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SURREBUTTAL TESTIMONY 
OF 

JAMES I. WARREN 
	  

	   	  

I. WITNESS IDENTIFICATION 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. Are you the same James I. Warren who filed rebuttal testimony in 5 

this proceeding? 6 

A. Yes I am. 7 

II. PURPOSE OF SURREBUTTAL TESTIMONY 8 

Q3. What is the purpose of your surrebuttal testimony? 9 

A. The purpose of my surrebuttal testimony is to respond to certain aspects 10 

of the rebuttal testimonies of Ralph C. Smith (AG Ex. 4.0) filed on behalf 11 

of the People of the State of Illinois and Daniel G. Kahle (ICC Staff Ex. 12 

9.0) filed on behalf of this Commission’s Financial Analysis Division.  13 

More specifically, I shall address: 14 

1. Mr. Smith’s proposal, with which Mr. Kahle concurs, that the 15 

Company’s FIN 48 amount be treated as no-cost capital in the 16 

face of the unchallenged expert conclusion that it is more 17 

probable that the amount will have to be repaid to the government 18 

with interest than that it will be no-cost capital; 19 

2. Mr. Smith’s recommendation, opposed by Mr. Kahle, that this 20 

Commission find the Company’s election not to claim bonus 21 
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depreciation with respect to assets acquired and placed in service 22 

in 2011 to be imprudent;  23 

3. Mr. Smith’s proposal that the Commission impute to the Company 24 

a fictional DPAD deduction in calculating its tax expense element 25 

of cost of service; and 26 

4. Mr. Smith’s suggestion that this Commission “seriously examine” 27 

the impact of IAWC’s participation in the AWWC consolidated 28 

income tax return. 29 

III. FIN 48 30 

Q4. Will you re-frame the FIN 48 issue? 31 

A. Yes I will.  I believe all parties would agree that the Company’s FIN 48 32 

amount represents capital the Company procured from the government 33 

through the claiming of tax deductions on its tax returns.  The issue that 34 

is the subject of dispute is whether or not this capital should be treated 35 

in this proceeding as cost-free.   36 

Q5. What is the Company’s conclusion in this regard? 37 

A. The Company has subjected its tax position regarding its change in 38 

accounting for repairs to the extremely rigorous evaluation process 39 

mandated by FIN 48.  In my rebuttal testimony, I described at some 40 

length the nature of the uncertainties relating to this tax position (page 41 

15, line 323 through page 19, line 409).  Based on this process, the 42 

Company concluded that it is likely that it will not retain a portion of the 43 
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tax benefits it claimed but will be compelled to pay that portion back to 44 

the government with interest.  These amounts are recorded as a tax 45 

liability and are the “FIN 48” amounts.  This conclusion was specifically 46 

reviewed by its outside auditors, including a review by the auditors’ tax 47 

experts.  To the extent of this amount, the Company has concluded that 48 

the tax benefit does not represent cost-free capital. 49 

Q6. What is your understanding of Mr. Smith’s position in this regard? 50 

A. His position appears to be that, since the Company’s FIN 48 amounts 51 

are non-investor-supplied capital, they should reduce rate base.   52 

Q7. How would you characterize this position? 53 

A. I believe Mr. Smith confuses the source of capital with its cost.  I 54 

completely agree with his premise that the Company’s FIN 48 amounts 55 

are non-investor-supplied capital.  However, it does not follow from that 56 

that they are necessarily cost-free.  That characterization is the one for 57 

which I rely on the experts involved in the FIN 48 evaluation process – 58 

and so should this Commission.   59 

Q8. Why are the FIN 48 amounts not cost free? 60 

A. Because they are expected to be repaid with interest. 61 

Q9. On page 27, lines 612-622, Mr. Smith makes the point that you have 62 

not specified exactly who the Company’s internal and external 63 

experts were who performed the FIN 48 evaluation.  Is that a relevant 64 

point? 65 
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A. No it is not.  I propose that this Commission rely on the FIN 48 process 66 

of evaluation – not on the evaluation of any particular individual.  As I 67 

have indicated in my rebuttal testimony, that process is rigorous and has 68 

a number of powerful “checks and balances” embedded in it.  Indeed, 69 

Mr. Smith has not challenged the technical uncertainty of the tax 70 

position adopted by the Company as I described it in that prior 71 

testimony.  Nor has he contested the validity of the FIN 48 amount 72 

based on any independent evaluation of the merits of the position.  His 73 

testimony addresses solely the regulatory treatment of the FIN 48 74 

amount – not whether it’s the right number. 75 

Q10. Both Mr. Smith and Mr. Kahle rely on the guidance issued by the 76 

Federal Energy Regulatory Commission (“FERC”) regarding the 77 

treatment of FIN 48 amounts (AG Ex. 4.0, page 27, lines 625-629; ICC 78 

Staff Ex. 9.0, page 11, line 229 through page 13, line 273).  Is that 79 

FERC guidance an authority upon which they can or should rely? 80 

A. No it is not.  To begin with, as FERC regulates electric and gas utilities, it 81 

is unclear how its guidance is relevant to an Illinois water utility.  Further, 82 

in its introduction to the guidance portion of the document, the FERC 83 

stated: 84 

This guidance is for Commission financial accounting and 85 
reporting purposes only and is without prejudice to the 86 
ratemaking practice or treatment that should be afforded 87 
items addressed herein. 88 

 89 
 In other words, in its guidance, the FERC explicitly stated that it did not 90 
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intend to prescribe ratemaking – only financial reporting.  The document 91 

is, therefore, simply not relevant to this Commission’s determination. 92 

Q11. In his testimony, Mr. Kahle recommends that this Commission adopt 93 

Mr. Smith’s proposed treatment of the FIN 48 amount but that it also 94 

allow the Company to recover any interest accrued with respect to 95 

that amount.  Do you agree with this proposal? 96 

A. No I don’t.  All parties agree that the Company’s FIN 48 amounts 97 

represent capital of some type.  And Mr. Kahle at least appears to 98 

recognize that FIN 48 amounts have an interest cost associated with 99 

them. However, Mr. Kahle’s proposal treats the interest on FIN 48 100 

amounts like an operating expense, not a cost of capital.  101 

Q12. Please summarize your position with regard to FIN 48. 102 

A. Because the best expert information available tells us that FIN 48 103 

amounts are more likely to be capital with a cost rather than cost-free 104 

capital, those amounts should be reflected in ratemaking consistent with 105 

this information. Mr. Smith and Mr. Kahle’s rate base deduction 106 

adjustment fail to recognize that FIN 48 amounts are not cost free, and 107 

so their adjustments should be rejected. 108 

IV. 2011 BONUS DEPRECIATION 109 

Q13. In your opinion as a tax practitioner, does American Water Works 110 

Company’s decision not to claim bonus depreciation for assets 111 

acquired and placed in service in 2011 represent a reasonable tax 112 
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strategy where it is faced with the possible expiration of valuable tax 113 

attributes such as Net Operating Loss (“NOL”) carryforwards? 114 

A. When faced with the potential for NOL carryforward expiration, an 115 

election not to claim bonus depreciation would be a strategy a thoughtful 116 

and experienced tax planner might well recommend to a company.  In 117 

other words, under the circumstances, I would characterize the election 118 

as a prudent business decision.  Let me clarify that I use the term 119 

“prudent” in its conventional, and not its regulatory, sense. 120 

Q14. On page 40, lines 907-908 of his rebuttal testimony, Mr. Smith urges 121 

this Commission to evaluate the Company’s election “from the 122 

ratepayers’ perspective.”  How does that proposal strike you? 123 

A. The problem with that formulation is that it is entirely possible that a tax 124 

election that may be in the best interests of one set of ratepayers may 125 

not be in the best interests of a second set of ratepayers.  Under Mr. 126 

Smith’s standard, no choice would be a prudent choice.   127 

Q15. If IAWC were, in fact, not part of a consolidated tax group, would 128 

claiming bonus depreciation for assets acquired and placed in 129 

service in 2011 produce any tax savings at any time up to and 130 

including the test year? 131 

A. No it would not.  The table embedded at page 34 of my rebuttal 132 

testimony indicates that, as a “stand-alone” company, through at least 133 

2013, additional bonus depreciation deductions would simply increase 134 
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IAWC’s NOL carryforward.   135 

Q16. On page 40, lines 911-914 of his rebuttal testimony, Mr. Smith 136 

proposes that this Commission either order the Company not to 137 

elect to forego bonus depreciation or to provide bill credits 138 

consistent with the tax normalization rules.  What is your view of the 139 

first of these two proposals? 140 

A. As for this Commission, or any commission, ordering a jurisdictional 141 

utility to make a specific tax election, that is something I have never 142 

seen at any time during my entire career.  I leave it to the non-tax 143 

lawyers to determine whether or not such an order is within the power of 144 

the Commission.  However, I would observe that, if it is within the 145 

Commission’s power, there are an awful lot of tax elections large 146 

companies make on a fairly routine basis that would be theoretically 147 

brought under the Commission’s jurisdictional umbrella. 148 

Q17. What is your view of the second of the two proposals? 149 

A. Mr. Smith’s proposal that this Commission order bill credits appears to 150 

be geared to produce a rate reduction to replicate what rates would 151 

have been had the Company claimed accelerated (i.e., bonus) tax 152 

depreciation it did not, in fact, claim.  Bonus depreciation is clearly 153 

subject to the tax normalization rules.  These rules limit the deferred tax 154 

balance that can reduce rate base to the amount of deferred taxes that 155 

have been reflected in cost of service.  Since any imputed deferred 156 
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taxes attributable to bonus depreciation would not have been so 157 

reflected in the cost of service, it is my view that such imputation would 158 

create a patent tax normalization problem.  The fact that a bill credit is 159 

employed rather than the mechanical imputation of the additional 160 

deferred taxes that would have existed had the additional depreciation 161 

been claimed will not, in my view and experience, deflect application of 162 

the normalization penalty.  As a general proposition, in the tax 163 

normalization world, you cannot do indirectly what you cannot do 164 

directly.   165 

Q18. What are the consequences of committing a violation of the tax 166 

normalization rules?  167 

A. The tax law imposes a draconian penalty on taxpayers violating these 168 

rules.  Specifically, a utility violating the depreciation normalization rules 169 

will be ineligible prospectively to claim accelerated tax depreciation 170 

(including bonus depreciation) on any of its jurisdictional assets.  This 171 

ineligibility applies to existing assets as well as to new additions.  The 172 

utility will have to use regulatory depreciation lives and methods for tax 173 

purposes.  Thus, such a utility will generate no additional deferred taxes 174 

and, thereby, be denied the cost-free funding they represent.   175 

Q19. What is your response to Mr. Smith’s claim that IAWC ratepayers get 176 

no benefit from the consolidated tax structure? 177 

A. As I explained in my rebuttal testimony, Mr. Smith’s view of benefits is 178 
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too narrow, and ignores the benefits of IAWC’s participation in the 179 

holding company structure, which includes tax consolidation.   180 

Q20. Please summarize your position with regard to the Company’s bonus 181 

depreciation election. 182 

A. For a company whose NOL carryforwards are in danger of expiring 183 

unused, in any conventional sense, a decision not to claim additional 184 

depreciation deductions would constitute a reasonable business 185 

decision.  This Commission should respect the Company’s business 186 

judgment in this situation.    187 

V. THE DPAD DEDUCTION 188 

Q21. Will you summarize your understanding of Mr. Smith’s position 189 

regarding this issue? 190 

A. Yes I will.  I understand his position to be that IAWC calculates its tax 191 

expense element of cost of service on a “separate return” or “stand-192 

alone” basis.  Therefore, to be consistent, IAWC should include a DPAD 193 

calculation as if IAWC filed a separate or stand-alone tax return, 194 

although Mr. Smith has not calculated such a deduction. 195 

Q22. What, then, is the basic premise that underlies his proposal? 196 

A. His position is entirely premised on IAWC calculating its tax expense as 197 

if it were not included in a consolidated tax return.   198 

Q23. If, consistent with Mr. Smith’s premise, the Company had filed its 199 

federal income tax returns as a separate corporation, would it be 200 
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A. No it would not.  As I indicated on page 39 of my rebuttal testimony, if 201 

IAWC had filed on an unconsolidated basis, after the application of its 202 

loss carrybacks and carryovers, it would have no taxable income, and, 203 

hence, no DPAD, in any year from 2006 through 2013.  Thus, even 204 

under Mr. Smith’s own hypothetical construct, no DPAD imputation is 205 

appropriate.  I again present the table that shows this:  206 

 207 

 Under the tax law, tax losses get carried back two years and 208 

forward twenty years.  Thus, the tax loss IAWC generated in 2008 would 209 

get carried back to 2006 and 2007 and would entirely offset the taxable 210 

income produced in those years.  The unused portion of the 2008 tax loss 211 

($35,105,084) would then get carried forward, as would the additional tax 212 

losses generated in 2009 and 2010.  The cumulative amount of the 213 

carryforwards from these three years ($78,362,281) would greatly exceed 214 

the IAWC’s taxable income produced in 2011 and 2013.  Since there must 215 

be taxable income in order for there to be a DPAD, were IAWC never to 216 

have been a member of a consolidated tax return group, it would not have 217 

produced a DPAD during any year represented in the table.  218 

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 
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Q24. How does Mr. Smith respond to this aspect of your rebuttal 219 

testimony? 220 

A. On page 44, line 993 through page 45, line 1005 of his testimony, he 221 

responds to my assertion by stating that IAWC will generate over $55 222 

million of positive taxable income in the test year.  I would point out that 223 

if, in fact, IAWC produces $55 million of taxable income in the test year, 224 

again, on a true separate return basis, all of that taxable income would 225 

be offset by its separate-return-calculated loss carryforwards and IAWC 226 

would still be entitled to no DPAD.   227 

Q25. Please summarize your position with regard to the DPAD issue. 228 

A. The tax law is abundantly clear that neither the AWWC consolidated 229 

group nor any member of that group is entitled to a DPAD.  On that 230 

everyone agrees.  Mr. Smith’s proposed imputation of an completely 231 

fictional DPAD is based entirely on the premise that IAWC would have 232 

been entitled to one had it not filed as part of the consolidated group.  233 

This premise is false. 234 

VI. EXAMINING THE IMPLICATIONS OF CONSOLIDATED FILING 235 

Q26. On page 46, line 1032 through page 48, line 1078 of his testimony, 236 

Mr. Smith urges this Commission to consider the imposition of some 237 

unexplained type of consolidated income tax adjustment.  Should 238 

this Commission accept this invitation? 239 

A. No.  Mr. Smith proposes that this Commission consider the importation 240 
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into Illinois ratemaking of tax benefits produced by operations that have 241 

nothing whatsoever to do with the provision of regulated services to 242 

Illinois customers and of expenditures that those customers do not bear.  243 

He indicates that this is done in other jurisdictions in which AWWC 244 

affiliates operate – and so it is.  However, he neglects to mention that 245 

the four jurisdictions he references in which such adjustments are 246 

routinely employed (New Jersey, Pennsylvania, West Virginia and 247 

Indiana) in addition to Texas (which he did not mention) are the only 248 

jurisdictions in the country in which that is the case.  In other words, 5 249 

do - but 47 don’t (including D.C. and FERC).  Such adjustments have 250 

been around for many decades.  However, after all these years, they 251 

remain atypical in the extreme.  There are good reasons for that.  252 

Considering such a radical departure from history and from the norm 253 

would be tantamount to mounting a search for the problem for which Mr. 254 

Smith purports to have the solution.   255 

VII. CONCLUSION 256 

Q27. Does that conclude your testimony? 257 

A. Yes it does.  258 


