Comprehensive Tax Reform Priorities:
Maintain Normalization Rules
Shareholder-owned electric utilities support the goals of tax reform to simplify the U.S. tax code, broaden the
tax base, and reduce rates. As Congress considers comprehensive tax reform, it is essential that lawmakers
recognize the importance of maintaining tax normalization rules to support accelerated depreciation or other
investment incentives in the tax code. Tax normalization requires state utility regulators to treat tax benefits
to customers in the same way that the recovery of the cost of the associated utility property is treated, which
is essential to setting and stabilizing utility rates.

Understanding Depreciation Expense
Shareholder-owned electric utilities are highly regulated businesses. A state regulatory commission, often
called a public utility commission (PUC), sets the rates that a regulated electric utility may charge its
customers for electricity service. The PUC allows the utility to recover its “cost of service” and also gives the
utility an opportunity to earn a reasonable rate of return on its invested capital (i.e., its “rate base”). Among
the items included in cost of service are fuel costs, operations and maintenance costs, depreciation expense,
and income tax expense.
Utilities invest in power plants, transmission and distribution systems, and other equipment needed to
provide reliable electric service. These assets have long lifespans. Today, utilities are engaged in significant
capital expansion, and will invest about $85 billion per year through 2014 in major transmission,
distribution, and smart grid system upgrades; new, cleaner generation capacity; cyber security measures; and
environmental and energy-efficiency improvements.
The “book” or regulatory treatment of a utility asset may differ from the tax treatment of the asset under the
Internal Revenue Code. Utilities account for depreciation of their assets through both regulatory depreciation
and tax depreciation. Regulatory depreciation generally spreads the cost of utility property ratably over its
useful life so that the cost is borne equally by both current and future customers who will benefit from the
property.
Tax law allows a company to accelerate depreciation allowances. When a company accelerates the
depreciation of an asset for tax purposes, it records more tax depreciation in the first few years of an asset’s
life, and less depreciation in the later years, relative to book or regulatory depreciation. While this approach
results in a timing difference, cumulative tax and book depreciation generally are equal over the course of an
asset’s life.

Normalization Versus Flow-Through Accounting
One issue federal and state regulators face in establishing utility rates is whether income tax expense should
be based on regulatory depreciation or tax depreciation.
The use of regulatory depreciation to determine income tax expense is known as the normalization method of
accounting. (Normalization also is known as deferred tax accounting.) The use of tax depreciation is known
as the flow-through method.
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Normalization Accounting
When setting rates, normalization spreads the tax benefits associated with utility assets over the same
time period that the costs of those assets are recovered from customers. Normalization seeks to treat
current and future utility customers equitably by allowing all customers to enjoy the tax benefits of
depreciation. Normalization has the effect of levelizing customer rates over time.
Normalization accounts for the difference in timing of when tax benefits are reflected on the utility’s
tax return and when they are reflected in customers’ rates by creating a liability. This liability reduces
the utility’s rate base upon which the utility is allowed to earn its rate of return.
The Internal Revenue Code requires the use of normalization as a prerequisite to claiming
accelerated depreciation and certain tax credits. If the tax benefits are not normalized in the
ratemaking process, the utility loses the right to claim the benefits.



Flow-Through Accounting
Under flow-through accounting, PUCs reduce customer rates—to account for accelerated tax
depreciation benefits—during the same time period that the utility realizes these tax benefits on its
tax returns. This regulatory accounting method has the effect of “flowing through” the current year’s
tax benefits directly to current customers. However, this means the benefits are not available to
reduce rates for future customers, who also will pay for these long-lived utility assets.
With flow-through accounting, utility rates are lower in the early years of the useful life of the
property that produced the tax benefits and higher in the later years. Flow-through accounting
eliminates or reduces a utility’s incentive to invest in qualified property, such as new generating
facilities, new transmission systems, or distribution upgrades.

Congressional Approval Of Normalization
Congress first promulgated normalization rules for accelerated depreciation in the 1960s. Congress imposed
rules restricting the ability of PUCs to flow through tax benefits to customers because the purpose of
accelerated depreciation is to stimulate capital investment and not to subsidize consumers’ utility rates.
Deferred tax accounting (upon which normalization is based) is required under Generally Accepted
Accounting Principles (GAAP) for all non-regulated companies. The Federal Energy Regulatory
Commission (FERC) has required normalization for all timing differences for electric utilities since 1982.
However, some PUCs have adopted normalization only for items mandated by the Internal Revenue Code,
such as accelerated depreciation, while other PUCs have adopted normalization similar to the FERC method.

Importance Of Normalization For Electric Utilities
Tax normalization must be maintained to the extent that accelerated depreciation or other investment
incentives are retained in the tax code. Normalization is a key element in setting and stabilizing utility rates
because it requires regulators to reflect tax benefits in the same manner as the recovery of the cost of the
associated utility property. Normalization also has proven effective in maintaining incentives for electric
utilities to invest in capital equipment.
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