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I. WITNESS IDENTIFICATION AND BACKGROUND 1 

Q1. Please state your name and business address. 2 

A. My name is James I. Warren.  My business address is 655 Fifteenth 3 

Street, N.W., Washington, D.C. 20005. 4 

Q2. By whom are you employed and in what capacity? 5 

A. I am a member of the law firm of Miller & Chevalier Chartered (“Miller”). 6 

Q3. Please describe your current responsibilities at Miller. 7 

A. I am engaged in the general practice of tax law.  I specialize in the 8 

taxation of and the tax issues relating to regulated public utilities.  9 

Included in this area of specialization is the treatment of taxes in 10 

regulation. 11 

Q4. On whose behalf are you submitting this testimony? 12 

A. I am submitting this testimony on behalf of Illinois-American Water 13 

Company (“IAWC” or the “Company”).   14 

Q5. Please describe your professional background. 15 

A. I joined Miller in February of 2012.  For the three years prior, I was a 16 

partner in the law firm Winston & Strawn and for the five years prior to 17 

that, I was a partner in the law firm of Thelen Reid Brown Raysman & 18 

Steiner LLP.  Before that, I was affiliated with the international 19 

accounting firms of Deloitte LLP (October 2000 – September 2003), 20 
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PricewaterhouseCoopers LLP (January 1998 – September 2000) and 21 

Coopers & Lybrand (March 1979 – June 1991) and the law firm Reid & 22 

Priest LLP (July 1991 – December 1997).  At each of these professional 23 

services firms, I provided tax services primarily to electric, gas, 24 

telephone and water industry clients.  My practice has included tax 25 

planning for the acquisition and transfer of business assets, operational 26 

tax planning and the representation of clients in tax controversies with 27 

the Internal Revenue Service (“IRS”) at the audit and appeals levels.  I 28 

have often been involved in procuring private letter rulings or technical 29 

advice from the IRS National Office.  On several occasions, I have 30 

represented one or more segments of the utility industry before the IRS 31 

and/or the Department of Treasury regarding certain tax positions 32 

adopted by the federal government.  I have testified before several 33 

Congressional committees and subcommittees and at Department of 34 

Treasury hearings regarding legislative and administrative tax issues of 35 

significance to the utility industry.  I am a member of the New York, New 36 

Jersey and District of Columbia Bars and also am licensed as a Certified 37 

Public Accountant in New York and New Jersey.  I am a member of the 38 

American Bar Association, Section of Taxation where I am a past chair 39 

of the Committee on Regulated Public Utilities. 40 

Q6. Have you testified in any regulatory proceedings? 41 

A. Yes I have.  I have testified regarding tax, tax accounting and regulatory 42 

tax matters before a number of regulatory bodies including the Federal 43 
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Energy Regulatory Commission and the utility commissions in Florida, 44 

Arkansas, Louisiana, Nevada, Delaware, West Virginia, New Jersey, the 45 

District of Columbia, the City of New Orleans, New York, Connecticut, 46 

Ohio, California, Maryland, Pennsylvania, Missouri, Illinois, Kentucky, 47 

Vermont Tennessee, Indiana and Texas. 48 

Q7. Please describe your educational background. 49 

A. I earned a B.A. (Political Science) from Stanford University, a law 50 

degree (J.D.) from New York University School of Law, a Master of 51 

Laws (LL.M.) in Taxation from New York University School of Law and a 52 

Master of Science (M.S.) in Accounting from New York University 53 

Graduate School of Business Administration. 54 

II. PURPOSE OF REBUTTAL TESTIMONY 55 

Q8. What is the purpose of your testimony? 56 

A. The purpose of my testimony is to respond to the direct testimony of 57 

Ralph C. Smith filed on behalf of the People of the State of Illinois.  58 

More specifically, I shall challenge the following conclusions he reaches 59 

in that testimony: 60 

 1. That the Company should treat as cost-free capital an 61 

amount (the “FIN 48” amount) related to uncertain tax positions for 62 

repairs deductions that its internal and external experts have determined 63 

will not be cost-free capital; 64 

 2. That this Commission should second guess a long-term 65 
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strategic corporate decision of management, the decision not to claim 66 

“bonus depreciation” for assets acquired and placed in service in 2011, 67 

and declare that decision to be imprudent; and 68 

 3. That the Company’s tax expense should be reduced by the 69 

benefit of a tax deduction (the “Section 199” or “DPAD” deduction) 70 

which does not, in fact, exist under the tax law. 71 

III. OVERVIEW 72 

Q9. Please summarize how IAWC determines its tax liability and prepares 73 

and files its tax returns. 74 

A. IAWC files its federal income tax return as part of a consolidated tax 75 

group of which American Water Works Company is the common parent. 76 

On a schedule in the return, each of the group members reflects its own 77 

items of income and deduction (except for the DPAD as I explain later in 78 

this testimony) as well as its own resultant taxable income or loss.  After 79 

eliminations, the individual items for each corporation are aggregated 80 

and reflected on the first page of the return as consolidated items of 81 

income and deduction.  The net consolidated taxable income or loss is 82 

computed and a tax calculated on this amount.  This, then, is the federal 83 

tax liability of the consolidated group. 84 

IV. FIN 48 85 

Q10. What is Mr. Smith’s concern with respect to FIN 48? 86 

A. The Company and its outside auditors have concluded that its method 87 

of identifying what projects qualify as deductible repairs for tax purposes 88 
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under its newly-implemented method of accounting for repairs is an 89 

uncertain tax position. The Company has “booked” a FIN 48 amount for 90 

the tax benefit it and its outside auditors agree is likely to be forfeited. 91 

Mr. Smith proposes to treat this amount as a cost free source of capital 92 

and deduct it from rate base.  As I explain, this proposed treatment 93 

should be rejected. 94 

Q11. What is FIN 48? 95 

A. FIN 48 is an accounting pronouncement issued in 2006 by the Financial 96 

Accounting Standards Board ("FASB"), the body that establishes the 97 

rules that constitute "generally accepted accounting principles."1  FIN 48 98 

(which is an acronym for FASB Interpretation No. 48) prescribes the 99 

way in which companies must analyze, quantify, and disclose the 100 

consequences of tax positions that are technically uncertain.  It applies 101 

to calendar year 2007 and years thereafter.  I discuss FIN 48’s purpose 102 

further below.  103 

Q12. What is the fundamental policy issue this Commission must 104 

consider with regard to FIN 48? 105 

A. When you cut through all of the references to accounting 106 

pronouncements and tax rules, the issue distills down to the simple 107 

question of whether or not this Commission should set rates using the 108 

best available expert information.  The Company supports the use of the 109 

	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1 This pronouncement has recently been “codified” as FASB ASC 740-10.  I will nevertheless 
refer to it as FIN 48 throughout my testimony. 
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best information.  Mr. Smith opposes it.   110 

Q13. To what kind of information are you referring? 111 

A. The numerical dispute here relates to the quantity of cost-free, 112 

government-furnished capital that the Company should reflect as a 113 

reduction in rate base.  There are two types of loans the government 114 

extends through the tax system.  One type is interest-free.  Hereafter, I 115 

refer this type of loan as an accumulated deferred income tax, or ADIT, 116 

loan.  The second type is non-interest-free.  Hereafter I refer to this type 117 

of loan as a non-ADIT loan.  The information I refer to is that which 118 

informs this Commission (among others) as to which of the two types of 119 

loans the Company has. 120 

Q14. How does the government extend ADIT loans through the tax 121 

system? 122 

A. The mechanics and nature of an ADIT loan is best illustrated by a 123 

simple example.  Assume that a water utility builds a distribution line at 124 

a cost of $1 million.  On its tax return, it takes the position that the line is 125 

depreciable over 25 years on an accelerated basis.  This would be the 126 

technically correct tax treatment.  The utility will claim accelerated 127 

depreciation on its tax return and, by virtue of that fact, reduce its tax 128 

liability.  The reduction in the utility’s tax liability will give rise to a loan 129 

from the government – an ADIT loan.  Indeed, the Congressional 130 

purpose in enacting accelerated depreciation was to extend ADIT loans 131 

to businesses.  The loan will be paid back in the later years of the 132 
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distribution line’s useful life (i.e., after year 25) when it is still providing 133 

service (and, therefore, generating taxable revenue) but no additional 134 

tax depreciation is available because it has all been claimed.  Thus, the 135 

mechanism for repaying the loan is embedded in the asset.  It will be 136 

repaid over a predictable schedule – as the depreciation timing 137 

differences reverse.  The actual repayment will be accomplished by 138 

filing future tax returns that will reflect incremental taxable income 139 

(because there will be less tax depreciation).  Moreover, repayment will 140 

not be due until those future tax returns are due.  Because the loan is 141 

repaid to the government by the filing of tax returns for future tax years, 142 

there is no interest associated with it.  It remains interest-free as long as 143 

it is outstanding.   144 

Q15. Please describe the nature of a non-ADIT loan. 145 

A. The best way to illustrate a non-ADIT loan is, again, by means of an 146 

example.  Assume the same facts as in the preceding illustration, except 147 

that the water utility decides to deduct the entire cost of the distribution 148 

line in the year it is placed in service (in a non-bonus depreciation year).  149 

In that event, the deduction will reduce the utility’s tax liability for that 150 

year.  Although this would be an incorrect tax position, it would also 151 

produce a governmental loan – one larger than the loan created by 152 

"merely" claiming accelerated depreciation.  Upon audit, the IRS will 153 

disallow the tax deduction to the extent it exceeds the permissible level 154 

of depreciation and require the utility to pay back a substantial portion of 155 
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the loan (i.e., the non-ADIT portion) immediately.  Thus, the mechanism 156 

for repaying the loan has nothing to do with filing tax returns for future 157 

tax years.  It depends on the necessity to pay additional tax with respect 158 

to an already-filed tax return.  And, unlike the ADIT loan where 159 

scheduled repayment is triggered by timing difference reversals, the 160 

repayment of a non-ADIT loan can come at any time.  There is no 161 

embedded reversal device.  Finally, as with all taxes owed for prior 162 

years, interest is charged on the amount due. 163 

Q16. What are the critical distinctions between the two types of loans? 164 

A. Though both loans are extended through the tax system, they are very 165 

different.  The first loan, the depreciation-related one, is a creature of 166 

the tax law.  It is a conventional ADIT loan.  It is the result of a 167 

conscious decision by Congress to subsidize the cost of capital assets 168 

by the extension of interest-free loans.  The benefit of that subsidy is 169 

clearly one that needs to be reflected in the ratemaking process – and it 170 

is.  The loan is reflected in the company’s ADIT balance and that 171 

balance is reflected as an offset to regulated rate base.  The second 172 

loan, the expense-related loan, is not part of a Congressional 173 

subsidization scheme and the utility will be charged a carrying cost with 174 

respect to it.  In fact, by reflecting an aggressive tax position on its tax 175 

return, the utility simply borrowed money from the government in the 176 

same way it could have from a bank (though, admittedly, the formalities 177 

are quite different). 178 
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Q17. In the expense-related loan situation, is the loan interest-free up until 179 

the IRS requires repayment? 180 

A. No.  It is never interest-free.  The IRS will charge interest on its 181 

assessment not from the date of the assessment, but from the date the 182 

utility filed its erroneous tax return – that is, from the date of the loan 183 

itself.  In short, there is no period during which such a loan is interest-184 

free. 185 

Q18. What is the disagreement between the Company and Mr. Smith? 186 

A. The Company believes that its FIN 48 amount related to the repairs 187 

deduction is not an ADIT loan and should not be treated as one.  Mr. 188 

Smith believes it should be. 189 

Q19. What is the purpose of FIN 48? 190 

A. Each taxpayer has the responsibility both for filing tax returns to report 191 

how much tax it owes and for paying that amount.  This self-reporting is 192 

subject to review (i.e., audit) by the relevant taxing authorities.  The tax 193 

law is exceedingly complex and contains many provisions that are 194 

subject to more than one interpretation.  It is not uncommon for a 195 

taxpayer to, either knowingly or unknowingly, interpret the tax law in a 196 

way that could be disputed by the taxing authorities.  It is similarly not 197 

uncommon for a taxpayer to view a transaction, and, hence, the tax 198 

consequences of the transaction, in a way that could be disputed by the 199 

taxing authorities.  FIN 48 prescribes, for financial reporting purposes, a 200 

single standard, a single process, and a single disclosure regime for 201 
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uncertain tax positions taken by a taxpayer, i.e., tax positions taken by a 202 

taxpayer that may be disputed by the tax authorities. 203 

Q20. What happens as a result of the application of FIN 48? 204 

A. FIN 48 requires that a taxpayer identify all of its "tax positions."  The 205 

definition of a tax position is very broad.  It really goes to the way in 206 

which an economic action is reflected on a tax return.  With respect to 207 

those tax positions that are uncertain (i.e., subject to dispute by the tax 208 

authorities), the extent of the uncertainty must be evaluated. 209 

Q21. What is the nature of this evaluation? 210 

A. The evaluation process is extremely rigorous.  Not only does the 211 

company's internal tax department analyze the positions and assess the 212 

risk levels, the company's external auditors, most especially their 213 

auditor’s tax experts, thoroughly review the results of the company's 214 

process and often challenge its conclusions.  At the end of the process, 215 

the company and its external auditors generally reach a consensus as 216 

to the amount of tax at risk with respect to each uncertain tax position 217 

(i.e., how much incremental tax is it likely will be paid or recovered). 218 

Q22. What would FIN 48 mean in terms of your simple example involving 219 

the water utility that builds a distribution line and deducts its cost all 220 

in one year? 221 

A. In the context of that example, one might say that the purpose of FIN 48 222 

is precisely to distinguish between depreciation-related (i.e., ADIT) loans 223 
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and expense-related (i.e., non-ADIT) loans.   224 

Q23. How is the amount at risk determined? 225 

A. As a general proposition, the amount of tax that it is more likely than not 226 

will be paid to the taxing authorities in connection with the uncertain 227 

position must be reflected by the company on its balance sheet as a tax 228 

liability.  FIN 48 does not permit this amount to be reflected as ADIT.  229 

Interest must be accrued on any amount recorded as a liability under 230 

FIN 48 at the interest rates imposed by the relevant taxing authorities on 231 

tax underpayments.  In addition, where appropriate, any applicable 232 

penalties must be accrued. 233 

Q24. Why are FIN 48 amounts not reflected in ADIT? 234 

A. ADIT balances are interest-free loans with all of the other characteristics 235 

I previously described.  FIN 48 amounts, by contrast, are not interest-236 

free loans and have starkly different features.  It is, therefore, entirely 237 

logical that FIN 48 amounts must not be treated as ADIT balances. 238 

Q25. What Company position does Mr. Smith take issue with? 239 

A. The Company and its outside auditors have concluded that its method 240 

of identifying what projects qualify as deductible repairs for tax purposes 241 

under its newly-implemented method of accounting for repairs is an 242 

uncertain tax position – that is, it is more likely than not that the IRS will 243 

not concur in its treatment of a portion of its projects as deductible 244 

repairs.  The Company has “booked” a FIN 48 amount for the tax benefit 245 
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it and its outside auditors agree is likely to be forfeited and has treated 246 

this tax benefit as a non-ADIT loan.  Mr. Smith proposes to treat this 247 

amount as an ADIT loan. 248 

Q26. Please provide some background regarding why it is that the 249 

Company’s claimed deductions are uncertain. 250 

A. The issue goes to what it is that constitutes a repair under the tax law. 251 

Q27. What does constitute a repair? 252 

A. Work performed on an asset to keep it in its normal working condition 253 

and which does not materially extend its life, increase its value or 254 

change its use generally qualifies as a repair for tax purposes.  255 

Q28. What is the usual tax treatment of repair costs? 256 

A. Expenditures for incidental repairs are deductible as incurred for tax 257 

purposes. 258 

Q29. What is a unit of property? 259 

A. The unit of property is the asset to which the "repair" test is applied.  260 

The unit of property concept is, therefore, critical for distinguishing 261 

between repairs (which are currently deductible) and capital costs 262 

(which are not).  A simple illustration will make this clear.  Take the 263 

changing of a truck's spark plugs.  If each spark plug is defined as a 264 

separate unit of property, then the changing of 6 spark plugs represents 265 

the retirement of 6 units of property and the installation of 6 new units of 266 

property.  Because the removal and replacement of a unit of property 267 
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does not, by definition, keep the original unit in its normal operating 268 

condition, the installation of a new unit of property is a capital cost and 269 

not a repair.  Consequently, the installation of each spark plug would be 270 

a capital addition.  By contrast, if the truck was defined as the unit of 271 

property, then the changing of spark plugs would not constitute the 272 

installation of new units of property.  Because a tune-up (of which the 273 

spark plug replacements are a part) keeps the truck in its normal 274 

operating condition, it would meet the definition of a repair and, as such, 275 

be fully deductible.  Thus, the same work can produce radically different 276 

tax results depending on the definition of a unit of property. 277 

Q30. What does this example illustrate about units of property? 278 

A. It demonstrates the fundamental characteristic that the larger the unit of 279 

property, the more likely it is that projects associated with that asset will 280 

qualify as deductible repairs.   281 

Q31. Prior to its accounting method change, what units of property did the 282 

Company use? 283 

A. The Company historically followed its regulatory and financial reporting 284 

books for this purpose.  Thus, what was a repair for “book” purposes 285 

was considered to be a repair for tax purposes.   286 

Q32. When and why did the Company change this practice? 287 

A. As a general proposition, a taxpayer cannot change its method of 288 

accounting without receiving prior permission from the IRS.  In early 289 
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2008, it became apparent that the IRS had favorably changed its 290 

previous position towards granting permission to taxpayers to change 291 

their units of property designations.  The Company therefore, in that 292 

year, applied for and received permission to change its method of 293 

accounting.  The primary purpose of that change was to use larger units 294 

of property in the identification of repairs for tax purposes and, thereby, 295 

increase its tax deductions. 296 

Q33. Are there specific rules that govern how taxpayers must define their 297 

units of property? 298 

A. The rules that govern how one identifies one's units of property for tax 299 

purposes are, in the case of network assets such as water distribution 300 

assets, gas and oil pipelines, electric lines, railroad track, etc., at best, 301 

vague. 302 

Q34. Why is this? 303 

A. In 2006, the IRS issued proposed regulations in which, for the first time, 304 

it addressed the determination of a unit of property in a systematic way.  305 

In 2008, it withdrew these proposed regulations and issued a revised 306 

version, which was essentially finalized at the end of last year.  While 307 

these various iterations provided principles and helpful examples for 308 

many types of assets, they did not provide meaningful guidance with 309 

respect to network assets.  The Preamble to the proposed regulations 310 

contained the following statement: 311 
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The IRS and Treasury Department generally think that the 312 
unit of property rules for network assets should be 313 
addressed on an industry by industry basis in Internal 314 
Revenue Bulletin guidance. Industries are invited to submit 315 
requests for guidance under the Industry Issue Resolution 316 
(IIR) program after these regulations are finalized. 317 

This invitation indicates that the final determination of units of property for 318 

network assets, including water distribution assets, will have to be 319 

determined for each industry group interested in pursuing a common 320 

definition for that industry.  This has not been done for water distribution 321 

assets. 322 

Q35. Are you suggesting that the Company’s designation of new units of 323 

property created uncertainty? 324 

A. Definitely.  No one knows whether a unit of water distribution property 325 

should be a span of pipe that is 100 feet, 1,000 feet, a mile or, even, the 326 

entire distribution system.  Obviously, taxpayers want the largest 327 

possible units of property.  That maximizes repair deductions.  The IRS 328 

would want the opposite to maximize tax revenue.  Without any 329 

landmarks, taxpayers – the Company included – were left to stake out 330 

positions that they thought would be defensible. 331 

Q36. If the position the Company adopted was “defensible”, why is there 332 

still uncertainty? 333 

A. Any well-advised taxpayer would, under these circumstances, adopt a 334 

position that, while “defensible,” is taxpayer-favorable.  The Company’s 335 

FIN 48 amount recognizes the uncertainty of the situation. 336 
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Q37. Please address the additional uncertainty associated with identifying 337 

repairs even once acceptable units of property are identified. 338 

A. As I mentioned, up until it changed its method of accounting, the 339 

Company relied on its book characterization of projects as repairs or 340 

capital projects for use on its tax return – and the IRS has generally 341 

concurred with this.  However, since the Company changed its units of 342 

property for tax purposes, it effectively de-linked them from its books 343 

(which will not change).  As a consequence, it is now compelled to apply 344 

the tax rules to units of property which are not reflected on its books. 345 

Q38. Is there a tax rule that will create a particular problem for linear units 346 

of property? 347 

A. Yes there is.  One historical tax rule has been that the replacement of a 348 

material portion of a linear unit of property is a capital expenditure – not 349 

a repair.  When a taxpayer uses large units of property, this requires 350 

that one must be able to draw a line that divides a material replacement 351 

from a non-material replacement.  The dividing line is a percentage of 352 

the unit of property.  Unfortunately, there is no specific percentage that 353 

the IRS has identified as being acceptable.  It could be 5% or 10% or 354 

20% or some other percentage.  Thus, even were the units of property 355 

certain, the identification of repairs would remain problematic. 356 

Q39. How is this tax rule relevant to the de-linking you described above? 357 

A. How one actually applies the percentage, whatever it ultimately is 358 

determined to be, to tax units of property that may not be readily 359 
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identifiable remains, for now, highly uncertain. 360 

Q40. Please describe the uncertainty associated with the “Catch Up” 361 

adjustment. 362 

A. When a taxpayer changes a tax accounting method, its tax books and 363 

records are essentially restated to conform to what they would have 364 

looked like had the taxpayer always used its new method.  In the case 365 

of a unit of property change for water distribution plant, the utility will 366 

restate the tax basis of its assets as if it had always deducted those 367 

projects that would have been repairs had its new unit of property 368 

definition been in use for all prior years.  Since the tax life of water 369 

distribution assets is 25 years, it needs to go back twenty-five years and 370 

determine in each year what projects it capitalized that would have 371 

qualified as repairs under its new unit of property definition.  However, 372 

since the costs of those projects had, in fact, been capitalized and 373 

depreciated for tax purposes, the cumulative incremental repair amount 374 

must be reduced by the tax depreciation already claimed to arrive at a 375 

net amount by which the tax basis of the distribution assets will be 376 

reduced.  Because reducing the tax basis will deprive the utility of ever 377 

claiming a deduction for the costs reflected in this basis reduction, the 378 

tax rules allow the company to claim the entire amount as a deduction in 379 

the year in which the change is made.  It is, in reality, a “catch-up” 380 

adjustment. 381 

Q41. In what way is the “Catch Up” adjustment uncertain? 382 
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A. Even if both the acceptable units of property and the threshold for a 383 

material replacement were certain, I am aware of no utility company that 384 

has the fixed asset and work order records necessary to retroactively 385 

apply these new standards to its last 25 years of operations.  Records 386 

necessary to support the identification of repair projects using these new 387 

criteria were simply never created.  In other words, if a utility were 388 

required to prove each dollar of its "catch-up" adjustment, it could not be 389 

done.  Only an estimate can be produced, and such an estimate would 390 

require the use of assumptions, averaging conventions, ratios, 391 

extrapolation, interpolation and numerous other conventions.   392 

Q42. Is the use of an estimate problematic? 393 

A. A general principle of tax law is that the taxpayer has the burden of 394 

justifying every dollar of its claimed deductions.  In practice, the IRS 395 

generally administers this rule in a reasoned and practical way.  In a 396 

number of contexts it allows the use of estimates and of statistical 397 

analyses.  However, the extent to which it does so is largely a matter of 398 

administrative discretion.  The problem in the calculation of the "catch 399 

up" adjustment applicable to water industry assets is that no one knows 400 

what estimation processes will be acceptable to the IRS.   401 

Q43. What does this mean for the level of confidence one can have with 402 

respect to the tax benefit of the repair method change? 403 

A. The "catch-up" adjustment, which represents by far the largest portion of 404 

the tax deduction generated in the year of the method change, is subject 405 
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to all three uncertainties described previously – the acceptable units of 406 

property, the percentage threshold and the permissible processes and 407 

procedures.  Thus, over all, the calculation of the tax benefit of the 408 

repair method change continues to remain uncertain. 409 

Q44. In general, does IAWC’s change in accounting method to increase 410 

repairs deductions benefit its ratepayers? 411 

A. It does.  When the increased permissible repair deductions made 412 

possible by the accounting method change reduce the Company’s tax 413 

liability, the tax reduction is reflected in the Company’s ADIT balance as 414 

incremental cost-free capital.  This additional ADIT balance is used as 415 

an offset to rate base, thereby passing on to customers the benefit of 416 

the cost-free capital created by the method change. 417 

Q45. Does Mr. Smith challenge the conclusion of the Company and its 418 

experts regarding the probability that the FIN 48 amounts will be paid 419 

to the taxing authorities? 420 

A. No he does not.  Nowhere in his testimony does he suggest that the 421 

Company’s assessment of its tax positions might be erroneous. 422 

Q46. Please summarize what, in your view, FIN 48 entries represent. 423 

A. FIN 48 amounts represent the incremental quantity of tax that the 424 

company and its auditors have concluded that it will most likely owe with 425 

respect to previously filed tax returns.  These amounts will be payable 426 

with interest when they are assessed. 427 
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Q47. What, then, is the issue this Commission must address? 428 

A. Where a utility holds a quantity of funds, the cost status of which is 429 

uncertain, should this Commission make the presumption that those 430 

funds are cost-free simply because of the mechanical manner in which 431 

they were procured (by means of a tax return) or should it give due 432 

consideration to the analysis of the experts inside and outside of the 433 

utility in forming its conclusion as to the cost status of the funds?   434 

Q48. Is there a check on the veracity of the amounts determined to be FIN 435 

48 amounts? 436 

A. Yes.  The FIN 48 analysis involves a rigorous review process for 437 

assessing the likelihood of having to make additional tax payments (with 438 

interest and penalties) to the taxing authority.  In the case of all 439 

companies with publicly traded securities, the independent auditors 440 

review the company’s conclusions.  Moreover, it is really not in any 441 

company’s best interests to seek to maximize its FIN 48 amounts.  First, 442 

because of the adverse earnings implications of designating amounts 443 

FIN 48 amounts (that is, the necessity to accrue incremental interest 444 

expense), no company has an incentive to designate a larger FIN 48 445 

amount than it has to.  Further, any FIN 48 amount must now be 446 

disclosed on a Schedule UTP attached to each company’s federal 447 

income tax return.  Thus, a FIN 48 designation virtually insures the issue 448 

will be audited by the IRS.  Finally, the purpose of the review of the 449 

company’s FIN 48 designation by its independent auditors is to ensure 450 
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that the financial statements the investing public relies upon provide 451 

information that is as accurate as possible about the true nature of the 452 

company’s liabilities.  The result of the review is reflected in the 453 

company’s filings with the Securities and Exchange Commission.  The 454 

adverse consequences of misreporting to the SEC can be significant.  455 

Thus, it is in a company’s interest to designate FIN 48 amounts only 456 

when reasonable and appropriate. 457 

Q49. Specifically, how does the FIN 48 question relate to ratemaking in 458 

this case? 459 

A. A FIN 48 balance, that is, a liability on the balance sheet for amounts 460 

that the experts have determined will likely have to be paid to the taxing 461 

authorities with interest should not be reflected as ADIT.  Otherwise, 462 

ratepayers will see a reduction in the Company’s rate base for the 463 

presence of zero-cost financing that the FIN 48 process has concluded 464 

is not real.  In sum, the FIN 48 amounts do not represent zero cost 465 

financing and should not be treated as such. 466 

Q50. Is there uncertainty associated with the FIN 48 tax liability? 467 

A. Admittedly, it is not absolutely certain that all of the governmental loans 468 

identified as FIN 48 amounts will require interest.  However, it is even 469 

less likely that those governmental loans will be interest-free.  Thus, 470 

there is a degree of uncertainty regardless of which position is adopted. 471 

Q51. Are you suggesting that it comes down to a choice between two 472 
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uncertain alternatives? 473 

A. Yes I am.  And it is my view that the Commission should adopt the more 474 

likely of the two alternatives – to respect the FIN 48 characterization.  475 

This is not simply because it is an accounting rule.  It is because doing 476 

so makes far more sense than Mr. Smith’s position, which, in effect, 477 

assumes that the Company will prevail on every uncertain tax position it 478 

has taken – even on those with respect to which the Company’s experts 479 

have determined it is likely that the Company will not prevail. 480 

Q52. Should the Commission encourage the Company to take uncertain 481 

tax positions? 482 

A. Absolutely.  If, contrary to the expectations of the experts, the Company 483 

is able to prevail in the assertion of an uncertain tax position, at that 484 

point the loan would be re-characterized as an ADIT loan and 485 

customers would enjoy incremental zero-cost capital at the next rate 486 

proceeding.  Obviously, if the Company never asserts its uncertain 487 

position, this incremental zero-cost capital cannot come into being.  488 

Consequently, it is in the customers' best interests for the Commission 489 

to encourage such positions.  However, when the governmental funds 490 

produced by the assertion of an uncertain tax position are treated as 491 

cost-free capital, as Mr. Smith proposes, it becomes contrary to the 492 

Company's interests to make the attempt because it produces a 493 

reduction in the Company’s rate base on account of sums that are likely 494 

to be non-ADIT loans.  This treatment extracts return from the 495 
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Company.  Frankly, the Company would be better off not taking the 496 

uncertain position.   497 

Q53. What would happen if the IRS disallows more than the amount the 498 

experts predict? 499 

A. At that point, the non-ADIT loan as well as the ADIT loan associated 500 

with those disallowed deductions would be repaid.  A portion of the 501 

Company’s ADIT balance would thereby be eliminated.  This reduced 502 

ADIT balance would result in less zero-cost capital (i.e., a lower rate 503 

base offset) at the next rate proceeding.  In other words, what would 504 

transpire if the Company did worse than the experts predicted would be 505 

precisely the converse of what would transpire if the Company did better 506 

than the experts predicted.  It works the same both ways.  But either 507 

way, it makes the most sense to start with the best information 508 

available. 509 

Q54. Please summarize the Company’s position on this question. 510 

A. The Company maintains that where, of two possible statuses, one has 511 

been determined by the Company’s experts to be more likely than the 512 

other, presuming the less probable of the two in the setting of rates is 513 

counter-intuitive.  Certainly it makes much more sense to presume the 514 

more likely alternative.  In this case, the more likely alternative is the 515 

non-cost-free status of FIN 48 amounts because internal experts and 516 

external auditors have determined that the FIN 48 amounts are likely to 517 

ultimately be repaid to the taxing authorities with interest.   518 
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V. 2011 Bonus Depreciation 519 

Q55. What is bonus depreciation? 520 

A. In order to understand bonus depreciation, it is necessary to describe 521 

the role of accelerated tax depreciation (of which bonus depreciation is 522 

a part) within the tax system. 523 

Q56. How does accelerated tax depreciation work? 524 

A. Since at least 1954, the tax law has permitted taxpayers to claim 525 

depreciation deductions for tax purposes that exceed economic 526 

depreciation.  This is done by allowing the use of accelerated calculation 527 

methods (i.e., declining balance, sum of the years digits, etc.) and 528 

shorter depreciable lives.  These “extra” depreciation deductions reduce 529 

the federal tax liabilities of these taxpayers that would otherwise have 530 

been due.  Ultimately a taxpayer can depreciate no more than the total 531 

cost of any given asset.  In other words, accelerated depreciation is a 532 

“zero sum game.”  Any “extra” depreciation deductions claimed in the 533 

early years of an asset’s life are entirely offset by reduced depreciation 534 

deductions available in the later years of that asset’s life.  The current 535 

tax depreciation regime is called the Modified Accelerated Cost 536 

Recovery System or MACRS.   537 

Q57. What is the general purpose of accelerated tax depreciation? 538 

A. Through accelerated depreciation, Congress intends to use the tax 539 

system to extend loans to taxpayers that invest in plant and equipment.  540 

The loan is “extended” when accelerated depreciation is claimed and it 541 
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reduces the taxpayer’s tax liability.  The loan is “repaid” when the asset 542 

continues to produce taxable revenues but there is no more tax 543 

depreciation.  When this occurs, the taxpayer’s tax liability increases.  544 

Because the loan is extended and repaid by filing tax returns, it does not 545 

have an associated interest charge.  It is, in fact, interest-free.  The 546 

provision of such loans acts as a capital investment subsidy, promoting 547 

taxpayers to order and construct depreciable plant and equipment to the 548 

overall benefit of the economy. 549 

Q58. How does bonus depreciation relate to this? 550 

A. Bonus depreciation is, essentially, accelerated depreciation on steroids.  551 

Immediately after the attack on the World Trade Center on 9/11 of 2001, 552 

the economy faltered as people and companies rethought their 553 

investment decisions.  It was apparent to government policymakers that 554 

the economy needed a “kick start” to get things moving again.  555 

Congress provided this impetus, at least in part, by enacting a new 556 

depreciation scheme.  Under this scheme, for assets acquired and 557 

placed in service after September 10, 2001, taxpayers could claim as a 558 

depreciation deduction 30% of the cost of the asset in the asset’s first 559 

year in addition to regular MACRS depreciation computed on the 560 

remaining 70% of the cost.  Hence the title “bonus.”  When, by early 561 

2003, it appeared that this stimulus was insufficient, Congress “upped” 562 

the bonus percentage to 50% for assets acquired after May 5, 2003.  563 

This regime remained in effect through the end of 2004 at which time 564 
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the depreciation system reverted to the “pre-bonus” MACRS system.  565 

However, the need for economic stimulus presented itself again shortly 566 

thereafter.  Congress re-implemented the 50% bonus depreciation 567 

system for assets acquired between January 1, 2008 and, ultimately, 568 

the end of 2012.  Late in 2010, Congress determined that even more 569 

stimulus was required and provided it by, among other things, 570 

increasing the bonus percentage to 100% for assets acquired and 571 

placed in service between September 9, 2010 and the end of 2011.  As 572 

a consequence of Congress’s actions, the Company was able to claim 573 

unusually large depreciation deductions in 2010 (a mostly-50% but part 574 

100% bonus year).  It will be able to do the same in 2012 (a 50% bonus 575 

year).  In 2011 (a full 100% bonus year), the Company can claim even 576 

more unusually large depreciation deductions. 577 

Q59. Under the tax law, are all taxpayers who are eligible for bonus 578 

depreciation deductions required to claim them? 579 

A. No they are not.  The tax law specifically permits taxpayers to elect not 580 

to claim bonus depreciation in any year.  A taxpayer who makes this 581 

election will claim “regular” tax depreciation on all assets to which the 582 

election applies that are placed in service in the year to which the 583 

election relates.     584 

Q60. Does the fact that there is such an election suggest that bonus 585 

depreciation might not always be in the best interests of taxpayers? 586 

A. Yes it does.  The election not to claim bonus depreciation exists for that 587 
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very reason.   588 

Q61. Does IAWC intend to claim bonus depreciation with respect to the 589 

assets it acquired and placed in service in 2011? 590 

A. No it does not.   591 

Q62. What does Mr. Smith propose with regard to this decision? 592 

A. Mr. Smith proposes that the Commission find this decision to be 593 

imprudent and that it compensate IAWC ratepayers for any adverse 594 

impact the decision might have. 595 

Q63. Do you agree with Mr. Smith? 596 

A. I emphatically do not.  As a threshold matter, I disagree with the 597 

standard Mr. Smith applies in determining whether or not the decision 598 

was prudent.  Moreover, I do not believe there are any adverse 599 

implications for IAWC ratepayers reflected in the rates the Company 600 

requests.  I shall address each of these points a little later on.  First, I 601 

shall provide some context for this issue by describing the issue and 602 

how it arose.   603 

Q64. Describe how and why this decision was reached. 604 

A. As discussed above, IAWC is a member of a group of corporations that 605 

files a consolidated federal income tax return.  There are over 50 606 

corporations in the group.  AWWC is the group’s common parent.  As of 607 

the end of 2010, the AWWC group had a consolidated net operating 608 

loss (“CNOL”) carryforward of in excess of $1.2 billion.  Part of that 609 
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carryforward related to IAWC.  AWWC management made the decision 610 

not to utilize 2011 bonus depreciation based on the potential adverse 611 

impact of the additional deductions on the CNOL carryforwards. 612 

Q65. What is a CNOL and how is it treated under the tax law? 613 

A. A CNOL is created in any year when the aggregate tax losses of 614 

members of a consolidated tax group generating tax losses exceeds the 615 

aggregate taxable income of members of the consolidated tax group 616 

generating taxable income.  Such a loss can, in general, be carried back 617 

two years and forward twenty years.  In any of the years to which it can 618 

be carried, it can be reflected as a deduction and thereby can reduce or 619 

offset that year’s consolidated taxable income.  Any amount of the 620 

CNOL which cannot be used within that time framework expires.   621 

Q66. What are the implications of this posture for the decision not to claim 622 

bonus depreciation? 623 

A. While I was not involved in the decision, it is my understanding that 624 

AWWC management was concerned that the substantial amount of 625 

bonus depreciation to which the members of the AWWC group would be 626 

entitled with respect to 2011 capital additions would create a sizable 627 

CNOL for that year, thereby increasing the group’s already considerable 628 

existing CNOL carryforward.  The concern was that the AWWC group 629 

would be unable to generate sufficient consolidated taxable income 630 

within the carryforward period provided for in the tax law such that the 631 

augmented CNOL carryforward thereby created would be able to be 632 
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used.  Some portion of that CNOL carryforward would, therefore, expire 633 

unused.   634 

Q67. Is it your understanding that the decision to elect out of bonus 635 

depreciation was made on a consolidated basis? 636 

A. Yes.  It is my understanding that the decision was made by AWWC 637 

management based on its evaluation of the entire group’s tax posture.  638 

In other words, the decision was made to promote the best tax outcome 639 

for the consolidated group as a whole.  640 

Q68. On page 89, lines 2061-2063 of his testimony, Mr. Smith effectively 641 

states that the AWWC bonus depreciation decision should be based 642 

exclusively on whether or not IAWC ratepayers benefit.  Do you 643 

agree? 644 

A. I do not.  It is incontrovertibly prudent for AWCC management to make 645 

tax decisions based on what is best for the entire group.  In my 646 

experience as a tax practitioner, that is how managements generally 647 

make tax decisions.  The fact that any given tax decision may not be 648 

optimal for each and every member of the group does not render the 649 

decision imprudent.  Moreover, to the extent that Mr. Smith’s testimony 650 

implies that IAWC could opt to determine its taxes on a standalone 651 

basis, it is incorrect, as I discuss below.  IAWC cannot “opt out” of the 652 

consolidated tax filing. 653 

Q69. Why is it prudent for AWWC management to make tax decision 654 
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based on the benefits to the entire consolidated group? 655 

A. The result of making decisions based on the tax position of the entire 656 

group is that the group pays less in tax than it would otherwise.  This 657 

means that the IRS receives less cash and the group retains more cash.  658 

This is undeniably a better position than the alternative.  Simply put, Mr. 659 

Smith proposes that the group pay more tax than it has to.  In the 660 

absence of regulated subsidiaries, that would clearly be an 661 

unreasonable proposition.  The presence of regulated subsidiaries 662 

doesn’t make it any more reasonable. 663 

Q70. What is the potential consequence of making consolidated tax group 664 

decisions based on the interest of individual members? 665 

A. As I indicated above, there is the potential to pay more than the required 666 

tax in aggregate.  But, behind that incremental tax is the fact that it is 667 

imposed on one or more members of the group directly as a result of the 668 

tax decision made by to enhance the position of another member.  The 669 

incremental tax could be imposed on the parent, a non-regulated 670 

affiliate or even a regulated one - it just depends on how the math 671 

works.  This “beggar thy neighbor” approach to tax planning is 672 

counterproductive and undesirable. 673 

Q71. Based on your experience, do you believe that the benefits of 674 

participating in a consolidated tax group outweigh the detriments? 675 

A. Yes I do.  That is why the vast preponderance of business enterprises 676 

with which I have dealt over the years file consolidated tax returns.  As 677 
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is the case with all groups, it is unusual that every group member 678 

benefits from being a part of the group in every year.  However, 679 

individual members benefit sufficiently often such that those times 680 

outweigh the times when there is a detriment. And that doesn’t even 681 

take into account the non-tax benefits of common ownership.  My 682 

general involvement with the business community over many years has 683 

indicated to me that groups can provide advantages with regard to 684 

access to capital, smoothing business cycles, diversification, collective 685 

purchasing, access to many types of expertise and numerous other 686 

benefits.  My point is simply that being a member of a group necessarily 687 

involves a series of impacts – most positive but occasionally some 688 

negative.  It should be viewed as a “package deal.”  Mr. Smith’s “cherry 689 

picking” approach should be rejected. 690 

Q72. Can IAWC elect not to be included in the AWWC consolidated federal 691 

income tax return? 692 

A. No it cannot.  Under the applicable tax rules, if a group elects to file a 693 

consolidated federal income tax return, every commonly controlled 694 

domestic corporation must be included in that return.  Since IAWC 695 

meets that tax definition of a commonly controlled corporation, it is 696 

impossible for it to opt out. 697 

Q73. Please summarize your view of Mr. Smith’s contention that the 698 

decision not to elect bonus depreciation was imprudent. 699 

A. It is significant that Mr. Smith’s testimony requests a finding of 700 
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imprudence “from the ratepayer’s perspective.”  His view is too limited. 701 

In imposing such a limited perspective, Mr. Smith leaves open the 702 

possibility that a decision may, in fact, be imprudent from the 703 

perspective of an affiliate, from the perspective of another group of 704 

ratepayers or, generally, from an overall business perspective.  This has 705 

the capacity for placing AWWC in a “no-win” situation where, whatever it 706 

does, it will be culpable somewhere.  This Commission should not adopt 707 

this as the standard for evaluating AWWC management’s tax decision. 708 

Q74. Do you believe that the decision not to claim bonus depreciation has 709 

had any impact on the rates the Company has requested in this 710 

proceeding? 711 

A. I do not.  Mr. Smith is concerned that, as a result of the decision to 712 

forego the additional depreciation, IAWC’s ADIT balance and, hence, its 713 

rate base reduction, is not as large as it would otherwise have been.  I 714 

do not believe this to be the case.   715 

Q75. Please explain. 716 

A. Mr. Smith is right only if the extra depreciation deductions the Company 717 

would have claimed had it not elected out of bonus depreciation could 718 

be used to offset taxable income.  In other words, to the extent that the 719 

bonus depreciation deductions would merely increase IAWC’s net 720 

operating loss carryforward, they would have no current effect on the 721 

Company’s cash flow or on its ADIT.   722 
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Q76. Why is this? 723 

A. ADIT represents the extra cash that is produced by deferring tax that 724 

would, absent a specified deduction, be otherwise payable.  The extra 725 

cash is the ADIT loan referred to previously in my testimony.  If the extra 726 

deduction merely increases a net operating loss carryforward, then 727 

there is no tax deferred.  In the current year, the same amount of tax, 728 

zero, is paid with or without the extra deduction.  The deduction only 729 

produces a cash benefit when the carryforward is used to reduce a 730 

future tax liability.  However, in the year in which the deduction is 731 

claimed, there is no cash benefit and, consequently, there should be no 732 

incremental ADIT.  Thus, Mr. Smith’s statement as to the ADIT 733 

consequences of bonus depreciation is conditional, not absolute.   734 

Q77. Are you suggesting that, where a company’s taxable income before 735 

bonus depreciation is zero, whether or not that company claims 736 

bonus depreciation will have no immediate impact on its ADIT 737 

balance? 738 

A. Assuming that the company cannot carry back its net operating loss, 739 

that is precisely what I am suggesting.  In fact, in such a situation it 740 

doesn’t matter whether the bonus depreciation foregone is $1 or $1 741 

billion.  In either case, it would have no effect on its ADIT balance 742 

because, in either case, there is no tax deferred. 743 

Q78. How does this relate to IAWC’s situation? 744 

A. Since 2006, IAWC has generated or expects to generate the following 745 
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taxable income: 746 

2006 $21,399,469 

2007 $4,088,859 

2008 ($60,593,412) 

2009 ($27,957,945) 

2010 ($15,299,252) 

2011 (projected w/o 
bonus) 

$11,939,767 

2012 (projected) ($273,187) 

2013 (projected) $36,324,254 

This table demonstrates that IAWC’ net operating losses in 2008, 2009, 747 

2010 and 2012 (which total $104,123,796) will entirely offset its taxable 748 

income in all of the other years (which totals $73,752,349) – even without 749 

bonus depreciation.  In short, it will pay no tax for the period.  Had the 750 

Company claimed bonus depreciation with respect to its 2011 additions, it 751 

would not have paid any less tax.  It simply would have produced a larger 752 

CNOL carryforward.  Thus, there would be no tax deferral and, critically, 753 

no incremental ADIT. 754 

Q79. Is the treatment of bonus depreciation in ratemaking subject to the 755 

tax normalization rules? 756 

A. Yes it is.   757 

Q80. What are the implications of this fact for the election not to claim 758 

bonus depreciation? 759 
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A. Any time tax depreciation is factored into ratemaking, whether its bonus 760 

depreciation or not, the consequences of the tax normalization rules 761 

must be very carefully considered.  The Company’s election not to claim 762 

bonus depreciation should be addressed in regulation in a way that is 763 

consistent with those rules.   764 

Q81. Does Mr. Smith recognize this issue? 765 

A. Yes he does.  On page 90, lines 2068-2069 of his testimony he caveats 766 

his list of potential “remedies” by stating that they must “be computed in 767 

a manner that would not result in a violation of IRS normalization 768 

requirements.”  769 

VI. Imputing a Non-Existent Tax Deduction 770 

Q82. What is the domestic production activities deduction (“DPAD”)? 771 

A. The DPAD, also referred to as the Section 199 deduction, is a very 772 

complex mechanism Congress came up with to provide a tax subsidy 773 

for certain production (as opposed to service) activities.  Essentially, it is 774 

a deduction equal to 9% of the lesser of (1) taxable income (before 775 

considering the DPAD) produced by the eligible activity or (2) taxable 776 

income of the taxpayer.   777 

Q83. What are the aspects of the DPAD that are important to this 778 

proceeding? 779 

A. There are at least three critical aspects.  Of primary importance is the 780 

taxable income limitation described above.  In this regard, the statute 781 

provides that the base to which the 9% rate is applied can never exceed 782 
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the taxable income of the taxpayer.  The second aspect that is critical is 783 

that all members of a consolidated group are treated as a single 784 

corporation for purposes of computing the DPAD.  The third is that the 785 

applicable regulations provide that the DPAD of a consolidated group is 786 

allocated to the members of the consolidated group in proportion to 787 

each consolidated group member's taxable income derived from the 788 

eligible activity. 789 

Q84. Do any of the AWWC affiliates engage in activities which could 790 

produce income of the type that would be eligible for the DPAD? 791 

A. Yes.  While the transportation of water to customers is not an eligible 792 

activity, the acquisition, collection and storage of raw water, 793 

transportation of raw water to a water treatment facility, and treatment of 794 

raw water at such a facility are all qualifying activities.  Thus, most, if not 795 

all, of the AWWC water company affiliates engage in qualifying 796 

activities.     797 

Q85. Did IAWC include a DPAD in its calculation of tax expense? 798 

A. No it did not. 799 

Q86. Why Not? 800 

A. As I indicated, under the statute, where there is a consolidated tax 801 

group, the DPAD is calculated as though the group were a single 802 

company.  The regulations then require the allocation of that “single 803 

company” computation to each of the members of the group based on 804 
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each one’s eligible activity taxable income.  Under this statutory 805 

scheme, there must be a “group” DPAD for any member to have one.  806 

And, because the AWWC group has no taxable income, regardless of 807 

how much eligible activity income any member produces, there is, under 808 

the statute, no DPAD.   809 

Q87. Is the DPAD different from other deductions claimed by members of 810 

a consolidated group? 811 

A. It is very different.  812 

Q88. Describe how most deductions work. 813 

A. Accelerated depreciation provides a good example.  Each member of a 814 

consolidated group individually claims a deduction for accelerated 815 

depreciation.  The consolidated group depreciation deduction is the sum 816 

of the members’ deductions.  It is a “bottom-up” computation.  And this 817 

is true of virtually all other deductions. 818 

Q89. How does the DPAD work? 819 

A. The DPAD is a “top-down” computation.  It is computed based on 820 

consolidated, not individual member, results.  There is no deduction 821 

unless one exists on a consolidated group basis.   822 

Q90. Is there another significant difference between the DPAD and other 823 

deductions? 824 

A. Yes there is.  There is a major difference in the way in which the taxable 825 

income limitations work.  Again let us use accelerated depreciation as 826 
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the example.  If a consolidated group produces accelerated depreciation 827 

deductions in excess of its taxable income for the year, the deductions 828 

(in the form of a net operating loss) may be carried back two years or 829 

forward twenty years.  In other words, the taxable income limitation 830 

impacts the timing of the benefit.  By contrast, there is no DPAD 831 

deduction for a year in which a consolidated group has no taxable 832 

income – and there never will be one for that year.  The application of 833 

the taxable income limitation to the DPAD negates the deduction itself. 834 

Q91. What does Mr. Smith propose with respect to the DPAD? 835 

A. Notwithstanding the fact that, under the tax law, so long as there is no 836 

consolidated taxable income, no AWWC affiliate has or can have a 837 

DPAD, Mr. Smith proposes to impute one anyway.  838 

Q92. Do you agree that the fact that the Company calculates its tax 839 

expense on a “stand alone” basis justifies the imputation of a DPAD, 840 

as Mr. Smith proposes? 841 

A. I do not.  Mr. Smith is asking this Commission to conjure up a tax 842 

deduction that the tax law does not provide for under IAWC’s 843 

circumstances. 844 

Q93. Even if this Commission were to accept Mr. Smith’s invitation to 845 

create tax law, would the creation of a DPAD be appropriate in 846 

IAWC’s case? 847 

A. No it would not.  A few pages earlier in my testimony, in the section 848 
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addressing the bonus depreciation election, I inserted a table that set 849 

forth IAWC’s actual and projected taxable income for the period 2006 850 

through 2013.  I will repeat that table below.    851 

2006 $21,399,469 

2007 $4,088,859 

2008 ($60,593,412) 

2009 ($27,957,945) 

2010 ($15,299,252) 

2011 (projected w/o 
bonus) 

$11,939,767 

2012 (projected) ($273,187) 

2013 (projected) $36,324,254 

As I stated earlier, this table indicates that IAWC will have a net loss for 852 

the entire period.  While I used the table to address the implications of the 853 

bonus depreciation decision on the Company’s ADIT balance, it also has 854 

dramatic implications for any asserted DPAD. 855 

Q94. What are those implications? 856 

A. Recall that, in calculating the DPAD, the base to which the applicable 857 

percentage (9%) is applied is limited to the taxable income of the 858 

taxpayer.  Since IAWC has no positive taxable income during the 859 

period, there would, on a stand-alone basis, be no DPAD.  Thus, even 860 

were this Commission inclined to impute a non-existent DPAD in this 861 

case, there would be nothing to impute. 862 



IAWC Exhibit 13.00R 
 

-40- 
	  

VII. CONCLUSION 863 

Q95. Does that conclude your testimony? 864 

A. Yes it does.  865 


