely historical period and thus not require the 
application of the proration formula described in Sec. 1.167(l)-1(h)(6)(ii).  As concluded above, 
this conclusion is not in accord with the normalization rules.  However because both Commission 
and Taxpayer at all times sought to comply, because Taxpayer merely populated a Commission-
approved formula template rather than Commission carefully considering the calculation and 
ordering its use by Taxpayer, and because Taxpayer will take the corrective actions described 
above, it is not currently appropriate to apply the sanction of denial of accelerated depreciation 
to Taxpayer.”   
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