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Federal RegulationsReg 8 1.167(l)-1. Limitations on reasonable allowance in
case of property of certain public utilities.

Caution: The Treasury has not yet amended Reg 8 1.167(l)-1 to reflect changes made by P.L. 101-508

QEffective: Reg. 81.167(l)-1 has not been updated to reflect subsequent legislation.

(a)In general.

(1)Scope. Section 167(l) in general provides limitations on the use of certain methods of computing a
reasonable allowance for depreciation under section 167(a) with respect to "public utility property" (see
paragraph (b) of this section) for all taxable years for which a Federal income tax return was not filed
before August 1, 1969. The limitations are set forth in paragraph (c) of this section for "pre-1970 public
utility property" and in paragraph (d) of this section for "post-1969 public utility property." Under section
167(l), a taxpayer may always use a straight line method (or other "subsection (I) method" as defined in
paragraph (f) of this section). In general, the use of a method of depreciation other than a subsection (1)
method is not prohibited by section 167(1) for any taxpayer if the taxpayer uses a "normalization method
of regulated accounting” (described in paragraph (h) of this section). In certain cases, the use of a
method of depreciation other than a subsection (I) method is not prohibited by section 167(l) if the
taxpayer used a "flow-through method of regulated accounting" described in paragraph (i) of this

section) for its "July 1969 regulated accounting period" (described in paragraph (g) of this section)


https://checkpoint.riag.com/app/find?begParm=y&appVer=17.03&dbName=TREGS&linkType=docloc&locId=1.167%28l%29-1&ods=FTREGS&permaId=i99e4d726096a11dc8063c7f8ee2eaa77&permaType=doc&tagName=REG&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&appVer=17.03&dbName=TREGS&linkType=docloc&locId=1.167%28l%29-1&ods=FTREGS&permaId=i99e4d726096a11dc8063c7f8ee2eaa77&permaType=doc&tagName=REG&endParm=y
https://checkpoint.riag.com/app/find?begParm=y&app.version=17.03&dbName=TREGS&linkType=docloc&locId=1.167%28l%29-1&permaId=i99e4d726096a11dc8063c7f8ee2eaa77&tagName=REG&endParm=y

Attachment MLO-4
Hearing Exhibit 114
Page 2 of 29

whether or not the taxpayer uses either a normalization or a flow-through method of regulated
accounting after its July 1969 regulated accounting period. However, in no event may a method of
depreciation other than a subsection (I) method be used in the case of pre-1970 public utility property
unless such method of depreciation is the "applicable 1968 method" (within the meaning of paragraph
(e) of this section). The normalization requirements of section 167(l) with respect to public utility property
defined in section 167(1)(3)(A) pertain only to the deferral of Federal income tax liability resulting from
the use of an accelerated method of depreciation for computing the allowance for depreciation under
section 167 and the use of straight line depreciation for computing tax expense and depreciation
expense for purposes of establishing cost of services and for reflecting operating results in regulated
books of account. Regulations under section 167(l) do not pertain to other book-tax timing differences
with respect to State income taxes, F.I.C.A. taxes, construction costs, or any other taxes and items. The
rules provided in paragraph (h)(6) of this section are to insure that the same time period is used to
determine the deferred tax reserve amount resulting from the use of an accelerated method of
depreciation for cost of service purposes and the reserve amount that may be excluded from the rate
base or included in no-cost capital in determining such cost of services. The formula provided in
paragraph (h)(6)(ii) of this section is to be used in conjunction with the method of accounting for the
reserve for deferred taxes (otherwise proper under paragraph (h)(2) of this section) in accordance with
the accounting requirements prescribed or approved, if applicable, by the regulatory body having
jurisdiction over the taxpayer's regulated books of account. The formula provides a method to determine
the period of time during which the taxpayer will be treated as having received amounts credited or
charged to the reserve account so that the disallowance of earnings with respect to such amounts
through rate base exclusion or treatment as no-cost capital will take into account the factor of time for
which such amounts are held by the taxpayer. The formula serves to limit the amount of such

disallowance.

(2)Methods of depreciation. For purposes of section 167(l), in the case of a declining balance method
each different uniform rate applied to the unrecovered cost or other basis of the property is a different
method of depreciation. For purposes of section 167(1), a change in a uniform rate of depreciation due to
a change in the useful life of the property or a change in the taxpayer's unrecovered cost or other basis
for the property is not a change in the method of depreciation. The use of "guideline lives" or "class lives"
for Federal income tax purposes and different lives on the taxpayer's regulated books of account is

generally not treated for purposes of section 167(l) as a different method of depreciation. Further, the
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use of an unrecovered cost or other basis or salvage value for Federal income tax purposes different
from the basis or salvage value used on the taxpayer's regulated books of account is not treated as a

different method of depreciation.

(3)Application of certain other provisions to public utility property. For rules with respect to application of
the investment credit to public utility property, see section 46(e). For rules with respect to the application
of the class life asset depreciation range system, including the treatment of the use of "class lives" for
Federal income tax purposes and different lives on the taxpayer's regulated books of account, see

§1.167(a)-11 and § 1.167(a)-12.

(4)Effect on agreements under section 167(d). If the taxpayer has entered into an agreement under
section 167(d) as to any public utility property and such agreement requires the use of a method of
depreciation prohibited by section 167(l), such agreement shall terminate as to such property. The
termination, in accordance with this subparagraph, shall not affect any other property (whether or not

public utility property) covered by the agreement.

(5)Effect of change in method of depreciation. If, because the method of depreciation used by the
taxpayer with respect to public utility property is prohibited by section 167(l), the taxpayer changes to a
method of depreciation not prohibited by section 167(l), then when the change is made the unrecovered
cost or other basis shall be recovered through annual allowances over the estimated remaining useful

life determined in accordance with the circumstances existing at that time.

(b)Public utility property.

(1)In general. Under section 167(1)(3)(A), property is "public utility property” during any period in which
it is used predominantly in a "section 167(l) public utility activity." The term "section 167(I) public utility

activity" means the trade or business of the furnishing or sale of-

(i) Electrical energy, water, or sewage disposal services,
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(i) Gas or steam through a local distribution system,

(i) Telephone services,

(iv) Other communication services (whether or not telephone services) if furnished or sold by the
Communications Satellite Corporation for purposes authorized by the Communications Satellite Act of

1962 (47 U.S.C. 701), or

(v) Transportation of gas or steam by pipeline,

if the rates for such furnishing or sale, as the case may be, are regulated, i.e., have been established or
approved by a regulatory body described in section 167(1)(3)(A). The term "regulatory body described
in section 167(1)(3)(A)" means a State (including the District of Columbia) or political subdivision
thereof, any agency or instrumentality of the United States, or a public service or public utility
commission or other body of any State or political subdivision thereof similar to such a commission.
The term "established or approved" includes the filing of a schedule of rates with a regulatory body
which has the power to approve such rates, even though such body has taken no action on the filed

schedule or generally leaves undisturbed rates filed by the taxpayer involved.

(2)Classification of property. If property is not used solely in a section 167(l) public utility activity, such
property shall be public utility property if its predominant use is in a section 167(l) public utility activity.
The predominant use of property for any period shall be determined by reference to the proper accounts
to which expenditures for such property are chargeable under the system of regulated accounts
required to be used for the period for which the determination is made and in accordance with the
principles of §1.46-3(g)(4) (relating to credit for investment in certain depreciable property). Thus, for
example, for purposes of determining whether property is used predominantly in the trade or business of
the furnishing or sale of transportation of gas by pipeline, or furnishing or sale of gas through a local

distribution system, or both, the rules prescribed in §1.46-3(g)(4) apply, except that accounts 365
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through 371, inclusive (Transmission Plant), shall be added to the accounts enumerated in subdivision

(i) of such paragraph (g)(4).

(c)Pre-1970 public utility property.

(1)Definition.

(i) Under section 167(1)(3)(B), the term "pre-1970 public utility property" means property which was
public utility property at any time before January 1, 1970. If a taxpayer acquires pre-1970 public utility
property, such property shall be pre-1970 public utility property in the hands of the taxpayer even
though such property may have been acquired by the taxpayer in an arm's-length cash sale at fair
market value or in a tax-free exchange. Thus, for example, if corporation X which is a member of the
same controlled group of corporations (within the meaning of section 1563(a)) as corporation Y sells
pre-1970 public utility property to Y, such property is pre-1970 public utility property in the hands of Y.
The result would be the same if X and Y were not members of the same controlled group of

corporations.

(i) If the basis of public utility property acquired by the taxpayer in a transaction is determined in whole
or in part by reference to the basis of any of the taxpayer's pre-1970 public utility property by reason of
the application of any provision of the code, and if immediately after the transaction the adjusted basis
of the property acquired is less than 200 percent of the adjusted basis of such pre-1970 public utility

property immediately before the transaction, the property acquired is pre-1970 public utility property.

(2)Methods of depreciation not prohibited. Under section 167(1)(1), in the case of pre-1970 public utility
property, the term "reasonable allowance" as used in section 167(a) means, for a taxable year for which
a Federal income tax return was not filed before August 1, 1969, and in which such property is public

utility property, an allowance (allowable without regard to section 167(l)) computed under-

(i) A subsection (I) method, or
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(ii) The applicable 1968 method (other than a subsection () method) used by the taxpayer for such
property, but only if-

(a) The taxpayer uses in respect of such taxable year a normalization method of regulated accounting

for such property,

(b) The taxpayer used a flow-through method of regulated accounting for such property for its July

1969 regulated accounting period, or

(c) The taxpayer's first regulated accounting period with respect to such property is after the
taxpayer's July 1969 regulated accounting period and the taxpayer used a flow-through method of
regulated accounting for its July 1969 regulated accounting period for public utility property of the
same kind (or if there is no property of the same kind, property of the most similar kind) most recently

placed in service. See paragraph (e)(5) of this section for determination of same (or similar) kind.

(3)Flow-through method of regulated accounting in certain cases. See paragraph (e)(6) of this section
for treatment of certain taxpayers with pending applications for change in method of accounting as being
deemed to have used a flow-through method of regulated accounting for the July 1969 regulated

accounting period.

(4)Examples. The provisions of this paragraph may be illustrated by the following examples:

Example (1). Corporation X, a calendar-year taxpayer subject to the jurisdiction of a regulatory body
described in section 167(1)(3)(A), used the straight line method of depreciation (a subsection () method)
for all of its public utility property for which depreciation was allowable on its Federal income tax return
for 1967 (the latest taxable year for which X, prior to August 1, 1969, filed a return). Assume that under
paragraph (e) of this section, X's applicable 1968 method is a subsection (I) method with respect to all of
its public utility property. Thus, with respect to its pre-1970 public utility property, X may only use a

straight line method (or any other subsection (I) method) of depreciation for all taxable years after 1967.
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Example (2). Corporation Y, a calendar-year taxpayer subject to the jurisdiction of the Federal Power
Commission, is engaged exclusively in the transportation of gas by pipeline. On its Federal income tax
return for 1967 (the latest taxable year for which Y, prior to August 1, 1969, filed a return), Y used the
declining balance method of depreciation using a rate of 150 percent of the straight-line rate for all of its
nonsection 1250 public utility property with respect to which depreciation was allowable. Assume that
with respect to all of such property, Y's applicable 1968 method under paragraph (e) of this section is
such 150 percent declining balance method. Assume that Y used a normalization method of regulated
accounting for all relevant regulated accounting periods. If Y continues to use a normalization method of
regulated accounting, Y may compute its reasonable allowance for purposes of section 167(a) using
such 150 percent declining balance method for its nonsection 1250 pre-1970 public utility property for all
taxable years beginning with 1968, provided the use of such method is allowable without regard to
section 167(l). Y may also use a subsection (I) method for any of such pre- 1970 public utility property for
all taxable years beginning after 1967. However, because each different uniform rate applied to the
basis of the property is a different method of depreciation, Y may not use a declining balance method of
depreciation using a rate of twice the straight line rate for any of such pre-1970 public utility property for

any taxable year beginning after 1967.

Example (3). Assume the same facts as in example (2) except that with respect to all of its nonsection
1250 pre-1970 public utility property accounted for in its July 1969 regulated accounting period Y used a
flow-through method of regulated accounting for such period. Assume further that such property is the
property on the basis of which the applicable 1968 method is established for pre-1970 public utility
property of the same kind, but having a first regulated accounting period after the taxpayer's July 1969
regulated accounting period. Beginning with 1968, with respect to such property Y may compute its
reasonable allowance for purposes of section 167(a) using the declining balance method of depreciation
and a rate of 150 percent of the straight line rate, whether it uses a normalization or flow-through method
of regulated accounting after its July 1969 regulated accounting period, provided the use of such

method is allowable without regard to section 167(]).

(d)Post-1969 public utility property.

(1)In general. Under section 167(1)(3)(C), the term "post-1969 public utility property” means any public
utility property which is not pre-1970 public utility property.
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(2)Methods of depreciation not prohibited. Under section 167(1)(2), in the case of post-1969 public utility
property, the term "reasonable allowance" as used in section 167(a) means, for a taxable year, an

allowance (allowable without regard to section 167(l)) computed under-

(i) A subsection (I) method,

(i) A method of depreciation otherwise allowable under section 167 if, with respect to the property, the

taxpayer uses in respect of such taxable year a normalization method of regulated accounting, or

(i) The taxpayer's applicable 1968 method (other than a subsection (I) method) with respect to the
property in question, if the taxpayer used a flow-through method of regulated accounting for its July
1969 regulated accounting period for the property of the same (or similar) kind most recently placed in
service, provided that the property in question is not property to which an election under section
167(1)(4)(A) applies. See §1.167(l)-2 for rules with respect to an election under section 167(1)(4)(A).

See paragraph (e)(5) of this section for definition of same (or similar) kind.

(3)Examples. The provisions of this paragraph may be illustrated by the following examples:

Example (1). Corporation X is engaged exclusively in the trade or business of the transportation of gas
by pipeline and is subject to the jurisdiction of the Federal Power Commission. With respect to all its
public utility property, X's applicable 1968 method (as determined under paragraph (e) of this section) is
the straight line method of depreciation. X may determine its reasonable allowance for depreciation
under section 167(a) with respect to its post-1969 public utility property under a straight line method (or
other subsection () method) or, if X uses a normalization method of regulated accounting, any other
method of depreciation, provided that the use of such other method is allowable under section 167

without regard to section 167(l).

Example (2). Assume the same facts as in example (1) except that with respect to all of X's post-1969
public utility property the applicable 1968 method (as determined under paragraph (e) of this section) is
the declining balance method using a rate of 150 percent of the straight line rate. Assume further that all

of X's pre-1970 public utility property was accounted for in its July 1969 regulated accounting period,
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and that X used a flow-through method of regulated accounting for such period. X may determine its
reasonable allowance for depreciation under section 167 with respect to its post-1969 public utility
property by using the straight line method of depreciation (or any other subsection (I) method), by using
any method otherwise allowable under section 167 (such as a declining balance method) if X uses a
normalization method of regulated accounting, or, by using the declining balance method using a rate of
150 percent of the straight line rate, whether or not X uses a normalization or a flow-through method of

regulated accounting.

(e)Applicable 1968 method.

(1)In general. Under section 167(1)(3)(D), except as provided in subparagraphs (3) and (4) of this

paragraph, the term "applicable 1968 method" means with respect to any public utility property-

(i) The method of depreciation properly used by the taxpayer in its Federal income tax return with

respect to such property for the latest taxable year for which a return was filed before August 1, 1969,

(ii) If subdivision (i) of this subparagraph does not apply, the method of depreciation properly used by
the taxpayer in its Federal income tax return for the latest taxable year for which a return was filed
before August 1, 1969, with respect to public utility property of the same kind (or if there is no property
of the same kind, property of the most similar kind) most recently placed in service before the end of

such latest taxable year, or

(iii) If neither subdivision (i) nor (ii) of this subparagraph applies, a subsection (I) method.

If, on or after August 1, 1969, the taxpayer files an amended return for the taxable year referred to in
subdivisions (i) and (ii) of this subparagraph, such amended return shall not be taken into consideration
in determining the applicable 1968 method. The term "applicable 1968 method" also means with
respect to any public utility property, for the year of change and subsequent years, a method of
depreciation otherwise allowable under section 167 to which the taxpayer changes from an applicable
1968 method if, such new method results in a lesser allowance for depreciation for such property under

section 167 in the year of change and the taxpayer secures the Commissioner's consent to the change
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in accordance with the procedures of section 446(e) and §1.446-1.

(2)Placed in service. For purposes of this section, property is placed in service on the date on which the
period for depreciation begins under section 167. See, for example, § 1.167(a)-10(b) and
§1.167(a)-11(c)(2). If under an averaging convention property which is placed in service (as defined in
§1.46-3(d)(ii)) by the taxpayer on different dates is treated as placed in service on the same date, then
for purposes of section 167(l) the property shall be treated as having been placed in service on the date
the period for depreciation with respect to such property would begin under section 167 absent such
averaging convention. Thus, for example, if, except for the fact that the averaging convention used
assumes that all additions and retirements made during the first half of the year were made on the first
day of the year, the period of depreciation for two items of public utility property would begin on January
10 and March 15, respectively, then for purposes of determining the property of the same (or similar)
kind most recently placed in service, such items of property shall be treated as placed in service on

January 10 and March 15, respectively.

(3)Certain section 1250 property. If a taxpayer is required under section 167(j) to use a method of
depreciation other than its applicable 1968 method with respect to any section 1250 property, the term
"applicable 1968 method" means the method of depreciation allowable under section 167(j) which is the
most nearly comparable method to the applicable 1968 method determined under subparagraph (1) of
this paragraph. For example, if the applicable 1968 method on new section 1250 property is the
declining balance method using 200 percent of the straight line rate, the most nearly comparable
method allowable for new section 1250 property under section 167(j) would be the declining balance
method using 150 percent of the straight line rate. If the applicable 1968 method determined under
subparagraph (1) of this paragraph is the sum of the years-digits method, the term "most nearly

comparable method" refers to any method of depreciation allowable under section 167(j).

(4)Applicable 1968 method in certain cases.

(i)

(a) Under section 167(1)(3)(E), if the taxpayer evidenced within the time and manner specified in (b) of



Attachment MLO-4
Hearing Exhibit 114
Page 11 of 29

this subdivision (i) the intent to use a method of depreciation under section 167 (other than its
applicable 1968 method as determined under subparagraph (1) or (3) of this paragraph or a
subsection (I) method) with respect to any public utility property, such method of depreciation shall be
deemed to be the taxpayer's applicable 1968 method with respect to such public utility property and

public utility property of the same (or most similar) kind subsequently placed in service.

(b) Under this subdivision (i), the intent to use a method of depreciation under section 167 is

evidenced-

(1) By a timely application for permission for a change in method of accounting filed by the taxpayer

before August 1, 1969, or

(2) By the use of such method of depreciation in the computation by the taxpayer of its tax expense
for purposes of reflecting operating results in its regulated books of account for its July 1969
regulated accounting period, as established in the manner prescribed in subparagraph (g)(1) (i), (i),

or (iii) of this section.

(ii)

(a) If public utility property is acquired in a transaction in which its basis in the hands of the transferee
is determined in whole or in part by reference to its basis in the hands of the transferor by reason of
the application of any provision of the Code, or in a transfer (including any purchase for cash or in
exchange) from a related person, then in the hands of the transferee the applicable 1968 method with
respect to such property shall be determined by reference to the treatment in respect of such property

in the hands of the transferor.

(b) For purposes of this subdivision (ii), the term "related person" means a person who is related to

another person if either immediately before or after the transfer-

(1) The relationship between such persons would result in a disallowance of losses under section
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267 (relating to disallowance of losses, etc., between related taxpayers) or section 707(b) (relating to
losses disallowed, etc., between partners and controlled partnerships) and the regulations

thereunder, or

(2) Such persons are members of the same controlled group of corporations, as defined in section
1563(a) (relating to definition of controlled group of corporations), except that "more than 50 percent"
shall be substituted for "at least 80 percent" each place it appears in section 1563(a) and the

regulations thereunder.

(5)Same or similar. The classification of property as being of the same (or similar) kind shall be made by
reference to the function of the public utility to which the primary use of the property relates. Property
which performs the identical function in the identical manner shall be treated as property of the same
kind. The determination that property is of a similar kind shall be made by reference to the proper
account to which expenditures for the property are chargeable under the system of regulated accounts
required to be used by the taxpayer for the period in which the property in question was acquired.
Property, the expenditure for which is chargeable to the same account, is property of the most similar
kind. Property, the expenditure for which is chargeable to an account for property which serves the
same general function, is property of a similar kind. Thus, for example, if corporation X, a natural gas
company, subject to the jurisdiction of the Federal Power Commission, had property properly
chargeable to account 366 (relating to transmission plant structures and improvements) acquired an
additional structure properly chargeable to account 366, under the uniform system of accounts
prescribed for natural gas companies (class A and class B) by the Federal Power Commission, effective
September 1, 1968, the addition would constitute property of the same kind if it performed the identical
function in the identical manner. If, however, the addition did not perform the identical function in the

identical manner, it would be property of the most similar kind.

(6)Regulated method of accounting in certain cases. Under section 167(1)(4)(B), if with respect to any
pre-1970 public utility property the taxpayer filed a timely application for change in method of accounting
referred to in subparagraph (4)(i) (b)(1) of this paragraph and with respect to property of the same (or

similar) kind most recently placed in service the taxpayer used a flow-through method of regulated
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accounting for its July 1969 regulated accounting period, then for purposes of section 167(1)(1)(B) and
paragraph (c) of this section the taxpayer shall be deemed to have used a flow-through method of

regulated accounting with respect to such pre-1970 public utility property.

(7)Examples. The provisions of this paragraph may be illustrated by the following examples:

Example (1). Corporation X is a calendar-year taxpayer. On its Federal income tax return for 1967 (the
latest taxable year for which X, prior to August 1, 1969, filed a return) X used a straight line method of
depreciation with respect to certain public utility property placed in service before 1965 and used the
declining balance method of depreciation using 200 percent of the straight line rate (double declining
balance) with respect to the same kind of public utility property placed in service after 1964. In 1968 and
1970, X placed in service additional public utility property of the same kind. The applicable 1968 method

with respect to the above described public utility property is shown in the following chart:

Applicable 1968

Property held in 1970 Placed in service Method on 1967 return method
Group 1 Before 1965 Straight line Straight line
Group 2 After 1964 and before

1968 Double declining balance Double declining balance

Group 3 After 1967 and before
1969 Do
Group 4 After 1968 Do

Example (2). Corporation Y is a calendar-year taxpayer engaged exclusively in the trade or business of
the furnishing of electrical energy. In 1954, Y placed in service hydroelectric generators and for all
purposes Y has taken straight line depreciation with respect to such generators. In 1960, Y placed in
service fossil fuel generators and for all purposes since 1960 has used the declining balance method of
depreciation using a rate of 150 percent of the straight line rate (computed without reduction for salvage)
with respect to such generators. After 1960 and before 1970 Y did not place in service any generators.
In 1970, Y placed in service additional hydroelectric generators. The applicable 1968 method with

respect to the hydroelectric generators placed in service in 1970 would be the straight line method
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because it was the method used by Y on its return for the latest taxable year for which Y filed a return
before August 1, 1969, with respect to property of the same kind (i.e., hydroelectric generators) most

recently placed in service.

Example (3). Assume the same facts as in example (2), except that the generators placed in service in
1970 were nuclear generators. The applicable 1968 method with respect to such generators is the
declining balance method using a rate of 150 percent of the straight line rate because, with respect to
property of the most similar kind (fossil fuel generators) most recently placed in service, Y used such
declining balance method on its return for the latest taxable year for which it filed a return before August

1, 1969.

(f)Subsection (I) method. Under section 167(1)(3)(F), the term "subsection (I) method" means a
reasonable and consistently applied ratable method of computing depreciation which is allowable under
section 167(a), such as, for example, the straight line method or a unit of production method or
machine-hour method. The term "subsection (l) method" does not include any declining balance method
(regardless of the uniform rate applied), sum of the years-digits method, or method of depreciation which

is allowable solely by reason of section 167(b)(4) or (j)(1)(C).

(g)July 1969 regulated accounting period.

(1)In general. Under section 167(1)(3)(1), the term "July 1969 regulated accounting period" means the
taxpayer's latest accounting period ending before August 1, 1969, for which the taxpayer regularly
computed, before January 1, 1970, its tax expense for purposes of reflecting operating results in its
regulated books of account. The computation by the taxpayer of such tax expense may be established

by reference to the following:

(i) The most recent periodic report of a period ending before August 1, 1969, required by a regulatory
body described in section 167(1)(3)(A) having jurisdiction over the taxpayer's regulated books of
account which was filed with such body before January 1, 1970 (whether or not such body has

jurisdiction over rates).
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(ii) If subdivision (i) of this subparagraph does not apply, the taxpayer's most recent report to its
shareholders for a period ending before August 1, 1969, but only if such report was distributed to the
shareholders before January 1, 1970, and if the taxpayer's stocks or securities are traded in an
established securities market during such period. For purposes of this subdivision, the term

"established securities market" has the meaning assigned to such term in §1.453-3(d)(4).

(iii) If subdivisions (i) and (ii) of this subparagraph do not apply, entries made to the satisfaction of the
district director before January 1, 1970, in its regulated books of account for its most recent accounting

period ending before August 1, 1969.

(2)Jduly 1969 method of regulated accounting in certain acquisitions. If public utility property is acquired
in a transaction in which its basis in the hands of the transferee is determined in whole or in part by
reference to its basis in the hands of the transferor by reason of the application of any provision of the
Code, orin a transfer (including any purchase for cash or in exchange) from a related person, then in the
hands of the transferee the method of regulated accounting for such property's July 1969 regulated
accounting period shall be determined by reference to the treatment in respect of such property in the

hands of the transferor. See paragraph (e)(4)(ii) of this section for definition of "related person".

(3)Determination date. For purposes of section 167(l), any reference to a method of depreciation under
section 167(a), or a method of regulated accounting, taken into account by the taxpayer in computing its
tax expense for its July 1969 regulated accounting period shall be a reference to such tax expense as
shown on the periodic report or report to share-holders to which subparagraph (1)(i) or (ii) of this
paragraph applies or the entries made on the taxpayer's regulated books of account to which
subparagraph (1)(iii) of this paragraph applies. Thus, for example, assume that regulatory body A
having jurisdiction over public utility property with respect to X's regulated books of account requires X to
reflect its tax expense in such books using the same method of depreciation which regulatory body B
uses for determining X's cost of service for ratemaking purposes. If in 1971, in the course of approving a
rate change for X, B retroactively determines X's cost of service for ratemaking purposes for X's July
1969 regulated accounting period using a method of depreciation different from the method reflected in

X's regulated books of account as of January 1, 1970, the method of depreciation used by X for its July
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1969 regulated accounting period would be determined without reference to the method retroactively

used by B in 1971.

(h)Normalization method of accounting.
(1)In general.

(i) Under section 167(l), a taxpayer uses a normalization method of regulated accounting with respect

to public utility property-

(a) If the same method of depreciation (whether or not a subsection (I) method) is used to compute
both its tax expense and its depreciation expense for purposes of establishing cost of service for

ratemaking purposes and for reflecting operating results in its regulated books of account, and

(b) If to compute its allowance for depreciation under section 167 it uses a method of depreciation
other than the method it used for purposes described in (a) of this subdivision, the taxpayer makes
adjustments consistent with subparagraph (2) of this paragraph to a reserve to reflect the total amount
of the deferral of Federal income tax liability resulting from the use with respect to all of its public utility

property of such different methods of depreciation.

(i) In the case of a taxpayer described in section 167(1)(1)(B) or (2)(C), the reference in subdivision (i)
of this subparagraph shall be a reference only to such taxpayer's "qualified public utility property". See

§ 1.167(1)-2(b) for definition of "qualified public utility property".

(iii) Except as provided in this subparagraph, the amount of Federal income tax liability deferred as a
result of the use of different method of depreciation under subdivision (i) of this subparagraph is the
excess (computed without regard to credits) of the amount the tax liability would have been had a
subsection (I) method been used over the amount of the actual tax liability. Such amount shall be taken
into account for the taxable year in which such different methods of depreciation are used. If, however,

in respect of any taxable year the use of a method of depreciation other than a subsection (I) method
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for purposes of determining the taxpayer's reasonable allowance under section 167(a) results in a net
operating loss carryover (as determined under section 172) to a year succeeding such taxable year
which would not have arisen (or an increase in such carryover which would not have arisen) had the
taxpayer determined his reasonable allowance under section 167(a) using a subsection (I) method,
then the amount and time of the deferral of tax liability shall be taken into account in such appropriate

time and manner as is satisfactory to the district director.

(2)Adjustments to reserve.

(i) The taxpayer must credit the amount of deferred Federal income tax determined under
subparagraph (1)(i) of this paragraph for any taxable year to a reserve for deferred taxes, a
depreciation reserve, or other reserve account. The taxpayer need not establish a separate reserve
account for such amount but the amount of deferred tax determined under subparagraph (1)(i) of this
paragraph must be accounted for in such a manner so as to be readily identifiable. With respect to any
account, the aggregate amount allocable to deferred tax under section 167(l) shall not be reduced
except to reflect the amount for any taxable year by which Federal income taxes are greater by reason
of the prior use of different methods of depreciation under subparagraph (1)(i) of this paragraph. An
additional exception is that the aggregate amount allocable to deferred tax under section 167(I) may be
properly adjusted to reflect asset retirements or the expiration of the period for depreciation used in

determining the allowance for depreciation under section 167(a).

(ii) The provisions of this subparagraph may be illustrated by the following examples:

Example (1). Corporation X is exclusively engaged in the transportation of gas by pipeline subject to
the jurisdiction of the Federal Power Commission. With respect to its post-1969 public utility property, X
is entitled under section 167(1)(2)(B) to use a method of depreciation other than a subsection (I) method
if it uses a normalization method of regulated accounting. With respect to such property, X has not
made any election under § 1.167(a)-11 (relating to depreciation based on class lives and asset
depreciation ranges). In 1972, X places in service public utility property with an unadjusted basis of $2
million, and an estimated useful life of 20 years. X uses the declining balance method of depreciation
with a rate twice the straight line rate. If X uses a normalization method of regulated accounting, the

amount of depreciation allowable under section 167(a) with respect to such property for 1972
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computed under the double declining balance method would be $200,000. X computes its tax expense
and depreciation expense for purposes of determining its cost of service for rate-making purposes and
for reflecting operating results in its regulated books of account using the straight line method of
depreciation (a subsection (I) method). A depreciation allowance computed in this manner is $100,000.
The excess of the depreciation allowance determined under the double declining balance method
($200,000) over the depreciation expense computed using the straight line method ($100,000) is
$100,000. Thus, assuming a tax rate of 48 percent, X used a normalization method of regulated
accounting for 1972 with respect to property placed in service that year if for 1972 it added to a reserve
$48,000 as taxes deferred as a result of the use by X of a method of depreciation for Federal income
tax purposes different from that used for establishing its cost of service for ratemaking purposes and for

reflecting operating results in its regulated books of account.

Example (2). Assume the same facts as in example (1), except that X elects to apply 81.167(a)-11 with
respect to all eligible property placed in service in 1972. Assume further that all property X placed in
service in 1972 is eligible property. One hundred percent of the asset guideline period for such property
is 22 years and the asset depreciation range is from 17.5 years to 26.5 years. X uses the double
declining balance method of depreciation, selects an asset depreciation period of 17.5 years, and
applies the half-year convention (described in § 1.167(a)-11(c)(2)(iii)). In 1972, the depreciation
allowable under section 167(a) with respect to property placed in service in 1972 is $114,285
(determined without regard to the normalization requirements in 8§1.167(a)-11(b)(6) and in section
167(1)). X computes its tax expense for purposes of determining its cost of service for ratemaking
purposes and for reflecting operating results in its regulated books of account using the straight line
method of depreciation (a subsection (I) method), an estimated useful life of 22 years (that is, 100
percent of the asset guideline period), and the half-year convention. A depreciation allowance
computed in this manner is $45,454. Assuming a tax rate of 48 percent, the amount that X must add to
a reserve for 1972 with respect to property placed in service that year in order to qualify as using a
normalization method of regulated accounting under section 167(1)(3)(G) is $27,429 and the amount in
order to satisfy the normalization requirements of §1.167(a)-11(b)(6) is $5,610. X determined such

amounts as follows:

(1) Depreciation allowance on tax return
(determined without regard to section 167(l) and

§1.167(a)-11(b)(6)) $114,285

(2) Line (1), recomputed using a straight line 57,142
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method

(3) Difference in depreciation allowance
attributable to different methods (line (1) minus

line (2)) $57,143

(4) Amount to add to reserve under this

paragraph (48 percent of line (3)) 27,429

(5) Amount in line (2) $57,142

(6) Line (5), recomputed by using an estimated
useful life of 22 years and the half-year

convention 45,454

(7) Difference in depreciation allowance

attributable to difference in depreciation periods $11,688

(8) Amount to add to reserve under

81.167(a)-11(b)(6)(ii) (48 percent of line (7)) 5,610

If, for its depreciation expense for purposes of determining its cost of service for rate-making purposes
and for reflecting operating results in its regulated books of account, X had used a period in excess of
the asset guideline period of 22 years, the total amount in lines (4) and (8) in this example would not be

changed.

Example (3). Corporation Y, a calendar-year taxpayer which is engaged in furnishing electrical energy,
made the election provided by section 167(1)(4)(a) with respect to its "qualified public utility property"
(as defined in 81.167(1)-2(b)). In 1971, Y placed in service qualified public utility property which had an
adjusted basis of $2 million, estimated useful life of 10 years, and no salvage value. With respect to
property of the same kind most recently placed in service, Y used a flow-through method of regulated
accounting for its July 1969 regulated accounting period and the applicable 1968 method is the
declining balance method of depreciation using 200 percent of the straight line rate. The amount of
depreciation allowable under the double declining balance method with respect to the qualified public
utility property would be $200,000. Y computes its tax expense and depreciation expense for purposes
of determining its cost of service for ratemaking purposes and for reflecting operating results in its
regulated books of account using the straight line method of depreciation. A depreciation allowance
with respect to the qualified public utility property determined in this manner is $100,000. The excess of

the depreciation allowance determined under the double declining balance method ($200,000) over
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the depreciation expense computed using the straight line method ($100,000) is $100,000. Thus,
assuming a tax rate of 48 percent, Y used a normalization method of regulated accounting for 1971 if
for 1971 it added to a reserve $48,000 as tax deferred as a result of the use by Y of a method of
depreciation for Federal income tax purposes with respect to its qualified public utility property which
method was different from that used for establishing its cost of service for ratemaking purposes and for

reflecting operating results in its regulated books of account for such property.

Example (4). Corporation Z, exclusively engaged in a public utility activity did not use a flow-through
method of regulated accounting for its July 1969 regulated accounting period. In 1971, a regulatory
body having jurisdiction over all of Z's property issued an order applicable to all years beginning with
1968 which provided, in effect, that Z use an accelerated method of depreciation for purposes of
section 167 and for determining its tax expenses for purposes of reflecting operating results in its
regulated books of account. The order further provided that Z normalize 50 percent of the tax deferral
resulting from the use of the accelerated method of depreciation and that Z flow-through 50 percent of
the tax deferral resulting therefrom. Under section 167(l), the method of accounting provided in the
order would not be a normalization method of regulated accounting because Z would not be permitted
to normalize 100 percent of the tax deferral resulting from the use of an accelerated method of
depreciation. Thus, with respect to its public utility property for purposes of section 167, Z may only use

a subsection (I) method of depreciation.

Example (5). Assume the same facts as in example (4) except that the order of the regulatory body
provided, in effect, that Z normalize 100 percent of the tax deferral with respect to 50 percent of its
public utility property and flow-through the tax savings with respect to the other 50 percent of its
property. Because the effect of such an order would allow Z to flow-through a portion of the tax savings
resulting from the use of an accelerated method of depreciation, Z would not be using a normalization
method of regulated accounting with respect to any of its properties. Thus, with respect to its public

utility property for purposes of section 167, Z may only use a subsection (I) method of depreciation.

(3)Establishing compliance with normalization requirements in respect of operating books of account.
The taxpayer may establish compliance with the requirement in subparagraph (1)(i) of this paragraph in
respect of reflecting operating results, and adjustments to a reserve, in its operating books of account by

reference to the following:

(i) The most recent periodic report for a period beginning before the end of the taxable year, required by
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a regulatory body described in section 167(1)(3)(A) having jurisdiction over the taxpayer's regulated
operating books of account which was filed with such body before the due date (determined with regard
to extensions) of the taxpayer's Federal income tax return for such taxable year (whether or not such

body has jurisdiction over rates).

(ii) If subdivision (i) of this subparagraph does not apply, the taxpayer's most recent report to its

shareholders for the taxable year but only if (a) such report was distributed to the shareholders before
the due date (determined with regard to extensions) of the taxpayer's Federal income tax return for the
taxable year and (b) the taxpayer's stocks or securities are traded in an established securities market
during such taxable year. For purposes of this subdivision, the term "established securities market" has

the meaning assigned to such term in § 1.453-3(d)(4).

(iii) If neither subdivision (i) nor (ii) of this subparagraph applies, entries made to the satisfaction of the
district director before the due date (determined with regard to extensions) of the taxpayer's Federal
income tax return for the taxable year in its regulated books of account for its most recent period

beginning before the end of such taxable year.

(4)Establishing compliance with normalization requirements in computing cost of service for ratemaking

purposes.

(i) In the case of a taxpayer which used a flow-through method or regulated accounting for its July 1969
regulated accounting period or thereafter, with respect to all or a portion of its pre-1970 public utility
property, if a regulatory body having jurisdiction to establish the rates of such taxpayer as to such
property (or a court which has jurisdiction over such body) issues an order of general application (or an
order of specific application to the taxpayer) which states that such regulatory body (or court) will permit
a class of taxpayers of which such taxpayer is a member (or such taxpayer) to use the normalization
method of regulated accounting to establish cost of service for ratemaking purposes with respect to all
or a portion of its public utility property, the taxpayer will be presumed to be using the same method of
depreciation to compute both its tax expense and its depreciation expense for purposes of establishing

its cost of service for ratemaking purposes with respect to the public utility property to which such order
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applies. In the event that such order is in any way conditional, the preceding sentence shall not apply
until all of the conditions contained in such order which are applicable to the taxpayer have been
fulfilled. The taxpayer shall establish to the satisfaction of the Commissioner or his delegate that such

conditions have been fulfilled.

(i) In the case of a taxpayer which did not use the flow-through method of regulated accounting for its
July 1969 regulated accounting period or thereafter (including a taxpayer which used a subsection (l)
method of depreciation to compute its allowance for depreciation under section 167(a) and to compute
its tax expense for purposes of reflecting operating results in its regulated books of account), with
respect to any of its public utility property, it will be presumed that such taxpayer is using the same
method of depreciation to compute both its tax expense and its depreciation expense for purposes of
establishing its cost of service for ratemaking purposes with respect to its post-1969 public utility
property. The presumption described in the preceding sentence shall not apply in any case where there
is (a) an expression of intent (regardless of the manner in which such expression of intent is indicated)
by the regulatory body (or bodies), having jurisdiction to establish the rates of such taxpayer, which
indicates that the policy of such regulatory body is in any way inconsistent with the use of the
normalization method of regulated accounting by such taxpayer or by a class of taxpayers of which
such taxpayer is a member, or (b) a decision by a court having jurisdiction over such regulatory body
which decision is in any way inconsistent with the use of the normalization method of regulated
accounting by such taxpayer or a class of taxpayers of which such taxpayer is a member. The
presumption shall be applicable on January 1, 1970, and shall, unless rebutted, be effective until an
inconsistent expression of intent is indicated by such regulatory body or by such court. An example of
such an inconsistent expression of intent is the case of a regulatory body which has, after the July 1969
regulated accounting period and before January 1, 1970, directed public utilities subject to its
ratemaking jurisdiction to use a flow-through method of regulated accounting, or has issued an order of
general application which states that such agency will direct a class of public utilities of which the
taxpayer is a member to use a flow-through method of regulated accounting. The presumption
described in this subdivision may be rebutted by evidence that the flow-through method of regulated

accounting is being used by the taxpayer with respect to such property.

(i) The provisions of this subparagraph may be illustrated by the following examples:



Attachment MLO-4
Hearing Exhibit 114
Page 23 of 29

Example (1). Corporation X is a calendar-year taxpayer and its "applicable 1968 method" is a straight
line method of depreciation. Effective January 1, 1970, X began collecting rates which were based on a
sum of the years-digits method of depreciation and a normalization method of regulated accounting
which rates had been approved by a regulatory body having jurisdiction over X. On October 1, 1971, a
court of proper jurisdiction annulled the rate order prospectively, which annulment was not appealed,
on the basis that the regulatory body had abused its discretion by determining the rates on the basis of
a normalization method of regulated accounting. As there was no inconsistent expression of intent
during 1970 or prior to the due date of X's return for 1970, X's use of the sum of the years-digits method
of depreciation for purposes of section 167 on such return was proper. For 1971, the presumption is in
effect through September 30. During 1971, X may use the sum of the years-digits method of
depreciation for purposes of section 167 from January 1 through September 30, 1971. After September
30, 1971, and for taxable years after 1971, X must use a straight line method of depreciation until the

inconsistent court decision is no longer in effect.

Example (2). Assume the same facts as in example (1), except that pursuant to the order of annulment,
X was required to refund the portion of the rates attributable to the use of the normalization method of
regulated accounting. As there was no inconsistent expression of intent during 1970 or prior to the due
date of X's return for 1970, X has the benefit of the presumption with respect to its use of the sum of the
years-digits method of depreciation for purposes of section 167, but because of the retroactive nature
of the rate order X must file an amended return for 1970 using a straight line method of depreciation. As
the inconsistent decision by the court was handed down prior to the due date of X's Federal income tax
return for 1971, for 1971 and thereafter the presumption of subdivision (ii) of this subparagraph does
not apply. X must file its Federal income tax returns for such years using a straight line method of

depreciation.

Example (3). Assume the same facts as in example (2), except that the annulment order was stayed
pending appeal of the decision to a court of proper appellate jurisdiction. X has the benefit of the
presumption as described in example (2) for the year 1970, but for 1971 and thereafter the
presumption of subdivision (ii) of this subparagraph does not apply. Further, X must file an amended
return for 1970 using a straight line method of depreciation and for 1971 and thereafter X must file its
returns using a straight line method of depreciation unless X and the district director have consented in
writing to extend the time for assessment of tax for 1970 and thereafter with respect to the issue of
normalization method of regulated accounting for as long as may be necessary to allow for resolution

of the appeal with respect to the annulment of the rate order.
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(5)Change in method of regulated accounting. The taxpayer shall notify the district director of a change
in its method of regulated accounting, an order by a regulatory body or court that such method be
changed, or an interim or final rate determination by a regulatory body which determination is
inconsistent with the method of regulated accounting used by the taxpayer immediately prior to the
effective date of such rate determination. Such notification shall be made within 90 days of the date that
the change in method, the order, or the determination is effective. In the case of a change in the method
of regulated accounting, the taxpayer shall recompute its tax liability for any affected taxable year and
such recomputation shall be made in the form of an amended return where necessary unless the
taxpayer and the district director have consented in writing to extend the time for assessment of tax with

respect to the issue of normalization method of regulated accounting.

(6)Exclusion of normalization reserve from rate base.

(i) Notwithstanding the provisions of subparagraph (1) of this paragraph, a taxpayer does not use a
normalization method of regulated accounting if, for ratemaking purposes, the amount of the reserve
for deferred taxes under section 167(l) which is excluded from the base to which the taxpayer's rate of
return is applied, or which is treated as no-cost capital in those rate cases in which the rate of return is
based upon the cost of capital, exceeds the amount of such reserve for deferred taxes for the period

used in determining the taxpayer's tax expense in computing cost of service in such ratemaking.

(ii) For the purpose of determining the maximum amount of the reserve to be excluded from the rate
base (or to be included as no-cost capital) under subdivision (i) of this subparagraph, if solely an
historical period is used to determine depreciation for Federal income tax expense for ratemaking
purposes, then the amount of the reserve account for the period is the amount of the reserve
(determined under subparagraph (2) of this paragraph) at the end of the historical period. If solely a
future period is used for such determination, 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. 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
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portion 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 the future portion of the period. The pro rata portion of
any increase to be credited or decrease to be charged during a future period (or the future portion of a
part-historical and part-future period) shall be determined by multiplying any such increase or decrease
by a fraction, the numerator of which is the number of days remaining in the period at the time such
increase or decrease is to be accrued, and the denominator of which is the total number of days in the

period (or future portion).

(i) The provisions of subdivision (i) of this subparagraph shall not apply in the case of a final
determination of a rate case entered on or before May 31, 1973. For this purpose, a determination is
final if all rights to request a review, a rehearing, or a redetermination by the regulatory body which
makes such determination have been exhausted or have lapsed. The provisions of subdivision (ii) of
this subparagraph shall not apply in the case of a rate case filed prior to June 7, 1974, for which a rate
order is entered by a regulatory body having jurisdiction to establish the rates of the taxpayer prior to
September 5, 1974, whether or not such order is final, appealable, or subject to further review or

reconsideration.

(iv) The provisions of this subparagraph may be illustrated by the following examples:

Example (1). Corporation X is exclusively engaged in the transportation of gas by pipeline subject to
the jurisdiction of the Z Power Commission. With respect to its post-1969 public utility property, X is
entitled under section 167(1)(2)(B) to use a method of depreciation other than a subsection (I) method if
it uses a normalization method of regulated accounting. With respect to X the Z Power Commission for
purposes of establishing cost of service uses a recent consecutive 12-month period ending not more
than 4 months prior to the date of filing a rate case adjusted for certain known changes occurring within
a 9-month period subsequent to the base period. X's rate case is filed on January 1, 1975. The year
1974 is the recorded test period for X's rate case and is the period used in determining X's tax expense
in computing cost of service. The rates are contemplated to be in effect for the years 1975, 1976, and
1977. The adjustments for known changes relate only to wages and salaries. X's rate base at the end
of 1974 is $145,000,000. The amount of the reserve for deferred taxes under section 167(l) at the end
of 1974 is $1,300,000, and the reserve is projected to be $4,400,000 at the end of 1975, $6,600,000 at
the end of 1976, and $9,800,000 at the end of 1977. X does not use a normalization method of
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regulated accounting if the Z Power Commission excludes more than $1,300,000 from the rate base to
which X's rate of return is applied. Similarly, X does not use a hormalization method of regulated

accounting if, instead of the above, the Z Power Commission, in determining X's rate of return which is
applied to the rate base, assigns to no-cost capital an amount that represents the reserve account for

deferred tax that is greater than $1,300,000.

Example (2). Assume the same facts as in example (1) except that the adjustments for known changes
in cost of service made by the Z Power Commission include an additional depreciation expense that

reflects the installation of new equipment put into service on January 1, 1975. Assume further that the
reserve for deferred taxes under section 167(l) at the end of 1974 is $1,300,000 and that the monthly

net increase for the first 9 months of 1975 are projected to be

January 1-31 $310,000
February 1-28 300,000
March 1-31 300,000
April 1-30 280,000
May 1-31 270,000
June 1-30 260,000
July 1-31 260,000
August 1-31 250,000
September 1-30 240,000

$2,470,000

For its regulated books of account X accrues such increases as of the last day of the month but as a

matter of convenience credits increases or charges decreases to the reserve account on the 15th day
of the month following the whole month for which such increase or decrease is accrued. The maximum
amount that may be excluded from the rate base is $2,470,879 (the amount in the reserve at the end of
the historical portion of the period ($1,300,000) and a pro rata portion of the amount of any projected

increase for the future portion of the period to be credited to the reserve ($1,170,879)). Such pro rata
portion is computed (without regard to the date such increase will actually be posted to the account) as

follows:

$310,000 x 243/273 = $275,934
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300,000 x 215/273 = 236,264
300,000 x 184/273 = 202,198
280,000 x 154/273 = 157,949
270,000 x 123/273 = 121,648
260,000 x 93/273 = 88,571
260,000 x 62/273 = 59,048
250,000 x 31/273 = 28,388
240,000 x 1/273 = 879
$1,170,879

Example (3). Assume the same facts as in example (1) except that for purposes of establishing cost of
service the Z Power Commission uses a future test year (1975). The rates are contemplated to be in
effect for 1975, 1976, and 1977. Assume further that plant additions, depreciation expense, and taxes
are projected to the end of 1975 and that the reserve for deferred taxes under section 167(1) is
$1,300,000 for 1974 and is projected to be $4,400,000 at the end of 1975. Assume also that the Z
Power Commission applies the rate of return to X's 1974 rate base of $145,000,000 X and the Z Power
Commission through negotiation arrive at the level of approved rates. X uses a normalization method
of regulated accounting only if the settlement agreement, the rate order, or record of the proceedings of
the Z Power Commission indicates that the Z Power Commission did not exclude an amount
representing the reserve for deferred taxes from X's rate base ($145,000,000) greater than $1,300,000
plus a pro rata portion of the projected increases and decreases that are to be credited or charged to

the reserve account for 1975. Assume that for 1975 quarterly net increases are projected to be

1st quarter $910,000
2nd quarter 810,000
3rd quarter 750,000
4th quarter 630,000

Total $3,100,000

For its regulated books of account X will accrue such increases as of the last day of the quarter but as
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a matter of convenience will credit increases or charge decreases to the reserve account on the 15th
day of the month following the last month of the quarter for which such increase or decrease will be
accrued. The maximum amount that may be excluded from the rate base is $2,591,480 (the amount of
the reserve at the beginning of the period ($1,300,000) plus a pro rata portion ($1,291,480) of the
$3,100,000 projected increase to be credited to the reserve during the period). Such portion is

computed (without regard to the date such increase will actually be posted to the account) as follows:

$910,000 x 276/365 = $688,110
810,000 x 185/365 = 410,548
750,000 x 93/365 = 191,096
630,000 x 1/365 = 1,726
$1,291,480

(Flow-through method of regulated accounting. Under section 167(1)(3)(H), a taxpayer uses a
flow-through method of regulated accounting with respect to public utility property if it uses the same
method of depreciation (other than a subsection (I) method) to compute its allowance for depreciation
under section 167 and to compute its tax expense for purposes of reflecting operating results in its
regulated books of account unless such method is the same method used by the taxpayer to determine
its depreciation expense for purposes of reflecting operating results in its regulated books of account.
Except as provided in the preceding sentence, the method of depreciation used by a taxpayer with
respect to public utility property for purposes of determining cost of service for ratemaking purposes or
rate base for ratemaking purposes shall not be considered in determining whether the taxpayer used a
flow-through method of regulated accounting. A taxpayer may establish use of a flow-through method of
regulated accounting in the same manner that compliance with normalization requirements in respect of

operating books of account may be established under paragraph (h)(4) of this section.

T.D. 7315, 6/6/74 .
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