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Q1.

Q2.

Qs.

Q4.

DIRECT TESTIMONY OF DANIEL E. MUELLER
ON BEHALF OF
INDIANA MICHIGAN POWER COMPANY

Introduction of Witness

Please state your name and business address.

My name is Daniel E. Mueller and my business address is American Electric
Power, 1 Riverside Plaza, Columbus, OH 43215.

By whom are you employed and in what capacity?

| am employed by American Electric Power Service Corporation (AEPSC) as
Director Tax Planning & Operations.

What are your responsibilities as Director Tax Planning & Operations?

As Director Tax Planning & Operations, | am responsible for coordinating and
developing state and federal tax data provided by the AEPSC Tax Department

for use in regulatory proceedings.

Briefly describe your educational background and professional

experience.

| graduated from The Ohio State University with a Bachelor of Science in
Business Administration in Accounting and additionally earned a Master of
Accounting degree. Since 2011, I've been a Certified Public Accountant licensed
in the state of Ohio. From 2011 to 2014 | performed tax consulting services at
Deloitte. In 2014, | accepted a position with AEPSC as a Senior Tax Analyst.
Since then, | have been promoted to Principal Tax Analyst, Tax Project

Manager, Tax Manager, and was promoted to my current role of Director of Tax
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Q5.

l!.

Q6.

Q7.

Planning and Operations in 2020. | have attended numerous tax and utility

industry conferences throughout my professional career.

Have you previously testified before any regulatory commissions?

No.

Purpose of Testimony

What is the purpose of your testimony?

The purpose of my testimony is to address the income tax implications of the
Clean Energy Projects that Indiana Michigan Power Company (1&M or
Company) is proposing to acquire through purchase and sale agreements
(Clean Energy PSA Projects) that are the subject of this filing, including: (1)
qualification for the federal Production Tax Credit (PTC); (2) accelerated tax
depreciation; and (3) the Company’s ability to utilize PTCs generated by the
PSA Clean Energy Projects and the ability to transfer (or “monetize”) those
PTCs.

Federal Income Tax Credits

Do the Clean Energy PSA Projects meet the criteria to be qualifying
facilities for the Investment Tax Credit and PTC?

Yes. The Clean Energy PSA Projects meet the criteria of being a qualifying
facility that is eligible for either the Investment Tax Credit (ITC) or PTC. The
Inflation Reduction Act of 2022 (IRA) provided the optionality for a qualifying
facility to elect either the Investment Tax Credit (ITC) or PTC. It is expected that
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an election will be made for the Clean Energy PSA Projects to generate the
PTC. The actual election of the PTC will occur with the filing of the federal
income tax return for the tax year in which the Clean Energy PSA Projects are
placed in service. The testimony of Company witness Williamson discusses the

benefit to customers from this election.

Q8. Please provide a brief overview of the PTC.

The PTC is a general business credit under Internal Revenue Code (IRC)
Section 38.1 A taxpayer may claim a PTC for electricity produced by a qualifying
facility as outlined under IRC Section 45. In the case of a facility using solar
energy to produce electricity, a qualified facility is “any facility owned by the
taxpayer which is originally placed in service after the date of the enactment of
this paragraph and the construction of which begins before January 1, 2025."
The PTC is generally available for a 10-year period beginning on the date the
qualifying facility is placed in service.

Q9. Can you please describe the differences between an ITC and a PTC?

Yes. Which both the ITC and PTC are credits intended to assist companies in
developing renewable energy sources, there are three main distinct differences
between the two credits. The first of these differences is the basis of each
credit. The ITC is based on a percentage of the invested capital cost of a facility
whereas the PTC is based on the production of electricity generated by a facility.

The second main difference between an ITC and a PTC is the number of years
in which a credit is generated. An ITC is generated only one time and in the
year the facility is placed in service. A PTC, on the other hand, is generated

126 U.S.C. § 38(b)(8).
226 U.S.C. § 45(d)(4).
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Q10.

each year for a 10-year period starting the year in which the facility is placed in

service.

The last main difference between an ITC and a PTC are the restrictions
imposed, or not imposed, by the IRC on passing the benefit of the credits to
customers when the facility is public utility property. The IRC includes
normalization rules that dictate how a utility may pass the benefit of an ITC to
customers. Based on an irrevocable election made in the early 1970’s, I1&M
may only provide the benefits of ITC on public utility property as a credit to the
cost of service ratably over the regulatory depreciable life of the asset. The

normalization rules however do not apply to PTC.

How is the amount of the PTC calculated?

As specified under IRC Section 45(a), the amount of the PTC for any taxable
year is equal to a credit rate multiplied by the output of electricity produced by
the taxpayer:

1. From qualified energy resources;

2. At a qualified facility during the 10-year period beginning on the date the
facility was originally placed in service; and

3. Sold by the taxpayer to an unrelated person during the taxable year.

The credit rate used in the calculation is adjusted for inflation annually and as of
the filing of this testimony is 2.75 cents per kilowatt hour (27.5 dollars per

megawatt hour).2

Prior to passage of the IRA, Section 45 provided for a phase-out of the PTC
based on the date on which construction of the facility began. The IRA, which
was signed into law by President Biden on August 16, 2022, provides an

3 United States, Internal Revenue Service. “Credit for Renewable Electricity Production and Publication
of Inflation Adjustment Factors and Reference Prices for Calendar Year 2022; Correction. 87 Fed. Reg.
2704 (May 6, 2022). (https://www federalregister.gov/documents/2022/05/06/2022-09695/credit-for-
renewable-electricity-production-and-publication-of-inflation-adjustment-factor-and).
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Q11.

extension of the pre-IRA PTC framework as well as a transition to new
technology-neutral Clean Electricity Production Credits and Clean Electricity

Investment Credits.

The IRA modified the phase-out of the PTC that existed under prior law. The
prior law phase-out of the PTC only applies to facilities that were placed in
service before January 1, 2022. Subsequent to enactment of the IRA, a full
(100%) PTC is available for qualifying facilities that are placed in service after
December 31, 2021, if the facilities satisfy prevailing wage and apprenticeship
requirements or are exempt from such requirements.* On November 30, 2022,
the Internal Revenue Service (IRS) published Notice 2022-61 to provide initial
guidance on the prevailing wage and apprenticeship requirements.®> The IRA
included a provision which states that projects that begin construction before the
60th day after the date the Secretary of Treasury issues the prevailing wage and
apprenticeship regulations (60 Day Date) are exempt from meeting such
requirements. Based on the date on which Notice 2022-61 was published,
projects that began construction before January 29, 2023, are exempt from the
prevailing wage and apprenticeship requirements if it meets the Continuous
Efforts Requirement discussed later in my testimony. If a facility is not exempt
from the prevailing wage and apprenticeship requirements and does not meet
those requirements, a qualifying facility could only be eligible for a PTC at 20%
of the full (100%) amount.

Please discuss the criteria for establishing the date on which construction
of a facility begins for the PTC.

In Notice 2013-29, the IRS provided two methods that taxpayers may use to
establish that construction of a qualified facility has begun (the “Begun

426 U.S.C. §45(b)(6).

5 Notice 2022-61 (hitps://www.federalregister.gov/documents/2022/11/30/2022-26108/prevailing-wage-
and-apprenticeship-initial-quidance-under-section-45b6bii-and-other-substantially)
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Construction Requirement”). A taxpayer only needs to satisfy one of the
methods to establish that construction of a facility has begun in order to qualify
for the credit. Under the first method, which is a facts and circumstances
approach, a taxpayer may satisfy the Begun Construction Requirement by
starting physical work of a significant nature (“Physical Work Test”). Under the
second method, which is a safe harbor, the Begun Construction Requirement of
a facility is satisfied upon the taxpayer paying or incurring five percent or more
of the total cost of the facility (the “Five Percent Safe Harbor”). Both the
Physical Work Test and the Five Percent Safe Harbor require that a taxpayer
make continuous efforts to advance towards completion of the facility after it has
begun construction (the “Continuous Efforts Requirement”). With the exception
of land and property not integral to the facility, all costs properly included in the
depreciable basis of the facility are considered in determining whether the Five

Percent Safe Harbor has been met.

While the Continuous Efforts Requirement is a facts and circumstances test, the
IRS has issued notices to provide a safe harbor for satisfying the requirement.
Generally speaking, these notices provide that a facility will be considered to
have satisfied the Continuous Efforts Requirement if the facility is placed in
service in a calendar year that is a certain number of years after the calendar
year during which construction of the facility began. Notice 2021 -416 addressed
those facilities that began construction during years 2016, 2017, 2018, or 2019,
and provided that the Continuous Efforts Requirement will be satisfied if the
facility is placed in service by the end of the year that is no more than six years
after the year in which construction began, and those facilities that began
construction during 2020, this six-year window is reduced to five years after the
year in which construction began. For those facilities that began construction
during 2021 and later, the window is further reduced to four years after the year

8 Notice 2021-41 (https://www.irs.gov/publ/irs-drop/n-21-41.pdf).
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Qi2.

in which construction began.” If a project began construction prior to the 60 Day
Date but is not placed in service prior to the safe harbor deadline to meet the
Continuous Efforts Requirement, it would have to satisfy the prevailing wage
and apprenticeship requirements to be eligible for the full (100%) PTC unless
the Continuous Efforts Requirement can be satisfied under the relevant facts

and circumstances.

IRS Notices 2013-608 and 2014-46° also provide that if a facility consisting of
more than tangible personal property is sold to an unrelated person after the
Begun Construction Requirement is satisfied, the acquiring taxpayer may
consider the work performed or amount paid by the unrelated transferor for
purposes of satisfying the Physical Work Test or the Five Percent Safe Harbor.
Thus, there is no requirement that a taxpayer own the facility at the time
construction began in order to claim PTCs for the facility.

Do the Clean Energy PSA Projects qualify for the PTC and at what

percent?

Yes. Itis expected that the Clean Energy PSA Projects will be eligible for the
PTC at a 100% level. The developers of the Clean Energy PSA Projects began
construction prior to the 60 Day Date for purposes of the exemption from the
prevailing wage and apprenticeship requirements. As a result, they would be
eligible for the PTC at a 100% level by either meeting the prevailing wage and
apprenticeship requirements or by being placed in service by December 31,
2025 to satisfy the Continuity Efforts Requirement to be exempt from the
prevailing wage and apprenticeship requirements. Company witness Lozier
discusses the construction timeline for the Clean Energy PSA Projects.

Company witness Gaul discusses how the prevailing wage and apprenticeship

7 Notice 2022-61 confirmed the four-year continuity safe harbor.
8 IRS Notice 2013-60 (https://www.irs.gov/pub/irs-drop/n-13-60.pdf).
9 |RS Notice 2014-46 (https://www.irs.gov/pub/irs-drop/n-14-46.pdf).
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Q13.

Q14.

requirements are being addressed in the contracts to acquire the Clean Energy
PSA Projects.

Does the potential exist for a renewable energy facility to qualify for more
than the 100% PTC?

Yes. The IRA provides for “bonus” credits if a project meets certain criteria for
either domestic content or for being located in an energy community. The
bonus credit is 10% of the PTC that would otherwise be available without taking
into account any other bonus credits. If a project satisfies either the domestic
content or energy community requirements and would otherwise qualify for the
PTC at 100%, it would therefore be eligible for the PTC at 110%. In addition, if
a project satisfies both the domestic content and energy community
requireme_nts and would otherwise qualify for the PTC at 100%, it would be
eligible for the PTC at 120%.

Will the Clean Energy PSA Projects qualify for bonus credits?

At this time, the Company is unable to determine with certainty whether the
Clean Energy PSA Projects will qualify for bonus credits. The modeling of PTC
from the Clean Energy PSA Projects and the associated revenue requirements
do not include any assumption that the projects will be eligible for any bonus
credits. The IRS has yet to issue necessary guidance to determine the criteria
for qualifying for these bonus credits.
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IV. Accelerated Tax Depreciation and Accumulated Deferred Federal

Income Taxes

Q15. What is the tax recovery life for the assets comprising the Clean Energy

Q16.

PSA Projects?

The Modified Accelerated Cost-Recovery System (MACRS) is a tax depreciation
system used to allow the capitalized cost of an asset to be recovered over a
period via annual depreciation deductions. MACRS establishes the class lives
over which property is depreciated under the IRC. The assets underlying the
Clean Energy PSA Projects will primarily be comprised of property that is
classified as five-year property under MACRS because it is equipment that uses

solar energy to generate electricity.°

How does the five-year tax recovery life impact future accounting and

ratemaking?

Because the Clean Energy PSA Projects will primarily be comprised of property
that is classified as five-year property under MACRS, the assets will be
depreciated more rapidly for tax purposes than for book purposes. For book
purposes, the assets will be depreciated ratably over their 35-year book
depreciable life. This difference in the timing of book and tax depreciation
creates differences in the book and tax basis of the assets. This difference in
basis makes it necessary to record deferred taxes for the future income tax
liability that will be recognized as the timing difference between book and tax
depreciation reverses. The accumulated deferred federal income taxes (ADFIT)
generated by the Clean Energy PSA Projects will be included in the Company’s

weighted average cost of capital in future base cases, as cost-free capital.

1026 U.S.C. § 168(e)(3)(B)(vi) with reference to §48(a)(3)(A).
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V. Credit Limitations and Deferral of Cash Tax Benefits

Q17. Are there limitations on a taxpayer’s ability to use PTCs to offset its annual

Q18.

Q19.

income tax liability?

Yes. IRC Section 38(c) generally limits a taxpayer’s use of General Business
Credits (of which PTCs are a component) to 75% of the taxpayer’s regular tax
liability before applying any credits. Any General Business Credits unable to be
utilized in offsetting regular tax in a given year may be carried forward and used
to reduce regular tax liabilities in the succeeding 20 years or carried back to

reduce regular tax liabilities in the preceding year.

How are tax credit carry forwards accounted for and what are the
implications of the associated tax deferral?

As previously noted, General Business Credits that cannot be utilized in a given
tax year due to Section 38(c) limitations may be carried forward and used,
subject to limitation, to offset regular tax liability in the succeeding 20 years or
carried back to reduce regular tax liabilities in the preceding year. Any credits

not utilized after the 20-year carry forward period expire.

General Business Credits that are carried forward to be used to offset the tax
liability in a future tax year are recognized as a deferred tax asset (DTA) on the
balance sheet to the extent the taxpayer anticipates the ability to utilize the
credits prior to their expiration. A DTA is part of the overall ADFIT generated by
the Clean Energy PSA Projects and would be included in 1&M’s weighted

average cost of capital as described earlier in my testimony.

Does |1&M file a federal income tax return as part of a consolidated group?

Yes. 1&M is included in the consolidated income tax return of American Electric

Power and its subsidiaries (Consolidated Return Group).
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Q20.

Q21.

Q22.

Does AEP have the ability to sell the PTC generated by the Clean Energy
PSA Projects rather than carry them forward or back?

Yes. The IRA enacted IRC §6418 to provide that a taxpayer may transfer
certain income tax credits to an unrelated taxpayer. This provision applies to tax
years beginning after December 31, 2022. The PTC is among the list of tax
credits enumerated in the IRC as being eligible for transfer.!” The legislation

specifies that any amount paid by a taxpayer as consideration for a credit:

¢ Shall be required to be paid in cash;
e Shall not be includible in gross income of the transferring taxpayer; and

¢ Shall not be deductible by the transferee taxpayer.'2

What impact would the transfer of tax credits have on the tax credit
carryforward DTA?

To the extent that a tax credit is transferred to a third party, as provided for
under §6418, it would no longer be available to carry forward to offset a future
tax liability. Therefore, a tax credit carryforward DTA would not be established
for the transferred credit.

Can you describe the process by which PTCs will be utilized?

Yes. The utilization of the PTCs generated by the Clean Energy PSA Projects
will occur in three steps. In Step 1, the PTCs will be utilized to offset I&M’s tax
liability. This reduces the necessary cash payment up to its parent company for
the liability. While it is anticipated to be an uncommon scenario, the utilization of
credits in Step 1 could be limited in a scenario in which the credit utilization
limitations under Section 38(c) for the Consolidated Return Group is less than

the sum of the Step 1 utilization of credits for all companies within the group.

1126 U.S.C. § 6418(1)(1)(A).
1226 U.S.C. § 6418(b).
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Q23.

Q24.

In Step 2, the PTCs would be used to offset the tax liability of the Consolidated
Return Group. The ratio of the remaining PTCs after Step 1 to the total tax
credits available for the Consolidated Return Group would be used to determine
the extent of the PTCs generated by the Clean Energy PSA Projects would be
used to offset the tax liability in this step. For example, if after Step 1 1&M had
$10 of PTCs available to offset the Consolidated Return Group’s tax liability and
the other companies in the Consolidated Return Group had $90 of PTCs
available, 10% of the credits used to offset the tax liability of the Consolidated
Return Group would be from the Clean Energy PSA Projects ($10 1&M PTC
divided by $100 total tax credit = 10%). To the extent that [&M’s credits are
used to offset the tax liability of the Consolidated Return Group, 1&M would

receive the full cash value of the PTC.

In Step 3, a determination would need to be made whether any remaining PTCs

should be carried forward to offset a future tax liability or transferred to a third

party.

Do you expect that PTCs generated by the Clean Energy PSA Projects will

be transferred?

PTCs will be transferred to a third-party if it is appropriate to do so based on the
facts and circumstances at the time. Based on the expected length of time
between when PTCs are generated and the ability to utilize the PTCs to offset
an income tax liability, it is anticipated that it may be beneficial to transfer all, or
a portion, of the credits generated by the Clean Energy PSA Projects.

What facts and circumstances will weigh in any decision to transfer a tax

credit or use it to offset a tax liability?

There are a couple factors that will weigh into any decision as to whether it is
prudent and appropriate to transfer a PTC. The first factor is the ability to utilize
the PTC to offset an income tax liability. If the tax credit can be used to offset




Direct Testimony of Daniel E. Mueller Page 13 of 14

Q25.

an income tax liability, it would be prudent to retain the credit and receive a
dollar-for-dollar benefit of the credit generated.

The second factor that will weigh into any decision to transfer a PTC is the net
proceeds that could be obtained from a transfer of the tax credit. If the PTC is
not able to be utilized in the same period that it is generated, the net proceeds
from a transfer of the PTC would need to be greater than the present value of
the future cash tax benefit from the PTC if it were not transferred.

What impact would a transfer of PTCs have on customers?

The impact of a transfer of the PTCs generated by the Clean Energy PSA
Projects would be twofold. First, as | stated earlier in my testimony, a transfer of
PTCs would mean that the PTC would no longer be available to offset a future
income tax liability and therefore a tax credit carryforward DTA would not be
established for the transferred credit. This would serve to decrease the revenue
requirement, as a tax credit carryforward DTA would increase rate base and

consequently increase the return on rate base.

The second impact to customers would be the discount associated with the
transfer of the PTC. The discount is the difference between the value of the
PTC and the net proceeds received from the transfer of the PTC. While it is not
known at this time what the market price for the PTC will be or the costs to
engage in such a transaction, it is certain that the net proceeds obtained from a
transfer will be less than the full value of the PTC itself. To the extent that the
PTCs generated by the Clean Energy PSA Projects are transferred, the net
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VI.

Q26.

Q27.

benefit received as a result of that transfer will be included as a reduction to tax

expense in the cost of service as discussed by Company witness Williamson.

Summary and Conclusions

Please summarize your testimony and provide any conclusions.

A PTC is a tax credit based on the output of electricity produced at a qualified
facility. The PTC is generally available for a 10-year period beginning on the
date the qualifying facility is placed in service. Itis expected that the Clean
Energy PSA Projects will be eligible for the PTC at a 100% level. The Clean
Energy PSA Projects will primarily be comprised of property that is classified as
five-year property under MACRS. The ADFIT generated by the Clean Energy
PSA Projects will be included in the Company’s weighted average cost of capital
in future base cases, as cost-free capital. To the extent that the Consolidated
Return Group is unable to utilize the PTC generated by the Clean Energy PSA
Projects in the year they are generated, the facts and circumstances at the time
will be taken into account to determine the most prudent use of those credits to
determine whether they should be held to offset a future tax liability or should be
sold to a third party.

Does this conclude your testimony?

Yes, it does.




VERIFICATION

|, Daniel E. Mueller, Director Tax Planning & Operations at American Electric Power
Service Corporation, affirm under penalties of perjury that the foregoing
representations are true and correct to the best of my knowledge, information, and

belief.
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