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1 PROCEEDI NGS
2 JUDGE SCHAER: We're back on the record.
3 This is the second day of cross exam nation

4 hearings in Rainier View Water Conpany, Inc., Docket No.
5 UW010877. Last evening we had just concluded with the
6 presentation of Ms. Ingranlis exhibits, which were

7 entered into the record, and Ms. Tennyson had

8 di stributed some cross exhibits.

9 And | believe you passed out another one this
10 nor ni ng?

11 MS. TENNYSON: That's correct. | provided a
12 copy to M. Finnigan, and Ms. |ngram yesterday evening.
13 JUDGE SCHAER: What | have before me I am going
14 to mark as Exhibit 49 for identification. And its

15 headi ng i s Rainier View Water Conpany, Inc. Financia

16 Report, Decenber 31st, 2000.

17 So, M. Finnigan, why don't you go ahead. Had
18 you al ready tendered the w tness?

19 MR, FINNIGAN: | had at the cl ose of yesterday.
20 JUDGE SCHAER: | couldn't remenber if you had

21 asked her nanme and those things or not.

22 Ms. Tennyson, go ahead.
23 MS. TENNYSON:. Thank you.
24

25 CROSS EXAM NATI ON
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BY MS. TENNYSON

Q ©Good norning, M. Ingram

A Good norning.

Q Can you describe what training you had in the
preparation of Federal income taxes for the corporation?

A I have a bachelor's of arts degree in
accounting. And as part of that, you are trained on
Federal income taxes for corporations, partnerships,
i ndi vi dual s, et cetera.

Q Have you ever worked in the public accounting
field?

A No.

Q And you have worked for a public utility
district, correct?

A Correct.

Q PUD doesn't pay incone taxes, does it?

A No.

M5. TENNYSON: | don't know whether the
m crophones are working. And | am having trouble
heari ng.
JUDGE SCHAER: Try that.

Q BY MS. TENNYSON: Now, | would like to refer to
your testinmony at this point. And right now | would
like to | ook at page 3, line 26. | want to just clarify

a couple of things.
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1 A (Complies.)

2 Q Now, at page 3, line 26 of your testinobny, you
3 say, "Subchapter S corporations distribute its net

4 earni ngs to each sharehol der."

5 Do you nean distribute in the same sense as the
6 ot her witnesses for the Conpany?

7 A I am not sure what reference to the other

8 Wi tnesses -- | guess nmaybe if you could direct nme to

9 where they say that.

10 Q Well, | guess ny question is, doesn't a sub S
11 corporation report the incone to the sharehol der?

12 A That's correct. That's what | meant by

13 "distribute.”

14 Q And you use the term net earnings when

15 di scussing an S corporation at page 3, when imediately
16 after that you use net inconme when you discuss the

17 partnership. Wre you neaning to use those terms

18 synonynousl y?

19 A Correct.

20 Q It's ny understanding the termnet earnings --
21 we usually use that for self-enploynment incone. So

22 will try to use the termnet income in our

23 conversati ons.

24 A That's fine.

25 Q Still on page 3, you attribute to M. Kernopde a
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basis for his statenent. You state that Rainier Views
el ection of subchapter S corporation is the basis for
his statenent. Referring to page 3, line 24 of your
testi nony.

A That's correct.

Q And then you go on to say you attribute the
basis -- you don't know for a fact what the basis for
his statenent was, do you?

A | made that assunption based upon the text in
this testinony where he cites that since the corporation
is a subchapter S, there should be no incone tax.

Q CGoing on to page -- or page 4, line 21 of your
testi mony, you quote M. Kernode as saying, "The
Commi ssi on has not issued any order or decision
approving rates for an S corporation that included the
recovery of incone taxes." Do you see that?

A Yes.

Q Now, in the quote that you refer to
M. Kernopde was, in fact, discussing inputed incone
t axes, wasn't he?

A I would have to | ook at his testinony.

Q OCkay. | would like to refer you to M.
Kernode's testinony at that point that you are referring
to. And you refer to his testinony at DKT-1, |ines 24

and 25, page 15.
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JUDGE SCHAER: You have to give ne the page
nunber before the |ine nunber.

MS. TENNYSON: Sure. Page 15.

THE WTNESS: In his testinmny he tal ks about
"The Conpany," meaning Rainier View, "has filed tariffs
that include recovery of inputed incone tax."

However, his statenment prior to that says, "The
Commi ssi on has not issued any order or decision

approving rates for an S corporation that included

recovery of incone tax." So what | read into that --
Q BY MS. TENNYSON: | haven't asked a question,
Ms. I ngram
MR. FINNIGAN: | thought you had.
MS. TENNYSON: | was asking her to refer to the

testinmony, and | have a specific question | would |ike
her to answer relating to the testinony.

Q BY MS. TENNYSON: What | would like you to do
is read the question that starts on |ine 21 of
M. Kernpde's testinony at page 15.

A "Before you go further, clarification my be
necessary relative to the incone tax i ssue. Has the
WJUTC approved Rainer View Water inputing incone tax in
its rates?”

Q Thank you. | would |ike you -- do you have

M. Fisher's exhibit, or copies of the Conpany's Results
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1 of Operations?

2 A | don't believe | do.

3 JUDGE SCHAER: M. Finnigan, do you have a copy
4 that can be nmade avail abl e?

5 MR, FI NNl GAN:  Which one are you referring to?
6 MS. TENNYSON: DFT, the Result of Operations.

7 What | had in my notes as DF-21.

8 MR. FINNI GAN:  DF-21, that's why | asked.

9 MS. TENNYSON: DF-22 woul d be fine.

10 THE W TNESS: (Readi ng docunent.)

11 Q BY MS. TENNYSON: | have asked you to refer to

12 Exhi bit DF-22, and M. Fisher's exhibits. And that's
13 the Conpany's Results of Operations; is that right?

14 A That's correct.

15 Q You testified quite a bit about the CIAC

16 gross-up tax. And my question is, the ClAC gross-up tax
17 is not in the Conpany's results of operations; is that
18 true?

19 A That's correct.

20 Q Is the CIAC gross-up tax ever included in the
21 results of operations as an expense?

22 A Typically the CIACis part of rate base. It
23 becones a result of adding rate base contributors, and
24 therefore, it doesn't come onto the income -- the

25 results of operations.
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Q But the tax also doesn't show up in -- the tax
on the CIAC al so doesn't show up in the results of
operations?

A Correct.

Q Wuldn't it be appropriate to describe this tax
as a flowthrough tax?

A Yeah.

Q So it conmes in, and it goes directly out to the
IRS, essentially?

A On the IRS tax return.

Q Right.

A Right.

Q Yes. It's not an imediate transfer, that's
true.

A Right.

Q To the best of your know edge, has this
Commi ssi on ever approved by order Federal income tax for
a subchapter S corporation that included inmputed incone
taxes based on utility operating incone?

A I can't answer that. | don't know the history
of all the orders that were issued by the Conm ssion.

Q Wien the CIAC gross-up tax is paid, does the
shar ehol der now get a tax base in the contributed
assets?

A | don't follow your question.
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Q Wen the CIAC gross-up tax is paid --
A To the IRS, or fromthe devel oper, or from

whonever it's collected fronf

Q Well, let's say when it's paid by the
devel oper.
A  Ckay.
Q Either circunstance, | think the exanple would

hol d. Does the sharehol der now have a tax base in the
contributed assets?
A | don't know. | haven't done an incone tax
return for an S corporation or sharehol der
Q Okay. You answered one of nmy |l ater questions,
too, so thank you.
In your testinony that starts at page 5, line
8, you detail how the gross-up percentage is cal cul ated
in the Rainier Viewtariff. D d you recognize any
future tax benefits to the owner in this calculation?
MR. FI NNl GAN:  Excuse ne. | need to catch up
with you. You are where?
MS. TENNYSON:. Page 5, line 8.
MR. FINNI GAN:  And the question was?
M5. TENNYSON: That she tal ked about how t he
gross-up percentage is calculated. That's where she
starts tal king about it.

Q BY MS. TENNYSON: M question is, did you
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recogni ze any future tax benefits to the owner when you

make this cal cul ati on?

A In the response to this question, the question
inm testinmony at line 8, "Is this comon practice for
simlar charges,” all | was trying to indicate was to

gi ve an exanpl e of what occurs when CIAC is collected on
a charge and a tariff, or in a contract.

Q Right. And ny question was, beginning at line
8, you go here to great lengths to denonstrate this.

You go on for a couple of pages on this denpnstration of
the gross-up fornula.

Is your answer that you didn't recognize any
future tax benefits to the owner?

A No. | was sinply showi ng anal ysis of what
occurs on -- occurs when the CIAC tax is coll ected.

Q To your know edge, do the inconme taxes provided
for in corporation rates provide the owner or the
utility any future tax benefits?

A Potentially. It all depends on, in this case,
how an individual's tax planning is perforned.

Q At page 6 of your testinony you use this
hypot heti cal exanple of how the gross-up tax is
cal cul ated, and you use a 15 percent straight tax rate?

A Correct.

Q Do you know at what rate the Conpany actually
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collects the ClAC tax?

A | don't know. It appears fromtheir tariff as
t hough they collect it based upon -- the tariff states
in Exhibit HM-2 -- | am not sure what the exhibit

nunber is on that.

MR. FINNIGAN: For the record, it's Exhibit 46.

THE W TNESS: Exhibit 46, which is the first
Revi sed Sheet No. 33, canceling the original sheet,

No. 33. Schedule No. 3 on Service Connection Charges,
the Conpany has in their tariff that income tax will be
recovered at whatever the Federal inconme tax rate is. |
am not sure what rate they deduct.

Q Wuld you accept, subject to check -- and
I will give you a couple of references -- that in the
contracts in Exhibit DF-14, there's an exanple at page
286 through 289 that includes the rate of 44.9 percent,
and at 437 there's one of 65.6 percent?

A Subject to check, I wll accept that.

MR, FINNIGAN: Can | inquire about the subject
to check? |s that nmeant by you to be illustrative, or
definitive in asking her to check?

MS. TENNYSON: | am asking just so -- what | am
| ooking at, these are two of the rates the Conpany has
used in the past. It may not be the current rate.

MR, FINNIGAN: Fine. | don't have any problem
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with that.

MS. TENNYSON: My only point was the 15 percent
wasn't an actual

THE WTNESS: | never intended it to be. As I
sai d before, the analysis that | gave in my testinony
was sinply an exanpl e.

Q BY MS. TENNYSON: Certainly. On page 7 of your
testimony, starting on line 9, you quote froma
financi al accounting text about the purpose of the
addition of the subchapter S corporate formto the
I nternal Revenue Code, as providing to a small business
t he advantages of the corporate form of organization
wi t hout being subject to the possible tax di sadvant ages
of the corporation.

A That's correct.

Q Wuld you agree, then, there's a benefit to the
owner of a corporation that elects the subchapter S
status in choosing this formof corporate structure?

A | believe there's a benefit to both the
corporation and the owner.

Q And it is the owner or the sharehol ders that
makes the subchapter S election; is that correct?

A | believe so.

Q Can you -- the language that you quoted refers

to possible tax di sadvantages of the corporation. Can
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1 you tell us what sone of the tax di sadvantages of a

2 corporation are?

3 In a corporation -- in a C corporation, the
4 income is taxed at the corporate |level, which nmeans that
5 the corporation -- the incone fromthe corporation is

6 taxed. At that point, then, any dividends that are

7 di stributed to the sharehol ders are taxable on their

8 personal incone tax returns. So in essence, on the

9 dollars that are distributed for dividends, you would

10 have a doubl e taxati on.

11 Q Do you know of any other disadvantages of the C

12 corporation formas opposed to the S?

13 A Not without doing any research
14 Q Continuing on page 7, at line 17, you state
15 "Rai ni er View passes the regul ated net incone to the

16 shar ehol ders. Tax on that revenue is paid off the

17 sharehol der's return.”

18 A Correct.

19 Q Are you famliar with the testinony of M. Ault
20 and Ms. Parker in this case?

21 A Yes.

22 Q Do you recall their testinony that Rainier View
23 doesn't distribute the net inconme to sharehol ders?

24 A Again, when | said "distribute," it's as |

25 stated earlier. | nmeant that the incone ampbunt is
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passed through for tax purposes, not necessarily the
cash was transferred.

Q And so for Rainier View, | gather from what you
have descri bed that the Conpany doesn't pay tax at the
corporate level first, but the incone then is taxed at
t he sharehol der | evel ?

A Correct.

Q Do you know if Rainier View distributes
anything nore than the anount to pay the tax liability
to its shareholders? It doesn't distribute everything,
does it?

A Fromothers' testinony, | would gather not. |
haven't actually seen or audited their books and
records, so | couldn't answer that.

Q If Rainier View distributes only the tax
portion of its net incone to the sharehol ders, what are
t he di sadvant ages of the Conpany? Wat woul d be the
di sadvant ages of being a C corporation?

A You know, | can't even get into that issue.
There are so many other factors that cone into play when
you are choosing a corporate structure, | don't think
it's based solely on income tax.

Q On page 8 you nmake sone extrapol ations from
M. Kernopde's testinony, and you refer to sole

proprietorshi ps, partnerships, and subsidiary
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relationshi ps?

A Correct.

Q M. Kernpde does not testify about any of those
aspects, does he?

A No, he doesn't.

Q So these are your conclusions drawn fromhis
testi mony, extrapolated fromthe theory that he has
present ed?

A These are ny conclusions to, in essence,
provide a different viewpoint of M. Kernopde's
testimony. M. Kernpde spends a great deal of tine
tal king about the tax inplications to a subchapter S
cor poration.

What | was trying to denonstrate is for tax
purposes, in the issue that we're | ooking at here today,
which is whether the income tax should be allowed in
rates, | was trying to denonstrate that for other
entities where the tax is not paid at the business
entity level, they were allowed in rates.

Q Do you know what the corporate form of each of
the conpanies that you referred to on page 8, the other
regul ated utilities are?

A | believe that all of themare C corporations,
but | can't state that definitively.

Q | would like you, at this point, to refer to
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what's been marked as Exhibit 49.

A (Complies.)

Q The Conpany's financial report for 2000.

A Okay.

Q Now, you were provided with a copy of this
docunent yesterday. Have you had an opportunity to
review it?

A | have very briefly.

Q What | would like you to do is refer to page 7
of the docunent.

MR, FINNIGAN: | amgoing to object to any
qgquestions about this docunment unless there's a
foundation |l aid that she has knowl edge and can testify
about the substance of the document.

JUDGE SCHAER: (bjection is foundation,

Ms. Tennyson.

M5. TENNYSON: | did provide a copy of it for
her to review. | amnot going to ask her any details
about the calculations on the docunent. | just want her

to determ ne whether she agrees with a particul ar
statement nmade in the document relating to income tax.
So she has testified quite a bit about -- in
her testinony about subchapter S corporations, the tax
effects, income taxes. And there's a statenent about

income taxes relating to Rainier Viewin this docunment,
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1 and | want to detern ne whether she agrees with it.

2 MR. FINNI GAN:  Well, M. Ault was here

3 yesterday. His firmprepared this docunment. |If there's
4 a question about a statenent in this docunent, | nean,

5 it should have conme in through M. Ault.

6 | cannot, because M. Ault is not here,

7 redirect on that issue and ask about the neani ng of any

8 statenment in here through this witness. So asking her

9 whet her she agrees or disagrees with the statenent

10 | eaves ne with no basis to redirect concerning what the
11 statenent may nmean or not mean.

12 So on that basis, | still don't believe there's
13 a foundation laid to exanmine on this docunent.

14 JUDGE SCHAER: VWhat | think is the way we

15 shoul d go forward, this has not been offered as an

16 exhibit --
17 MS. TENNYSON: | would like to offer --
18 JUDCGE SCHAER: Let ne finish, please, first,

19 Ms. Tennyson.

20 -- and it may be that this would not be

21 admtted as an exhibit, because of a foundation problem
22 for a sponsored witness. But | do think it's

23 appropriate to show information to a witness and ask

24 themif they have an -- if that is consistent with their

25 testinmony, or if they have an opinion about it, the sane
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way you could do with a textbook or something else.

So | amgoing to allow Ms. Tennyson to ask
guestions. O course, if your witness doesn't know the
answer, then she has caused hersel f probl ens because she
didn't ask the person who did, perhaps, know the answer.
But the questioning that is going on, | think, is
appropriate, and I will allowit to proceed.

Q BY MS. TENNYSON: Ms. Ingram if you could
refer to page 7 of what has been marked as Exhibit 49.

A (Complies.)

Q And this statenent, in particular, that's
headed I ncone Taxes on that page, | would like you to
read it to yourself, and then I can ask you a question
about it.

A (Readi ng docunent.)

Q Do you agree with that statenent?

A This financial statement was prepared in
accordance with GAP, which is distinctly different than
regul atory accounting. |In this financial statenent the
auditors have to represent the corporate view of the
Conmpany -- of the firmthat we're tal king about, Rainier
Vi ew Wat er.

In such, they can't inpute anything. They
can't include things that nay be different for other

types of reporting purposes; and in our case, regul atory
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accounti ng.

And | agree with this statenent being part of
t hese financial statements. However, | don't believe
the statenent is a good basis for rate-making theory.

Q The first two sentences of this are consistent
with your testinmony, are they not?

A That's correct.

Q Can you tell us, what are sonme of the
di fferences? You said there's substantial differences
bet ween GAP and regul atory accounting with regard to
corporate incone taxes. Can you tell us what sone of
t hose differences are?

A Absolutely. In GAP accounting, for an S
corporation, as the statenment states, you don't include
i ncome taxes on the financial statenent, because they
aren't paid with a check fromthe Conpany. |nstead,
they are -- the earnings are flown through to the
i ndi vi dual sharehol ders.

In regulatory accounting, however, a generally
accepted principle is that the cost causer pays, and
therefore, things that may not appear on the Conpany's
books and records are generally inmputed or included in
the results of operations in one form or another
whether it would be a restating or proforma adjustnent.

Q Now, for a CIAC, a contributed plant situation,
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I can see where cost causer pays nakes sense. The
devel oper contributing to the plant pays the tax on
this.

Are you saying that applying this concept
further to a regul ated conpany, that because | buy water
service froma conpany and | give the noney for that,
then | should pay the taxes on that noney?

A  For the purposes of setting rates, | don't see
a difference in tax collected froma devel oper, who is
contributing an asset, and the tax liability on incone
that is derived fromselling water

The tax in either case is not paid at the

corporate level. |It's paid off of the sharehol ders
return. So in essence, | see them as one and the sane.
And, therefore, yes, | believe the people who pay the

wat er rates should pay also for the incone tax
associ ated therewith

Q Do you know how other states treat incone taxes
in rates for subchapter S corporations?

MR. FI NNl GAN:  You nean ot her state conmm ssions

or state tax entities?

Q BY MS. TENNYSON: O her state conm ssions.

A | amnot famliar with all 50 state
conmi ssions, as to how they treat different regul ated

and nonregul ated itens.
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Q Are you famliar with any of them other than
Washi ngt on?

A Not with current information, no.

Q Returning to your testinony at page 8, lines 4
to 6, you are tal king about the question of who's paying
the taxes, and --

A | am sorry. \What |ine?

Q You are referring at line 6 -- or it's sort of
in between. You tal k about begging the question of
treat ment of other business entities where tax is not
paid directly by the regulated utility.

Now, M. Kernode isn't the one raising the
i ssue of who pays the tax. The person who pays the tax
determ nes the source of the tax liability, does he?
That's sonet hing the Conpany has rai sed.

A | believe he does, in his testinony, when he
states that -- and | am not direct quoting right now
because | don't know his testinony verbatim But he
states that subchapter S corporations don't pay tax.
Instead, it's paid at the shareholder level. So | think
the answer to your question is, | do believe that he
makes that distinction.

Q | think we have a semantics difference, but
it'"s not worth the tine to sort out at this point.

Now, the sharehol ders of Rainier View Water are
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M. Richardson and his wife; is that correct?

A | believe that's correct.

Q And on page 9 of your testinony, you indicate
that a way to denonstrate that the incone tax liability
truly sits with the Conpany, if the Conpany did not --
is that if the Conpany didn't pay its incone taxes, the
I RS woul d pursue the utility.

Can you tell us what the basis is for that
statement ?

A | believe that M. Ault has al ready answered
that question in his rebuttal testinony, and also on the
stand. And | think that he's got much better references
that | could give you.

Q So is your testinony that the basis for that
statement is M. Ault's testinony?

A M. Ault's testinony, discussions with
M. Ault, and discussions with other CPAs.

Q That is referring to the alter ego theory that
he di scussed yesterday?

A Correct.

Q Now, when a C corporation pays dividends to the
shar ehol ders, the corporation doesn't becone |iable for
the sharehol ders' taxes on those dividends, does it?

A No. The corporation has already paid the tax

on its inconme, and the distribution of dividends is a
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return on the investnment of the sharehol der

Q You also state on page 9, if the Sharehol der
didn't pay their taxes, then the IRS woul d pursue
collection of the taxes fromthe regul ated conpany.

Wul dn't the IRS pursue M. Richardson and his
assets first, or put a lien on the stock of the Conpany
bef ore seeki ng paynent fromthe Conpany?

A Potentially. But we're talking about |arge
sums of noney, and the IRS, in its nature, has a
tendency to go for where the nobney is.

Q Do you have any experience with the IRS and tax
col lection and tax |iens?

A | have never worked for them so no.

Q On page 10 of your testinony, you tal k about
cost of capital. At least that's what ny notes say.

MR, FINNIGAN: | don't see the question

Q BY MS. TENNYSON: Actually, on mine | think it
woul d be line 15.

JUDGE SCHAER: \What page, again, please?

MS. TENNYSON: Page 10.

JUDGE SCHAER: M ne is hole punched, too.

Q BY MS. TENNYSON: If the Commi ssion chooses to
agree with M. Kernode's theory, then the risk conmponent
to the rate of return on equity should be adjusted

accordingly. Do you see that?
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1 A Uh- huh, yes.

2 Q Isn't it true that M. Kernpde's recomended
3 rate of return in this case is based on the debt service
4 coverage, and not on a calculated equity return?

5 A I would have to look at his testinony in

6 greater detail to determine that. The statement that |
7 made here was sinply to show that there -- if the

8 Commi ssi on chooses to adopt M. Kernode's

9 recommendation, if you think of it in a sense of

10 per cent ages, okay, without |ooking directly into the

11 results of operations of M. Kernode and the cal cul ation

12 of the rate of return -- let's assune, for the sake of
13 illustration, that he chose 10 percent return on equity.
14 So essentially, whatever investnent

15 M. Richardson has in the Conpany, he would potentially
16 receive 10 percent on that return, or on that

17 i nvestment. However, if he, on his personal incone

18 taxes, is liable for 39 percent income tax, essentially
19 he's losing 29 percent in a very sinple calculation

20 And so ny statenent here was sinply to nmake the
21 point that if no allowance to incone taxes is included

22 in rates, M. Richardson, in fact has a very negative

23 benefit to investing in Rainier View And personally,

24 if | was M. Richardson, | certainly wouldn't |eave ny

25 investment in that kind of a situation. | mean, anybody
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who invests is seeking a return of sone form or another
And if the anmpunt that you are paying in incone taxes
far exceeds what you woul d receive as a return on your
i nvestment, why would you continue to do that?

Q So, then, if M. Kernode's recomrendation is
not based on -- or it is based on the debt service
coverage, and not a calculated equity return, then the

ri sk conmponent isn't really a factor, is it?

A | believe it still is. Because regardl ess of
how the return was cal cul ated, there's still the bare
nunbers.

If M. Richardson is not receiving, fromthe
Company, in the formof return, however cal cul ated, of
sone formthat is at |east equal to or greater than to
provide hima return on his investnent of the cost of
income taxes to himon the investnent that he's made, ny
statement still stands. Wiy woul d anybody continue to
do that?

Q Okay. You go on to state at page 10, then, it
could be detrimental to the custoners of a sub S
corporation if any of the sharehol ders chooses to
iquidate their stock.

How woul d it be detrinmental to the custoners if
M. Richardson sold his stock in the Conpany?

A How woul d the Conpany pay M. Richardson for
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his investnment? M. Richardson would surely expect to
receive cash for his investnent.

Q Okay. Your answer is assunming, then, that the

corporation is buying back the stock. | said if he sold
his stock.
A Correct.
Q | amassunmng M. Finnigan decides to buy his
st ock.
MR. FINNIGAN: | want, on record, to say |

woul d not do that.

THE W TNESS: Wi ch answers your question right
there. |If M. Richardson chose to sell his stock based
on the fact he's not meking any noney, and it is, in
fact, costing him nmoney, who would buy it?

Q BY MS. TENNYSON: Assuming M. Richardson did
sell his stock at a price he felt was appropriate, what
changes woul d there be on the books of the Conpany for
t he sharehol ders of the stock?

A I f who bought it?

Q If just a private person bought it?

A If there if a private person that bought it,

t here woul d be no changes on the books of the Conpany.

Q If there were no changes on the books of the
Conpany, how would it be detrinental to the custoners if

t he stock was sol d?
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A I guess what | should have said is if
M. Richardson sold the shares back to the Conpany.

Q On page 12 of your testinony, you start talking
about the issues surrounding the ready to serve charge,
and you refer to M. Kernode defining revenues as
guaranteed revenues in his response to a data request.

A Correct.

Q W have marked as an exhibit that Response to
the Data Request. Do you have a copy of that?

A Exhibit 47?2

Q Yes, that's correct.

A Yes.

Q Now, in fact --

JUDCGE SCHAER: For identification?
MS. TENNYSON: Yes, Exhibit 47 for
i dentification.

Q BY MS. TENNYSON: So obviously you are famliar
with this document?

A Yes.

Q You have reviewed it, and you cite to it in
your testinony?

MS. TENNYSON: | would offer Exhibit 47.
MR, FINNIGAN: The only problem | have is that
the second page of Exhibit 47 was not provided with the

Dat a Request.
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1 M5. TENNYSON: Yeah. And | realized that |ast
2 night. | don't have a problem It just has the sane

3 | anguage, so | don't have a problemw th detaching it.

4 MR. FI NNl GAN:  Yeah, just so the record is

5 cl ear.

6 JUDGE SCHAER: Let's proceed in that manner.

7 W will admt the first page, and then | will tear the

8 ot her page off.

9 M5. TENNYSON: Yes, | recognized that when |
10 revi ewed the exhibits last night.

11 MS. TENNYSON: | would offer 47. Is it

12 adm tted?

13 JUDGE SCHAER: | have admitted it with the
14 [imtation.

15 (EXH BI T ADM TTED)

16 MS. TENNYSON: Ckay. Thank you.

17 Q BY MS. TENNYSON: Now, in fact, what you are

18 referring to here is not a statement of M. Kernode, is

19 it? It is, infact, the title of a NARUC Uniform System
20 of Accounts numnber?

21 A Well, we use guarantee and guaranteed revenues

22 quite frequently throughout both of our testinonies. So
23 if you could direct where you are asking nme, in

24 particul ar.

25 Q Your testinobny at page 12, line 15, states that
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M. Kernode defines these revenues as guarant eed
revenues?

A Correct. In his testinony, he does define
t hose revenues as guaranteed revenues.

Q That's not what your testinony even says, Ms.
Ingram You are saying that in this response to the
data request, is where that is stated.

A I amsorry. Correct.

Q So your reference and characterization of
M. Kernopde as stating this -- my point is, isn't it
sinmply the statenent, the title of this NARUC Account
Cl ass that uses the term guaranteed revenues?

MR. FINNIGAN: | amgoing to object. First of
all, the exhibit speaks for itself. But in addition,
that m scharacterizes the question that was asked, and
this is a response to a question that was asked.

So it has to be placed in the context of what
was being provided by M. Kernode in response to a
questi on.

MS. TENNYSON: M point that | am seeking with
this is that | believe Ms. Ingram has m scharacterized
what M. Kernode has said. She is attributing this
particul ar statenment to M. Kernode when it is sinply a
gquote froma separate source. It is not his words.

JUDGE SCHAER: Well, can you ask her -- this
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part of Exhibit 47 is admtted. Ask her if this is the
data request upon which she bases her testinony
at this point, and then ask her what, in this data
response, |leads her to nake this statenent, and perhaps
we can get there in that way.

Go ahead, Ms. Tennyson.

MS. TENNYSON: COkay. Thank you.

Q BY MS. TENNYSON: In your testinony at page 12,
starting at lines 15 -- 14, 15, the sentence that
starts, "First of all, M. Kernopde," is this Exhibit 47
what you are referring to as the data response?

A Yes.

Q And the reference to guarantee that you refer
to in your testinony, again, that is sinply fromthis
docunent, and not from another source in M. Kernode's
testi mony?

A Correct.

Q And you refer, again, to the data response on
page 13, the first two lines. And you are attributing
to M. Kernpde the statement that the ready to serve
charges paid guarantee a connection to the water system
in the Staff response to data request?

A Correct.

Q And, again, you are referring here to Exhibit

4772
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A Correct.

Q Now, under -- when a lot is sold to an end
user, and they start receiving water, that person is
clearly a custonmer of the water conpany, correct?

A Correct.

Q At that point, they would begin paying rates
for water service?

A Correct.

Q So under the devel oper contracts under which
Rai ni er View charges the ready to serve charge, at that
poi nt, the Conpany would start receiving revenue from
the customer, rather than revenue fromthe ready to
serve charge, correct?

A I don't follow your question conpletely.

Coul d you restate it?

Q Certainly. It was rather confusing. | am
sorry.

At the tinme that a customer hooks up and starts
receiving water, then that essentially replaces revenue
that the Conpany would receive fromthe ready to serve
char ge?

A At the tinme that a custonmer, a person who
purchased the | ot, pays the service connection fee,
receives the water availability letter, et cetera, at

the tinme that all of that occurs, they begin paying
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rates. |If there is a contract in place that is stil
active on that particular lot prior to the sale, at the
time of the sale the developer is no |onger responsible
for the ready to serve charge

Q And are you famliar with Rainier Views rate
structure, the rates for water service to custoners?

A A general famliarity, yes.

Q Could you tell us the amount that a norna
custonmer would pay for water services? At |east as much
as the $15 per nopnth, possibly higher?

A | can't answer that w thout |ooking at their
tariff.

Q C©oing on to page 14 of your testinony at |ine
24, you used the termcapital asset ratio. Can you tel
us what the capital asset ratio is? Describe that for
us.

A A capital asset ratio is the ratio of
contributed plant to total plant.

Q And for a regul ated water conpany, what kind of
ratio is preferred?

A  Well, while | don't have access to what the
Commi ssion uses currently as their guideline, at the
time I was enpl oyed by the Conm ssion, M. JimWrd of
the Commi ssion Staff was seeking a 30 percent capita

asset ratio for conpanies when deternm ning a financia
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viability and feasibility of a water system pl ant.

Q And if | understand it correctly, it would be,
then -- the Conpany woul d be seeking to have a | arger
ratio; that is, one with I ess Cl AC funded pl ant as
opposed to investnent?

A Actually, | believe that the 30 percent was
indicating -- | would have to look into that. | can't
answer that.

Q I amstill on page 14, line 21. You state that
the purpose of the charge as a financing nechani sm was
initially instituted to increase the rate base.

Coul d you explain briefly how rate base is
i ncreased by the use of this charge?

A The use of this charge is part of the contract.
And the contracts were devel oped as they were so that
t he Conpany woul d actually be buying the assets of the
devel oper, as opposed to the devel oper sinply giving the
Conmpany the assets.

If the devel oper gives the Conpany the assets,
they have received contributions, which erodes rate
base. If they are purchasing the assets, then they are
allowed to place that into the rate base, and therefore,
are able to increase their rate base.

Q Now, | would like to just pose a hypothetica

here, and see if we can follow al ong here.
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Let's assune that a devel oper installs a
conpany utility plant, and the Conmpany and the devel oper
val ue that at $200,000. The Conpany issues a note
payabl e for $200,000 to the devel oper

So then, in the Conpany -- under Rainier Views
contracts, the Conpany has the devel oper pay an anount
of noney on -- the $15 per nonth, in order to have the
cash to pay the devel oper back the utility plant that
they are buying; is that correct?

A Well, with a dollar figure |ike $200, 000
doubt that the $15 would cover the total paynments. But
it certainly is a revenue source that the Conpany woul d
have avail able to make the debt service on that.

Q But at the beginning of this contract, we have
got rate bases increased by $200,000, but that's solely
by debt; is that correct?

A That's correct.

So, now, | amnot talking about reality and the
figures. But let's say the devel oper pays $50,000 in
the ready to serve charges to Rainier View for the first
year. \What would the capital structure |ook like at the
end of the first year? Let's disregard depreciation or
anything like that. W have had the $200, 000 debt, and
t he devel oper has paid Rainier View $50,000 that Rainier

View pays to the developer. What is our capita
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1 structure?

2 A The capital structure would be, assum ng
3 that --
4 MR. FINNIGAN: | amsorry. | amnot sure this

5 hypot hetical is going to be hel pful, because it's

6 m ssing a couple of key elements. It's nissing the

7 paynment schedule on the note, and the interest rate on

8 the note.

9 M5. TENNYSON: |'mnot tal king about reality.
10 | amtrying to get an idea of the debt and the equity,
11 where it goes.

12 MR. FINNI GAN:  But even to do that, as you go,
13 | understand -- | think | understand where you are

14 trying to go, and I don't have any objection to getting
15 that, but that is part of the record.

16 But | am saying, as stated, | don't think you
17 have asked a hypot hetical question that can be answered
18 as positive. As you can now ask what the rate base

19 woul d be at the end of the first year, and to know that
20 you woul d need to know t he payments under the note as
21 opposed to the paynents by the devel oper

22 MS. TENNYSON: That was part of my question.
23 sai d, we have $200, 000 in debt, and the devel oper pays
24 Rai ni er Vi ew $50, 000; Rai nier View pays $50,000 to the

25 developer. | did say that.
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JUDGE SCHAER: There was an objection to the
formof the question as being inconplete, and | am going
to let you restate the question. And if there is
sonmet hing that the witness finds nakes her unable to
answer because it's essential to being able to give an
answer, | will let her tell you that.

But | think that you are | ooking for pretty
gross figures: Does it go up? Does it go down? O
does it stay the sanme? And | think we can get to
those. W won't get to a precise nunber, and if you
were to attenpt to do that, | would have nore concern.
But let's go ahead.

Q BY MS. TENNYSON: GCkay. So we have rate base
At this point, we have $200, 000 of rate base that is
debt. And then the devel oper pays $50,000 to the
Conpany in ready to serve charges, and then Rainier View
pays the devel oper $50,000 on that note that they have.
VWhat is the capital structure at this point?

A Well, in your question, the only figures that
play into the capital structure are the $200,000 in
begi nni ng debt rate base, and the $50, 000 paid on that
to the devel oper. The ready to serve charges don't
factor into the cal culation of capital structure.

As such, assum ng that the $50,000 paid to the

devel oper was solely for principal, and not cal cul ating
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1 any interest into it, then at the end of the year, at an
2 end of the year rate base figure, not averagi ng or

3 anyt hi ng, you woul d have $150, 000 of debt in your rate
4 base, and $50,000 in equity.

5 Q Okay. Let's take it forward three years.

6 Again, we will disregard depreciation and interest as
7 you appropriately pointed out. At the end of that

8 period of time, then, the capital structure would be,
9 t he Conpany woul d have $200, 000 of equity, correct?

10 A If you are making the assunption that they

11 continue to pay $50,000 per year in principal, then

12 yes, they would have $200,000 in equity after four

13 years.

14 Q So at this point the Conpany woul d have an

15 addi ti onal $200, 000 of equity, but there has not been

16 any investnment by the shareholder; is that correct?

17 A That's correct.

18 Q Al right, expenses --

19 A Can | expand on that? There hasn't been an

20 i nvestment fromthe shareholders in the sense that they

21 haven't paid any noney into the Conpany in addition to
22 the original investnent. However, their origina

23 i nvestnment is what created the Conpany. And as such
24 they have the ability to -- the Conpany has the option

25 to distribute any residual incone to any sharehol ders or
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i nvestors, or so forth.

By the Conpany investing that into plant, as
opposed to returning it to the sharehol ders, in essence
t he sharehol ders have invested in the sense they have
gi ven up the opportunity to receive that noney.

Q Are expenses relating to operation -- well
assuming -- we're back to the hypothetical. And we have
this utility plant, that is being -- the noney is being
exchanged or is being purchased.

Are the expenses relating to the operation of
that utility plant included in the conpany's cost of
service?

A I don't know. It depends upon how t he Conpany
structures its rates.

Q Wuld it be included in the conpany's results
of operations?

A Again, | don't knowthat. In your
hypot hetical, | don't know all of the circunstances
surroundi ng your hypothetical

Q Now, you testify about the conpany's contracts,
and the calculations -- or how the ready to serve
charges works. Now, you weren't part of the Conpany or
associated with the Conpany at the tinme they devel oped
this financing nechanism were you?

A I was enployed by the Conmi ssion at that tine.
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1 Q So your know edge of the purpose of the

2 contracts, and how they were set up was devel oped from
3 your conversations with the Conpany since then?

4 A No. Like |l said, I was enployed by the

5 Commi ssion at the tinme that these were devel oped. And
6 as such, | worked for the water section Staff, and the
7 i ssue was hashed around over and over and over to

8 devel op this particul ar program

9 Q Now, the ready to serve charge in the contracts

10 that you were present, | think, for part of the

11 testinmony yesterday -- and if we need to refer to a page

12 in the contract, we can do that.

13 But woul d you agree the contract says the ready

14 to serve charge continues to the tine the residentia

15 subscri ber purchases the lot, or becones a custoner?

16 A O until the contract expires, yes.

17 Q Now, do you know how it would work if a person
18 pai d the connection charge, but didn't actually start
19 receiving water until several nonths later? Wuld the
20 devel oper's obligation stop at the tinme the person

21 purchased the |ot?

22 A | believe so.
23 Q Now, if we have contracts that were entered
24 into in 1999 that include a ready to serve charge, if we

25 assune there's a five-year term the Conpany would stil
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1 be receiving ready to serve charges, or could be stil

2 receiving ready to serve charges for devel opers under

3 those contracts; is that true?

4 A At the present tine, if the ot has not been

5 sold and there isn't an active custoner, yes.

6 Q So when you testify that -- on page 17, that

7 the Conpany is no | onger assessing these charges in the
8 contracts, what you nean is that current contracts that

9 are being entered into don't include this |anguage?

10 A Yes.

11 Q Do you know at what date the Conpany stopped
12 including the ready to serve charge in its contracts?
13 A | don't know the exact date, no.

14 Q Do you know the year?

15 A | believe it was |ast year

16 Q The year 2000 -- or 2001, | amsorry?

17 A | believe that's correct.

18 Q | would like you to refer to Exhibit 44 at this
19 tine.

20 A (Complies.)

21 Q Now, are you familiar with this docunent

22 at all?
23 A (Readi ng docunent.) | believe | received it
24 yesterday. So in the sense that | received it

25 yesterday, yes, | amfamliar with it.
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Q And now the attachments to it, these are sone
copi es of portions of the Conpany's depreciation
schedul es; is that correct?

A That appears to be what this is, yeah.

Q And now the question that is asked relates to
the acquisition of Indian Springs, and it refers to the
attachnent | abeled Attachment A. Have you had an
opportunity to review that?

A No.

Q So you don't know whether that does relate to
the Indian Springs --

A  Wll, | can see that it says that included
assets related to the Indian Springs acquisition

Q Now, do you know what year the Indian Springs
systemwas transferred into Rainier View Water?

A Not without reviewi ng nmy passport papers.

Q Could you refer to what has been marked as
Exhi bit 48.

A (Complies.)

Q And can you identify this for us?

A The year that Rainier View acquired |Indian
Springs?

Q No, identify the exhibit.

A Yes.

MR. FINNI GAN: Before we go too far, all of
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this has been sort of prelimnary. | have been
wondering, but | would |ike to inquire where this line
of questioning is going, because it appears to ne to be
outside the scope of Ms. Ingranis testinmony. She
testified on two subjects, and | think we're going into
an area where she didn't provide direct testinony.

MS. TENNYSON: And she was, in fact, the
anal yst who dealt with Indian Springs, and putting it
into rate base, and the depreciation of it.

It is Staff's belief that the issues -- sone of
the adj ustnents on depreciation that the Conpany nade on
its catch-up adjustnents related to this particular
acquisition. And since she was the person with the nost
di rect know edge of how the depreciation expense was
included in inputting this iteminto rate base, | think
it's inmportant to establish that point.

MR. FINNI GAN:  Well, we have a couple of
issues. That's clearly beyond the scope of Ms. Ingranis
direct case. And | suppose Staff is attenpting to nake
Ms. Ingramtheir witness on a particular issue.

The second is, | have tried to be very carefu
in -- at least in our preparation of testinobny to
respect both Ms. Ingramand Ms. Parker's roles with the
staff, and not ask themto testify exactly what they did

or didn't do as a staff nenber on a particular -- in a
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particul ar case.

And | am not 100 percent bothered, because the
ethics statutes are always changi ng, but at one tine
aski ng soneone to do that would place themin the
position of violating state statute. And so | have a
concern there, and | stayed away from those areas
specifically for that reason

JUDGE SCHAER: M. Finnigan, do you have a
wi t ness who can tal k about depreciation, and tal k about
how I ndi an Springs was treated in terns of depreciation
anong the four w tnesses you have presented?

MR. FI NNl GAN:  Dependi ng on the issue that they
want to ask, | suppose M. Fisher would have been the
witness to discuss it. But, again, it depends on the
guestion, and what they are going into.

JUDGE SCHAER: Well, you wanted to stop this
before we got to the questions. So | think we're
| ooki ng at whether or not -- what path we're on. And
what | have heard is we're on a path of checki ng whether
or not depreciation catch-up, which is in the Conpany's
case, was done appropriately. And | think there should
be soneone that Staff can ask those questions of.

MR. FINNIGAN: We had M. Fisher, who has the
results of operations page where it appeared, and

M. Ault.
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M5. TENNYSON: M. Ault testified he couldn't
tell us what was included in their changes to the
depreci ati on schedul es.

JUDGE SCHAER: Well, Ms. Tennyson, | think that
M. Fisher is here. If we need to recall himwe wll,
because | think that Staff should be able to have a
witness to talk about -- answer questions about
depreciation in this rate case.

I am concerned with Exhibit 48. M. Fisher
will not be able to sponsor it, because he's not one of
the authors. So I --

MR, FINNIGAN: | don't think we're asking about
48. Oh, | amsorry, 48

MS. TENNYSON: Well, | could propose that we
admt Exhibit 48, and | don't ask any questions about
it.

JUDGE SCHAER: We're going to take our break
about 10:30, and I would like the two of you to talk
over the break, because | know there's inportant
guesti ons about depreciation, and whether we got it
right. And | would like to have those explored, so we
need to figure out howto go forward on that.

MR. FINNI GAN:  That would be fine. If |
understand the direction that they may be going, and

maybe we can sol ve that.
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JUDGE SCHAER: As | say, | would |like you and
Ms. Tennyson to talk this over at 10: 30.

MS. TENNYSON: | have no further questions.

JUDGE SCHAER: Well, maybe we will have a nice

early break, because | only have a couple.

EXAM NATI ON
BY JUDGE SCHAER

Q Good norning, M. Ingram

A Good norning.

Q | would like you to turn to page 8 of your
testi nony.

A (Conplies.) And | am asking you this question
as soneone at a prestandard | evel of understanding of
how tax reporting is done. So | am |l ooking for the
basi cs.

You di scuss between lines 7 and 10 that the
sol e proprietorships and partnerships, as | read it, pay
tax in a simlar way to an S corporation?

A Correct.

How does a sol e proprietorship pay tax?

A sole proprietorship pays tax off the
i ndividual's inconme tax return. And | believe that the
revenues and t he expenses of the Conpany are placed on

Schedule C, which is -- like Schedule Ais the item zed
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deductions on your tax return, Schedule C is business
i ncome.

Q So that's a normal 1040 and Schedul e C?

A Correct.

Q And that is, then, taxed one tinme when the sole
proprietor reports her income?

A Correct.

Q How does a partnership pay tax?

A Simlar. If | amnot mstaken it's exactly the
same way, but perhaps you could ask that question of
Ms. Parker who is a CPA, also.

Q So if we have a partnership of two people who
are unrel ated otherw se, what do you do? Put half the
i ncome on one, and half on the other?

A | believe in cases like that, the inconme is
di stributed based upon percentage of ownership. So if
one person of the partnership owns 60 percent, they
woul d receive 60 percent of the business inconme for
reporting on the tax return. And the other partner at
40 percent woul d receive 40 percent of the inconme to
report.

Q And the tax would be based on the tax schedul es
for an individual, or however the person reports --
whet her they are an individual, or married, or sonething

else. But it would be the tax table that would
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acconpany the 10407

A Correct.

Q O the calculations you would do, or it would
be the cal cul ation you have to do if you are earning
nore than the 1040 has tables for? It would be the 1040
tax |evel ?

A Correct.

Q Thank you.

MR. FINNI GAN:  Ms. Tennyson, do you have any
fol |l ow up?

MS. TENNYSON: No, | don't.

JUDGE SCHAER: Wiy don't you go ahead on
redirect for everything up to this point. And after we
go further on this depreciation question, you can have

nore redirect on that, M. Finnigan

REDI RECT EXAM NATI ON
BY MR FI NNI GAN:

Q M. Tennyson asked you a question concerning a
person who pays the connection charge, and whether the
ready to serve charge continued. Do you renenber those
guestions?

A Yes.

Q Is it your understanding that a person who pays

t he connection charge beconmes a custoner?
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A Yes.

Q There were sonme questions to you concerning
your testinony on page 14, lines 24 through 27,
concerning capital asset ratios?

A Correct.

Q Is it your understanding of the capital asset
rati os that 30 percent of the plant should be rate base?
Is that where the 30 percent capital asset ratio cones
front?

A I would have to go back and | ook at ny
paper wor k.

Q Wuld you look at Exhibit 47, which is Data
Request No. 2.

A (Complies.)

Q And as | understand it, you reviewed this data
request and it fornmed a basis for a portion of your
testinony?

A Correct.

Q Could you tell us fromthis docunent what |ed
you to conclude that -- to nake the conclusion that you
drew in your testinony?

A Could you restate that question?

MS. TENNYSON: | object to the formof the
gquestion. | don't believe she made a concl usion. She

just attributed a statenent to M. Kernode in her
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testi nony.

JUDGE SCHAER: | think M. Finnigan already
stated he would restate the question, so let's let him
do that, please

MR, FINNIGAN: It would be helpful if soneone
could give ne the page citation, because | m ssed that
in my notes.

THE W TNESS: Page 12.

MR. FI NNl GAN: Thank you.

Q BY MR FINNIGAN: At page 12, lines --
approximately lines 13 through 16, could you tell us
what about Exhibit 47 led you to nake the statenent
cont ai ned there?

A M. Kernode, in answering this data request
with the citation of the NARUC Uniform System of
Accounts for class A water utilities, | believe is
answering the question posed to himof whether ready to
serve charges are utility revenue or not. And he uses
the definition of guaranteed revenue to indicate that
they are utility operating incone.

What | am saying in nmy testinmony is that |
don't believe that ready to serve charges, in the sense
that Rainier View charges themin the contracts, qualify
as guarant eed revenues, based upon the fact that this

definition indicates that this type of revenue is



0261

1 usual ly received to reserve or guarantee the

2 avai lability of plant capacity when needed.

3 That, to me, indicates that guaranteed revenues
4 are received for the purpose of ensuring a service

5 connection, which is not a condition of the ready to
6 serve charge. The ready to serve charge does not

7 guarantee the devel oper a service connection for that
8 particular lot. That is guaranteed at the tine a

9 servi ce connection charge is paid, and a water

10 availability letter is issued, and an application for

11 service i s received.

12 Q Turning now to page 10 of your testinmony --
13 A (Conplies.)
14 Q ~-- inthe nmddle of the page you were asked

15 guestions concerning risk conponent. Do you renenber

16 t hose questions?

17 A Correct.

18 Q One of the questions was whether or not there
19 woul d be a detriment to the Conpany if M. Richardson

20 sold his stock to another person. Do you renmenber those
21 guestions?

22 A Yes.

23 Q Wuld there be any detrinment to the Conpany

24 beyond just the book entries that you were asked about

25 upon a possible sale by M. Richardson's interest in
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1 Rai ni er Vi ew Water Conpany?

2 A To another private individual?
3 Q To a private individual
4 A  Wll, first of all, if the sale occurred to

5 anot her private individual, there would be no effect on
6 Rai ni er View s books as there would still be shares

7 out standi ng equal to the anbunt outstanding prior to the
8 sal e.

9 However, there's a myriad of potentia

10 detrinent that could happen to a conpany, dependi ng on
11 the new i nvestor, and what their notives are.

12 Q It's possible the new investor may not have the

13 same qualifications as M. Richardson?

14 A Correct.

15 MS. TENNYSON: | would object to M. Finnigan
16 | eadi ng the witness.

17 Q BY MR FINNIGAN: Could you give us sone

18 exanpl es of the types of detrinent you just indicated in
19 response to the question?

20 A  Well, | think that qualified owners of water

21 conpanies are very few and far between. There are a

22 nunber of things that a person needs to recogni ze when
23 purchasi ng a water conpany, especially a regul ated

24 conpany.

25 In M. Richardson's case, he has a long history
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of owning Rainier View He's fanmliar with the
operations. He's famliar with the personnel. He's
famliar with the regulatory environment. He's in -- he
has access to rel ated conpani es that can provide him
servi ce on an energency basis. He has a good reputation
in the industry, has a good relationship with his
managers. And as such, is very hands on. | don't think
that there's any guarantee that another investor could
be the sane. While it's not inpossible, it would be
very rare.

Q | want to go next to page 7 of your testinony.

A (Conplies.)

Q And in response to questions related to your
testi nony, on page 7 you use the phrase "double
taxation." Do you renenber that conversation?

A Yes.

Q What do you nean by "double taxation"?

A What | nean by that is a particular dollar of
revenue runs the risk of being taxed twice. And in the
exanple | gave when answering one of Ms. Tennyson's
guestions, was in a C corporation where the corporation
recei ves revenue from whonever it sells commodities or
what ever to, that inconme is taxed at the corporate
l evel .

Then fromthere, the corporation distributes
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1 dividends to its sharehol ders, assuming it elects to

2 di stribute dividends. Those dividends are cashed from
3 t he Conpany, which has to conme from sonme source. And
4 for the purposes of this illustration, it came in from
5 taxabl e i ncone. And then the sharehol der pays tax on
6 the dividends on their personal returns.

7 So in essence, that dollar received as a

8 di vi dend has been taxed as an incone to the corporation

9 Q Do | understand that to nean that that doll ar
10 is potentially subject to being taxed nore than once?
11 A Correct.

12 Q Do you renenber being asked questions about

13 future tax benefits to owners?

14 A Yes.

15 Q \What do you have in mnd when you hear the term
16 future tax benefits to owners?

17 A Future tax benefits to owners, | don't recal

18 t he exact question that was asked when | was asked about
19 future tax benefits to owners.

20 But what that statenent inplies to me is that
21 somet hi ng that happened in the past creates a benefit

22 for taxation purposes in the future.

23 Q In a situation, again, there both being future
24 tax detrinents and future tax benefits?

25 A Yes.
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Q Are you aware how the Conm ssion, this
Conmi ssion, treated tax associated with contribution in
aid of construction from service connections prior to
the Tax Reform Act of 19867?

A No.

Q M. Tennyson asked you about a concept of a
flowthrough tax. Do you renenber that question?

A Yes.

Q In your mnd, what is a flowthrough tax?

A A flowthrough tax, synonynmous with a
pass-through tax, would be where a transaction occurs
that creates a tax liability. And the person who is
receiving the benefit of that transaction would be the
person who would actually pay the tax to the IRS, rent
the tax to the IRS. However, they collected from
whonever they sold sonething to to cover that liability.

So in the case of Ms. Tennyson's question, she
was aski ng about service connection fees, | believe. So
someone conmes to -- let's use Rainier View as an
exanple -- wants to purchase a service connection fee
Rai ni er View charges themthe service connection fee,
plus the associated tax. So in the end, as M. Fisher
testified yesterday, they will end up receiving -- the
Conpany will end up receiving $350 for their service

connection fee, even though the tax liability on that is
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al so collected -- that's not very clear

Q Well, let me ask you anot her question. Is a
sal es tax an exanple of a flowthrough tax?

A Yes.

Q And continuing and concluding -- | am worKki ng
here by goi ng backwards.

You were asked certain questions concerning
your experience with Federal incone tax. Do you
remenber those questions?

A Yes.

Q You were asked about your enploynment. Is it
al so true that you were enployed by a regul ated water
utility?

A Yes.

Q Did you have any experience with incone tax in
t hat position?

A I didn't personally prepare the inconme taxes,
but | provided the backup docunentation for many of the
portions of the calculations for income tax.

Q And you previously testified that you were
enpl oyed here at the Conmmission; is that correct?

A Correct.

Q And did that position require you to review
i ncome tax adjustnents for regul ated water conpani es?

A Yes.



0267
1 MR, FI NNl GAN: That concludes ny redirect.
2 JUDGE SCHAER: Thank you. | amgoing to

3 suggest we take our norning recess at this tine. Please

4 be back at 10:35 by the clock on the wall. Thank you.
5 We're off the record.

6 (Brief recess.)

7 JUDGE SCHAER: Let's be back on the record

8 after our norning recess.

9 | believe, Ms. Tennyson, and M. Finnigan, you
10 were going to report back on sone concerns about

11 exhibits. And can you |let nme know where we are

12 at this point, please?

13 MS. TENNYSON: We have di scussed the proposed
14 questioning and the topic of Exhibit 48. And we have

15 agreed to admit the exhibit by stipulation wthout any
16 testinmony related to it.

17 JUDGE SCHAER: All right. The other exhibits

18 that | have listed as associated with this w tness that

19 | don't know at this time where we are, are Exhibits 44
20 and 49.

21 (EXH BI T ADM TTED)

22 MS. TENNYSON: And | have not offered those,

23 and | do not intend to offer those at this tine.
24 JUDGE SCHAER: Okay. Thank you. And | believe

25 | rem nded you before the break ended that there are
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still two outstanding exhibits fromyesterday. W wll
keep track of those as we go through the day, so we know
what their status is.

M. Finnigan, would you like to call your next
W t ness.

MR. FINNIGAN: | would like to call M. Parker
pl ease.

JUDGE SCHAER: Pl ease raise your right hand

JULI A PARKER
produced as a witness in behalf of the Respondent, having

been first duly sworn, was exam ned and testified as foll ows:

JUDGE SCHAER: Go ahead, M. Finnigan.

MR. FI NNl GAN: Your Honor, | think we need to
identify Ms. Parker's exhibits.

JUDGE SCHAER: | amgoing to identify
Ms. Parker's prefiled rebuttal testinony as T-50, and
her Exhibit JMP-2 as 51. And her Exhibit JMP-3 as 52.

And Ms. Tennyson, did you have any cross
exhibits for Ms. Parker?

M5. TENNYSON: No. We will be using Exhibit 27
and asking her to identify that.

JUDGE SCHAER: Okay.

MR. FINNI GAN: Do you have an additional copy
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1 of that?
2 MS. TENNYSON: Yes, | do. I will also allow

3 her to have this available, if she needs it.

4 JUDCGE SCHAER: Go ahead, M. Finnigan
5 MR, FI NNl GAN:  Thank you.

6

7 DI RECT EXAM NATI ON

8 BY MR FI NNl GAN

9 Q M. Parker, do you have what have been marked
10 as T-50, 51, and 52?

11 A Yes, | do.

12 Q And we have previously subnitted an errata

13 concerning Exhibit T-50; is that correct?

14 A Yes.

15 Q Wth the changes noted on the errata -- | am
16 sorry. | got out of order

17 Is the material in T-50 prepared by you, or

18 under your supervision and direction?

19 A Yes, it is.

20 Q And would that be the sanme for Exhibits 51 and
21 527

22 A Yes.

23 Q And with the corrections contained on the

24 errata, is the material contained in Exhibits T-50, 51

25 and 52 true and correct to the best of your infornmation
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1 and belief?

2 A Yes.

3 Q And if I were to ask you the questions

4 contained in Exhibit T-50 today, would your answers be

5 the sane as listed there?

6 A Yes.

7 MR. FINNIGAN: | would offer T-50, 51, and 52.
8 JUDGE SCHAER:  Any obj ection?

9 MS. TENNYSON:  No.

10 JUDGE SCHAER: The documents are admitted.

11 (EXH BI T ADM TTED)

12 MR. FI NNl GAN:  Thank you. Ms. Parker is

13 avai | abl e for cross exam nati on.

14 MS. TENNYSON: Thank you.
15
16 CROSS EXAM NATI ON
17

18 BY MS. TENNYSON:

19 Q Good norning, M. Parker.
20 A Good norning.
21 Q | amgoing to refer to your testinony T-50,

22 starting at page 4. And you refer to considerations, or
23 t hi ngs one would consider in evaluating the salary of an
24 owner of a conpany. Do you see that?

25 A Yes, | do.
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1 Q Wuld you also consider the work perfornmed by

2 the person as part of that eval uation?

3 A The duties perforned by that --

4 Q -- person.

5 A Yes, that would be a consideration as well

6 Q Prior to your testinony in this case, did you

7 ever -- have you ever worked for Rainier View Water?
8 Have you done accounting work for thenr
9 A | have never been enployed by Rainier View

10 Wat er Conpany.

11 Q Has your firmdone work for the Conpany?
12 A No, not prior to this case.
13 Q So then when you state that you believe that

14 the salary that M. Richardson is requesting is

15 reasonabl e for what he does, what are you basi ng your
16 know edge of what he does on?

17 A M discussions with the Conpany as to the

18 duties performed by M. Richardson, as well as the

19 testinmony presented by M. Fisher, and by M. Ault.

20 Q CGoing on to page 6, line 16 of your testinony,
21 you refer to conpani es who have properly recorded their
22 officers' salaries. Wat do you nmean by properly

23 recorded?

24 A Wen | reviewed the rate case workpapers for

25 vari ous water conpanies, there were officers' salaries
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that were recorded as enpl oyee sal aries rather than
officers' salaries. | have seen it in contract
managenment, instead of officers' salaries. Those are
the main places where you mght find it.

It is very commn for the salary of the
officers to be not appropriately presented in their
financial statenents.

Q | wwuld like to refer to your Exhibit JMP-2,
which is Exhibit 52
JUDGE SCHAER: No, JMP-2 is 51.
MS. TENNYSON: | read 51, and ny nmouth said 52.
Q BY MS. TENNYSON: Can you tell us for each
conpany listed on this exhibit what officers that salary
anount represents?
A | amsorry. On Exhibit 51?
Q Yes.
A There's no conpensation represented on Exhi bit
51. The conpensation is shown on Exhibit 52. It
appears as though we | eft a header on 51 that shoul d not
have been there.

51 represents the Federal tax and what was
booked as proformm, as opposed to what was booked in the
Conpany's financial statenents. As well as it presents
the nunber of custonmers, and type of entity that the

Conpany is operating as.
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1 Q | believe that | amreferring to what has been

2 mar ked as your Exhibit JMP-2.

3 MR. FINNIGAN: | think the exhibits --

4 THE WTNESS: Do | have them marked

5 i ncorrectly?

6 MR, FINNIGAN: Yes. | think that would help

7 THE WTNESS: | amsorry. Wwen | set themup |
8 had them marked the other way. | think they were

9 changed since that tinme.

10 Q BY MS. TENNYSON: So Exhibit 51 does have a
11 colum for officers' salaries, correct?

12 A Yes, it does.

13 Q And can you tell us what officers that salary

14 represents?

15 A  These were conprised fromthe results of
16 operations statenents, or the -- if | couldn't find it
17 on the results of operations statement, | went to the

18 annual report provided by the Conpany to the Conm ssion
19 And so that's sinply what is presented in

20 account 602, Officer Salary. Unless |I found, through

21 t he wor kpapers, that the owner or officers' salary was
22 booked as contract nanagenent, for exanple, or was

23 incorrectly shown as an enpl oyee salary, then it was

24 noved to officers so we could have a conpl ete conpari son

25 of those sal ari es.
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Q But fromthis exhibit, and from what you have
said, | gather you can't tell us how many persons may be
included in that category, whether the officers are ful
or part tinme; is that correct?

A That's correct. You can't tell fromthe
exhi bit.

Q And we can't tell whether the officer might be
the only paid enployee of the Conpany, or one of
several ; is that correct?

A That's correct.

Q Now, of the conpanies and the cases that you
list on this exhibit, isn't it true that none of these
cases went through an adjudication hearing?

A | can't answer that for sure. To the best of
ny know edge, | did not see a final order on any of
these cases, so | don't believe that they were. But |
don't have conpl ete know edge of each and every one of
t hese cases.

Q At this point, | would like you to refer to
what has been marked as Exhibit 27.

A (Conplies.)

Q And | have also provided to you there on the
tabl e, the workpapers fromthe case that these docunents
were taken from which | will represent to you was the

filing of Rainier View Water Conpany under Docket No.



0275

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

UW 930190, and several other nunbers.

Looki ng at page 2 through 4 of this docunent,
can you tell me whether these are workpapers that you
prepared?

A (Readi ng docunent.) To tell you the truth,
know that | prepared the second page of this docunent.
It has nmy handwriting on it. The first page, nost
likely woul d have been prepared by nme, because | was on
staff at that tine, and would have been assigned to this
rate case. | don't have any nmenory of it, but --

Q | believe -- you weren't here yesterday.
M. Fisher identified this as a docunent provided by --

A The third page is not ny handwiting. It |ooks
as though it came froma later case, to tell you the
truth, which referenced this one. And the handwriting
on the fourth page al so | ooks as though it was perforned
by another auditor, and not nyself.

Q \What leads you to believe that the third page
was froma | ater case?

A Well, | had thought | recognized the
handwriting, but |I could be wong, based on the
i nformati on provi ded.

JUDGE SCHAER: Ms. Tennyson, there's a notation
on lines 3 and 4 referring to sonmething as "last rate

case," and then a nunber. Perhaps the witness will know
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if there were --

MS. TENNYSON: That is a good point.

Q BY MS. TENNYSON: Ms. Parker, referring to line

4 of the docunment on page -- the third page of the
docunent, it refers to a docket nunber from what appears
to be a 1992 case.

Do you know if there were intervening rate
cases in between 1992 and 19937

A | don't believe there would be. Looking at

this information, ny guess today, from |l ooking at this,
nmy inpression is this nmust have been a conpany-provi ded
wor kpaper, not provided by nyself. Probably presented
to justify their proposed proforma adjustnent.

MS. TENNYSON: M. Finnigan, when we had
M. Richardson on the stand --

MR. FINNIGAN: M. Fisher

MS. TENNYSON: M. Fisher.

MR. FINNIGAN: And this is --

MS. TENNYSON: | don't recall that we
specifically asked himthat question

MR. FINNIGAN: Well, he indicated that he
agreed that he prepared the first page, but he did not
prepare the subsequent pages.

And, again, this is one of those where | had

asked for the workpapers related to it, and these were
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not materials that were provided to me. So | don't have
any objection to the second page coming in, based on
Ms. Parker's identification, but --

MS. TENNYSON: No, | had anticipated that this
was her handwiting. So we will -- | would nove the
adm ssion of the exhibit, the first two pages and renove
the last two, since we don't know whose they are

JUDGE SCHAER: | note the |ast page, this
appears to be photocopies out of a text that is in the
library -- if it's still there. Maybe sonmething could
be referred to, or maybe not. | don't know. But
certainly the third page doesn't appear to be identified
wi t h anyone.

MR, FINNIGAN: And | don't have any objection
to the first two pages.

JUDGE SCHAER: So | will adnmit as Exhibit 27 a
t wo- page docunent; first page stating -- providing
enpl oyee nanme and payroll information, and tota
proforma salaries, and a table.

And t he second page providing a payrol
analysis. And there are sonme handwritten notes at the
bottom of this page. And | believe, M. Parker, you
identified those notes as having been made by you; is
that correct?

THE W TNESS: Yes.
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JUDGE SCHAER: And | think it's appropriate to
have those notes in the record, but |I do like to reflect
that on the record so people who | ook at these |ater
know you can | ook at those numbers as well

So with those nunbers, | amgoing to admt the
t wo- page docunent that is now Exhibit 27.

(EXH BI'T ADM TTED)

MS. TENNYSON: Thank you.

Q BY Ms. TENNYSON: At this point | would Iike to
refer to your testinony, Ms. Parker, at page 8.
Referring specifically to the testinony that starts at
line 14 you state, "The dividends that are paid to the
i ndi vi dual sharehol ders represent the return on
i nvestment for the shareholder.” Do you see that?

A Yes.

Q And dividends are only one conponent of the
sharehol der's return; isn't that true?

A For a regul ated conpany, yes.

Q And you then go on to say that the dividends
bel ong to the investors, and the individual sharehol ders
fully expect to pay the taxes fromthe dividend
di stribution on their individual income tax return
Isn't that statenment also true for the sub S corporation
shar ehol der ?

A I am not understandi ng the question, because
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sub S corporations, | have never seen themdistribute a
di vi dend.

Q But distribution for the return on the
i nvestment for the shareholder, wouldn't the sharehol der
expect to pay their taxes fromthe distributions they
received fromthe corporation for a sub S?

A Again, | amconfused. 1In the case of Rainier
View, that's exactly what they are doing. They are
paying their taxes fromthe distribution of equity of
retai ned earnings.

Q Maybe | can rephrase it. The sharehol ders have
the discretion, and they can do what they want with the
i ncome fromthe subchapter S corporation, correct? They
are not directed to do anything in particular with those
ear ni ngs?

A | don't think there's a direction from anyone,
a statute or anything, that says that they don't have
any control over that net incone, no. They have the
ability to do as they w sh.

However, as an operational standpoint, water
conpani es usually have -- are encouraged to reinvest
their equity. |If they were to distribute all of their
i nconme, as other S corporations in industries that are
not regul ated do, such as the retail industry, they

woul d be chastised by the Conmission, | can only
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1 i mgine, to not retain any equity in the Conpany to fund
2 growh and to continue operations. | see constantly the
3 conpani es chastised for not having enough equity

4 i nvestment in their business, in their water conpany

5 busi ness.

6 But that statement is true. You can distribute
7 that i ncome however you wish, within |[intations,

8 obvi ously.

9 Q Let's go on to your testinony at page 9

10 Starting at line 9 you discuss distributions, and you

11 state your view that it would be unreasonable to expect
12 the sharehol der to pay the entire cost of the incone

13 liability if there was no distribution of income. And
14 as you have indicated, it's comon that all of the cash
15 is tied up in operations, and no distribution occurs.

16 Do you see that?

17 A Yes.

18 Q Now, if the Conpany retains the earnings in the
19 Conpany, does that increase the shareholder's equity?
20 A Yes. Their retained earnings is increased.
21 That woul d be an equity increase.

22 Q Now, in that instance, when the earnings are
23 retained in the Conpany, the value of the sharehol ders

24 stock increases; isn't that true?

25 A Their basis in the stock increases, yes.
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Q Now, | just want to make sure | have an
under standi ng here. On page 9, line 17, you tal k about
it's common that all cash of operations is tied up in
operations, no distribution of income occurs, and
Rainier View follows this pattern.

Now, M. Ault testified for the Conpany that a
di stribution of the ampbunt equal to the income tax does
occur for Rainier View Water. Is it your testinmony no
di stributions are made, or that there is sone form of
di stribution, but not a full distribution?

A A distribution representing the amount of
income tax owed on the utility operation is distributed
to the sharehol der through a paynment directly to the US
Treasury for its estimted taxes.

Q Turning to page 10 of your testinony, starting
at line 10, you asked a question -- you are asked if you

agree with M. Kernode's testinony, but you don't really

answer this "yes" or "no.
I nmean, do you agree, "The Conm ssion has not
i ssued an order or decision approving rates for an S
corporation that include recovery of incone taxes, other
than the tax on ClAC'?
MR, FI NNl GAN:  You changed the question
slightly, but --

MS. TENNYSON: | have?
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MR, FINNIGAN: -- other than noting that, |
have no obj ection.

THE W TNESS: Because this issue has never cone
up in a rate-making setting, I amnot aware of any order
that addresses the incone tax issue for S corporations.
So in that essence, | would agree.

But I go on to state that though that order
doesn't exist, there's an order that accepts the
settl enent agreenment on the CIAC portion, which is the
same type of issue that we're discussing here.

Q BY MS. TENNYSON: So then you would agree that
the order that you reference -- and | believe that
reference is on page 11, line 7. 1s that the order you
are tal king about?

A Yes.

Q That third suppl enmental order in U 88-2294-T,
that all owed the Conpany to collect taxes on the val ue
of the contributed plant, correct?

A Yes.

Q In answering my earlier question, you said the
i ssue has never cone up, of the taxes or the inputed
i ncome taxes, | gather, for an S corporation

And are you referring to while you were
enpl oyed by the Conmi ssion?

A | amreferring to while | was enployed by the
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1 Commi ssion, and the know edge | gained there while on

2 staff as to prior years. And | have not seen an order

3 since that tinme indicating that this has been an issue.

4 Q And you use your Exhibit JMP-3 to support your

5 testinony in this point; is that correct?

6 A Yes.

7 Q Are you aware of later rate case filings by --

8 than the one listed for Meadows Water Conpany?

9 A No, | amnot aware of that. It was not given
10 to me when | requested all recent rate case workpapers
11 in the last three years.

12 Q Are you aware of a recent case involving

13 Pacific Water?

14 A Again, if it's not listed, | was not provided
15 wi th those workpapers.

16 Q Do you know or do you recall the approximte

17 time frame when you nade those requests?

18 A | requested the day after Christms, 2001, a

19 Records Managenent Search on that, which it did not

20 provide me with that information. And then | don't know
21 the exact date of M. Finnigan's request for information
22 that came through as a Data Request, but it was within
23 the | ast couple of nonths.

24 Q M. Finnigan's request, you don't really know

25 if it was a Public Records Request or Data Request,
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do you?

A | do not recall

Q Page 12 of your testinony, you discuss the
accrual of deferred taxes. And at line 18 you state you
routinely recreated this tax amobunt for small water
conpani es to deduct this fromrate base, when rate
proceedi ngs are invol ved.

Have you cal cul ated the deferred tax anount for
Rai ni er View Water?

A No, | have not.

Q You said it's routinely done, and it's not very
difficult. What information would you need to do that?

A I would need a copy of their tax return. The
calculation | amtalking about is the basic cal culation
that was taught to ne as, on Staff, to determ ne
deferred cal cul ati on.

And based on a training manual that was around
at that tinme, the nost sinple approach would be to
conpare accurul at ed depreciation per tax and accunul at ed
depreci ati on book, and calculate the deferred tax effect
on that. And use that as the rate base deducti on.

It's a rather sinplified approach, but | think
that it represents a very close calculation to the
effect of the deferred taxes on rate base.

Q To your know edge, has anyone at Rainier View
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Water perforned that cal cul ati on?

A To ny know edge, no, | don't believe it's been
done. We discussed it, and | do not know if it was
conpl eted or not.

Q If you were to performthat, do you know how
many hours it mght take you to do that?

A A quick analysis that | was tal king about m ght
take |l ess than an hour. A nore detail ed approach --

Q But it's not sonething we would want you to sit
on the stand and do?

A No, it's probably not sonething you woul d want
me to sit on the stand to do. It's further conplicated
in recent years since the repeal of the tax on
contributed plant that occurred in 1997. So there's a
little bit nmore to it.

But this particular conmpany has only been in
exi stence since about 1990, and it should not be a
| arge, tinme-consumng cal cul ation

Q Referring to your testinony at page 13,
starting at approximately line 13, and you |ist severa
ot her conpanies. Can you tell us which, if any of these
conpani es, incurred any incone tax, other than the tax
on the contributed plant?

A (Reading docunent.) | did not reviewtheir tax

returns, so | cannot answer that question. M review
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was strictly what was provided to ne in a data request,
and what | was able to ascertain in ny visit to the
Conmi ssi on on Decemnber 26t h.

Q And, again, data requests, you are referring to
the Public Records Request?
The Public Records Request.

Sorry. W do have a distinct difference here.

> O >

Okay.

Q CGoing to page 14, at line 12 there, you state,
"The sharehol der bears the cost w thout any benefit,
endi ng up subsidizing the rate payer for this cost."

Do you see that?

A Yes.

Q Could you explain howit is that the tax code
has elimnated a | evel of taxation for S corporations,
yet according to you, there's no difference between the
tax burden that should be borne by the rate payer
between a C corp, and an S corp?

MR, FINNIGAN: | object to the formof the
question; specifically the word "elimnated."

JUDGE SCHAER: Ms. Tennyson, objection to the
form
MS. TENNYSON: | can rephrase
JUDGE SCHAER: Thank you. Go ahead.

Q BY MS. TENNYSON: Now, with a C corporation, as
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Ms. Ingramtestified, you have a tax on the corporation
And t hen when there's any dividends distributed to the
shar ehol der, they would be taxed again at the
sharehol der | evel, correct?

A Yes.

Q And for an S corporation, what we have is
a taxation only at the sharehol der | evel, based on the
anount of income the Company has, correct?

A Correct.

Q So with that structure, then, can you explain
why you believe there should be no difference, or there
is no difference in the tax burden that should be borne
by the rate payer for a C corporation, and an S
cor poration?

A Well, inthis case, Rainier Viewis operating
as though they were a C corporation. They are not
distributing to the sharehol der anything other than the
i ncome tax effect of those earnings. So they are
operating as though they were a C corporation.

In conparison to entities that | advise that
are not regul ated water conpanies, we routinely |look at
their incone structure to make sure that what they are
charging is enough to cover what they consider a
reasonable return on their tinme and services and

i nvestnment, as well as the inconme tax effect on their



0288

1 tax return.

2 So | don't think that there's a business entity
3 out there that does not take inconme tax into effect when
4 they are making a determ nati on of what their charge

5 should be. [It's a cost of doing business. And in that,
6 I don't think that the choice of business entity,

7 whet her or not they nmeke this S selection, should have

8 any bearing on what the rate-making effects are in

9 determ ning rates for a water conpany.

10 The water conpany is, even though they are an S
11 corporation and could distribute that revenue, they are
12 in a regulatory structure, which would penalize themif
13 they did so.

14 And so they have made a choice not to

15 distribute that incone, and they don't have any -- in

16 that regard, they have no discretionary incone, which

17 di vi dends woul d be. Which, again, makes them very nuch
18 like a C corporation which retains all of its equity.

19 Q Now, in your answer, you said the regulatory
20 structure which would penalize the Conpany if they
21 distributed all the income.
22 That assumes, then, the owner is not investing
23 equity in the Conmpany, correct?
24 A Correct.

25 Q And during my cross exam nation of M. |ngram
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she referred a question to you. | don't know if you are
prepared to answer it.

But the tax, or the disadvantages of the C
corporation structure, in her testinony, she referred to
the tax code having created the S corporation structure
to avoid the disadvantages of a corporation. Can you
tell us what those disadvantages m ght be?

A Wen the S corporation was formed, the greatest
di sadvant age of the corporate structure was a higher
corporate tax rate than that which was incurred by an
i ndividual. Since that tine, the tax rates have
flipped, so that the highest individual tax rates are
hi gher than the highest corporate tax rates. So in that
regard, it's -- the corporate tax structure is at a
di sadvantage, the C corporation.

For the average S corporation, it's nuch nore
difficult to get the incone, the net incone to the
shar ehol ders through -- you would have to declare a
dividend in order to get it to -- distribute incone
t hrough the sharehol ders; thereby creating the tax
di sadvant age of the doubl e tax.

Now, your question is referring to the tax
di sadvantages of a C corp, and so the incone
distribution for a nonregulated entity is a | ot easier

through an S corporation than it is through a C
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cor poration.

If you look back in history, it's ny belief
that this small business S corp -- subchapter S
corporation was created to enable small conpani es who
woul d ot herwi se be a sole proprietorship, or a
partnership, to incorporate and get the limted
liability aspects of the corporation w thout having to
have such a strict structure that is required of the C
cor porations.

MS. TENNYSON: | have no further questions of

this wtness.

EXAM NATI ON

BY JUDGE SCHAER:

Q M. Parker, | have a clarifying question about
Exhi bit 51. Under Columm 602, Officers' Salaries, the
last line shows this case, and shows a total of $76, 440.
Do you see that?

A Yes.

Q Is it not part of the Conpany's case that there
shoul d be an adjustnent near PA-1 that would add $6, 818
to this account?

A I would have to review the Conpany's testinony

again to ascertain that. M exhibits were prepared
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si mul t aneously, and we nay have --
Q Well, would you accept, subject to check, that
at the proforma level, the Conpany had proposed $83, 258?

A That was 83, 000 --

Q  $83, 258.
A I would accept that, subject to check
JUDGE SCHAER: Thank you. That's all | have

Any redirect, M. Finnigan?

MR. FINNI GAN: Do you have any questions
related to the Bench?

M5. TENNYSON:  No.

MR. FI NNl GAN:  Just a coupl e.

REDI RECT EXAM NATI ON

BY MR. FI NNI GAN

Q Wuld you turn to Exhibit 52, please?

A (Conplies.)

Q There's a colum | abel ed Proform Federal Tax.
Do you see that colum?

A Yes, | do.

Q Could you tell me where you got that
i nformati on?

A Those cane directly fromthe results of
operations that were provided to the Conpany under that

public request.
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Q So for each line, it conmes fromthe results of
operations, page 4, of the Conpany as i ndicated?

A Yes.

Q You were asked questions concerning if there's
an increase in retained earnings, does that increase the
val ue of the sharehol ders' stock. Do you renenber that
question?

A Yes.

Q Is there a difference between a stock basis and
t he value of shares on a fair market val ue basis?

A There's a definite difference. The basis of
stock is sinply what that investor has originally
i nvested, plus what they have been taxed on through
retai ned earnings calculations in the S corporation
return, what it's flowed through, and they have been
taxed on the retai ned earnings.

The valuation on a fair market val ue depends on
t he actual value of the plant, | would imgine. 1In the
case of a traded conmpany, it has only to do with public
perception. In the case of a small business, it would
have to do with -- the fair market val ue would have to
do with the fair market value of the plant and fixtures
and equi pment that the Conpany has.

Q Can the fair market val ue be either higher or

| ower than the basis in this stock?
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A Yes, it can be. In fact, | have seen w de
fluctuations in fair market val ue and closely held
conpanies in just a matter of years.

MR. FI NNl GAN:  Thank you.

JUDGE SCHAER: Is there anything further for
this witness?

MS. TENNYSON: | don't believe so.

JUDGE SCHAER: Thank you for your testinony,
and let's go off the record for a moment to allow the
next witness to take the stand.

(Di scussion off the record.)

JUDGE SCHAER: Let's go back on the record
after a brief recess to allow people to nmove about the
room and get organized for going forward.

M . Finnigan, did you have any further
Wi t nesses, or anything else to present on your direct
case?

MR. FINNI GAN:  That conpl etes the wi tnesses on
behal f of the Conpany.

JUDGE SCHAER: Ms. Tennyson, do you wish to
call any witness at this tinme?

MS. TENNYSON: Yes. | would call Danny Kernode
to the stand.

JUDGE SCHAER: M. Kernpde, raise your right

hand.
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1 DANNY P. KERMODE
2 produced as a witness in behalf of the Staff, having been

3 first duly sworn, was exam ned and testified as foll ows:

5 JUDGE SCHAER: Wbuld you like nme to identify
6 M. Kernode's exhibits, Ms. Tennyson?

7 MS. TENNYSON: Yes, please.

8 JUDGE SCHAER: | amgoing to identify

9 M. Kernode's testinony, which is | abeled DPK-T-1, as
10 Exhibit T-53. His exhibit DPK-2, which is a Proform
11 I ncome Statenment, Exhibit 54. His Exhibit DPK-3 as his
12 Adj ust nent RA-4 Sal aries and Wages, as Exhibit 55. His
13 Exhi bit DPK-4, which is the Shareholder's Return on

14 I nvest ment, as Exhi bit 56.

15 Hi s Exhibit DPK-5, which is |abeled as

16 Adj ust nent PA-5, Commercial Autonobile Coverage Prem um
17 as Exhibit 57. H's Exhibit DPK-6, which is |abeled

18 PA-9, Fixed Assets, as Exhibit 58.

19 Hi s Exhibit DPK-7, which is | abeled Long Term
20 Debt at Year End, as Exhibit 59. DPK-8, identified as
21 Capital Structure Cost of Equity, as Exhibit 60. And
22 his Exhibit DPK-9, identified as Debt Service Coverage
23 Rati o, as Exhibit 61

24 Go ahead, Ms. Tennyson

25 MR. FI NNl GAN:  Your Honor, if I mght, | think
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1 I amsuffering fromlow bl ood sugar, but | have got

2 m xed up and | ost track somewhere between.

3 JUDGE SCHAER: Is it the list that you need?

4 MR. FINNIGAN: The list -- | have the exhibits,
5 but | have sonehow m snunbered them as | went through.

6 JUDGE SCHAER: Well, let's go off the record

7 for a nmonment.

8 (Di scussion off the record.)
9 JUDGE SCHAER: Let's be back on the record.
10 While we were off the record a copy was nmade of

11 an exhibit list, so we can all keep organi zed.

12 Go ahead, Ms. Tennyson.
13
14 DI RECT EXAM NATI ON

15 BY M5. TENNYSON:

16 Q Spell your name for the reporter.

17 A Danny P. Kernpde, K-e-r-mo-d-e.

18 Q And where are you enpl oyed?

19 A | am enployed with the Washington Utility

20 Transportati on Commi ssion as a Regulatory Analyst I11.
21 Q And have you submitted prefiled testinmony and
22 exhibits in this case, which have been marked as

23 Exhi bits T-53 and 54 through 617

24 A Yes, | have.

25 Q And you also submitted an errata to your
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testinony; is that correct?

A Yes, ma'am

Q Now, in your identification of yourself, or
your title, you used a different termthan shows up on
the errata. Can you clarify for us, what is your

current title?

A There was a change in the titles, | believe, in
Novenber. So there was a bit of confusion. | amnow a
regul atory analyst Ill. On line 9 of ny testinony, I

indicate | ama programconsultant. That's the old
title.

Q Thank you. Wth the errata that's been
submtted, the clarification you just made, were these
exhibits prepared -- let's start with that question.

Were these exhibits prepared by you, or under
your supervi sion?

A Yes, they were.

Q And with the clarifications and the errata that
you have subnmtted to the testinony and exhibits, if |
were to ask you these questions today, would the answers
you have provi ded be the sane?

A Yes, they woul d.

M5. TENNYSON: And | woul d of fer adm ssion of
Exhi bits T-53 and Exhibits 54 through 61.

JUDGE SCHAER: Any objection?
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MR, FINNI GAN: There's just one exhibit I would
like to withhold to see if, after | examine M. Kernode
on that particular exhibit, whether | have an objection
or not. I won't know until | ask him and that's DPK-4,
Exhibit 56. | have no objection to the other exhibits.

JUDGE SCHAER: Okay. Exhibit T-53, 54, 55, and
Exhi bits 57 through 61 are admitted.
(EXH BI T ADM TTED)

JUDGE SCHAER: And | will reserve ruling on

DPK- 4.

MR. FI NNl GAN:  Thank you, Your Honor

MS. TENNYSON: The witness is available for
Cross.

MR. FINNIGAN: Do we want to mark the cross
exhi bits?

JUDGE SCHAER: We could do that.

M. Finnigan, would you descri be your cross
exhibits and identify those, and have themready to go
if you should decide to offer any of thenf

MR. FI NNl GAN:  You shoul d have a package of
exhibits that starts out with a listing of them And
the first one is a photograph of a Chevy C35. | will
note that the description says it's a one-ton cab and
"classis" instead of "chassis." It is, indeed, probably

a classic, but the word should be "chassis."
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The next exhibit is a two-page --

JUDGE SCHAER: Excuse ne. | was writing down
nunbers. But let's mark that, the picture, as Exhibit
62 for identification.

MR. FINNI GAN:  The next exhibit are two
schematic illustrations.

JUDGE SCHAER: | will mark that for
identification as Exhibit 63.

MR. FI NNl GAN:  The next exhibit is two pages of
di scussi on out of Val uelLine concerning the water utility
i ndustry.

JUDGE SCHAER: |'Ill mark that as Exhibit 64.

MR. FINNI GAN:  The next exhibit is the
Conpany's Response to Staff Data Request No. 2.

JUDGE SCHAER: | will mark that as Exhibit 65.
MR. FINNI GAN: The next exhibit is the case of
Bl uefield versus the Public Service Comm ssion.

JUDGE SCHAER: | will question you as to why
that's an exhibit.

MR. FINNIGAN: It doesn't need to be. | wll
have sone questions. It just m ght be handy for people
to have as a reference.

JUDGE SCHAER: | can put it under the
it's-easy-to-have-it-and-refer-to-it rule; otherw se,

it's not sonething that needs to be an exhibit.
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MR, FINNIGAN: | just thought it mght be
hel pful for people to have.

JUDGE SCHAER: We will go ahead and mark that
as Exhibit 66 for identification.

MR. FINNI GAN:  The next exhibit is severa
pages related to M. Kernpde's DCF Anal ysis.

JUDGE SCHAER: Is that in this case?

MR FI NNI GAN:  Yes.

JUDCGE SCHAER: Mark that as Exhibit 67 for
i dentification.

MR. FINNIGAN: The next itemis a news rel ease
from-- concerning one of the conmpani es used by
M. Kernode.

JUDCGE SCHAER: Mark that as Exhibit 68 for
i dentification.

MR. FINNI GAN: The next is a printout of the
web page for another of the conpani es used by
M. Kernode in his analysis.

JUDGE SCHAER: And that is the M ddl esex Water
Conpany?

MR. FINNI GAN:  Correct, Your Honor

JUDGE SCHAER: Mark that as Exhibit 69 for
identification.

MR. FINNI GAN: The next exhibit is the materia

that is on file at the Records Center concerning the
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Rai ni er View 1996 rate case.

JUDGE SCHAER: | will mark that as Exhibit 70
for identification.

MR. FI NNl GAN:  The next exhibit is a portion of
the material that is in the Records Center file
concerning the Rainier View 1994 rate case.

JUDGE SCHAER: Mark that as Exhibit 71 for
identification.

MR. FINNI GAN:  The next exhibit is simlar to
the prior, except it relates to the 1993 rate case.

JUDGE SCHAER: | mmy have m sspoken. On the
1994 case, it's marked as Exhibit 71. | amnot sure if
| gave it a nunmber or not. For the 1993 rate case, that
woul d be Exhibit 72.

Go ahead.

MR, FINNIGAN: And finally, the material -- the
[ ast of these exhibits is related to the 1992 rate case.

JUDGE SCHAER: And | will mark that for
identification as Exhibit 73.

| am going to suggest that we take our |unch
recess at this time, and then cone back and start fresh
with M. Kernode.

How | ong woul d counsel like for lunch? Ws an
hour and 15 minutes |ong enough yesterday, or do you

need nore tinme?
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MR, FINNIGAN: It was adequate. May | suggest
we cone back at 1:007?

JUDGE SCHAER: That would be fine for ne. |Is
that okay for you, Ms. Tennyson?

MS. TENNYSON: That's fine, yes.

JUDGE SCHAER: We will go to lunch and
reconvene at 1:00.

We are off the record.

(Lunch recess taken.)

JUDGE SCHAER: Let's be back on the record
after our lunch recess.

And at this point, | had asked for a check-back
on a couple of items. And | believe that you,

M. Finnigan, have sone nore information about responses
to the Bench Request that was nmde yesterday?

MR. FINNIGAN: Yes, | do. As | indicated off
the record, the Conpany is in the mddle of its 2001
audit. We expect that we can provide the information
for both 2000 and 2001 within two weeks.

JUDGE SCHAER: | amgoing to mark that
information, or | amgoing to assign an exhibit nunber
to that information of Exhibit 74. And unless there's
sone concern expressed, | amgoing to admit that into
the record, so when we receive that information, you can

make use of it.
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1 Is there any concern about that?
2 MS. TENNYSON: There's no concern with the

3 request. And we don't know what the response is going

4 to be, but I don't anticipate we will have any problens
5 with it.

6 JUDGE SCHAER: Well, let's treat this like a

7 subj ect to check. |f sonething does cone up that causes

8 you concern, you can informthe Bench and M. Finnigan

9 of your concerns.

10 MS. TENNYSON: Ckay.
11 (EXHI BI T ADM TTED)
12 JUDGE SCHAER: Thank you. And then your

13 client, Ms. Tennyson, was checki ng on whether there

14 woul d be a need for a public hearing. And it's ny

15 under standi ng we' re hoping to have sone feedback by

16 m d- af ternoon on that?

17 MS. TENNYSON: That's correct.

18 JUDGE SCHAER: |Is there anything nore before we

19 start with questions?

20 MR. FI NNl GAN:  Yes, there is.
21 MS. TENNYSON: In the interest of reducing the
22 i ssues necessary for decision, Staff -- after review ng

23 the Conpany's rebuttal testinony and exhibits, the Staff
24 will agree to accept the Conpany's figure with the

25 prof orma adj ustnent for the el ectric expense adjustnment;
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that is, the Conpany's proforma adjustnent No. 7,
Staff's would be No. 3. So we will accept the Conpany's
nunber on that.

In excess of precaution with our concern about
electricity rates, we don't know where they m ght go.

So we will take the higher nunber.

And in addition, Staff has agreed to drop its
restating adjustnment No. 10 after review ng the rebuttal
testi nony.

JUDGE SCHAER: And that is --

MS. TENNYSON: | don't know what -- precisely
what it refers to. The dollar amunt is $5,433 that
Staff had renoved.

MR, FINNIGAN: | believe the adjustnment is
| abel ed "Adjust CIAC "

MS. TENNYSON: | believe that's correct. Staff
will renove that adjustnent fromits proposal.

JUDGE SCHAER: Very good. Anything else before
we start with M. Kernode?

(No response.)

JUDGE SCHAER: Go ahead, M. Finnigan.

CRCSS EXAM NATI ON
BY MR. FI NNI GAN:

Q Good afternoon, M. Kernode.
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A Good afternoon.

Q | want to start with sonme general discussion
if you will. You have been with the Conmmi ssion for a
nunber of years; is that correct?

A Fi ve.

Q And you have been assigned to the water section
of the Commission's activities, is that correct, for
that period of tinme?

A Water -- transportation, also.

Q And during that tine, you have reviewed the
operations of any nunber of water conpani es that have
made filings in front of the Comm ssion?

A Yes, sir.

Q So you have a general famliarity with the way
in which water conpani es operate?

A Yes.

Q In fact, you have -- prior to joining the
Commi ssi on, you had other experience that involved
regul at ed water conpani es?

A | worked about 15 years in Arizona,
specifically with regul ated water conpanies.

Q Wuld you please | ook at what has been marked
as Exhibit 63, please?

A (Conplies.) Yes.

Q And | will take the blame for the art work, but
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woul d you agree that that represents a sinplistic view,
but a view of an operating water conpany?

A Yes.

Q And let's assune that the devel opnents that are
mar ked there, one through five, that they each serve 100
custoners for purposes of our discussion

A  Ckay.

Q A water conpany would need to have a well that
has a certain anmbunt of acre feet, and a certain denmand
conponent to it that would have to be adequate to serve
t hose 500 customers; is that correct?

A That's ny understanding, yes.

JUDGE SCHAER: Let's go off the record for a
monent .
(Di scussion off the record.)
JUDGE SCHAER: Let's go back on the record.
VWile we were off the record we were exani ning
a poundi ng sound fromthe hallway, with no success in
sol ving what it was.

Q BY MR FINNIGAN: And to get that water out of
the ground, out of the well, you need a punp of
sufficient size to nove the well water out of the wel
and into the storage tank; is that correct?

A That's correct.

Q And you would need to size your storage tank so
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it was sufficient to neet the demands of those 500
customers; is that correct?

A Yes. That would be wi se.

Q And in addition, at least in Pierce County, you
woul d have to be able to neet the Pierce County fire
flow requirenents for those devel opnents; is that
correct?

A That's correct.

Q And then, obviously, you would need a
distribution main that would cone fromthe tank to get
to those devel opnents?

A Correct.

Q Once you have engi neered your basic system you
woul d need that basic systemin place whether you were
serving five devel opnents as depicted here, or three
devel opnents. If two of themweren't on line, you would
still need the same distribution system for exanple, to
serve the area in which you are providing service?

A So if | understand what you are saying, you are
expecting five devel opnents to conme on line. W
designed the systemfor five, but only three are up at
one tinme. The engineered systemfor the five would be
in place. Yeah, that would be | ogi cal

Q And you couldn't readily adjust the size of the

tank to fluctuate downward with fewer custoners; is that
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correct?
A No.
Q And once you have your water rights and well in

pl ace, again, it's pretty difficult to get that
downsi zed to neet the needs of fewer custonmers than what
it is engineered for?

A It probably wouldn't be reasonable to expect
that, yeah, sonebody go back and retrofit it to be
smal | er.

Q Could you go to the second page of the
schematics. And in case you are confused, what this
shows is an interior design for devel opnent, show ng
service to 10 residential Iots. Does that appear to be
the case?

A Yes, it |ooks good. Yes.

Q And do you understand that a 12-inch
di stribution main is pretty standard for providing
service in Pierce County?

A I will accept that.

Q Do you understand that to provide fire flow,
you either need a six-inch | ooped distribution system
within a devel opment, or an eight-inch deadend system
that doesn't exceed a certain |ength?

A Those are engineering things, so | wll accept

t hat . | believe | have seen that, so it makes sense,
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yes.
Q And we have here, we have 10 service |ines

com ng off of this distribution system Can you see

t hat ?

A Yes.

Q If you only had a residential customer at one
of those 10, you would still need the distribution plant

to serve that one customer?

A Yes.

Q Are you generally familiar with the types of
regul atory requirenents faced by water conpanies in
terms of neeting the purity and pressure requirenents
for water systens?

A | interface with it as | am doing audits, but I
haven't sat down and studi ed deeply. But, yes, | am
aware of them

Q Do you have a sense that those requirenents are
i ncreasi ng?

A Yes.

Q Are you aware that the Departnment of Health has
enacted a new cross-control requirenment?

A Yes.

Q And that they have certain operator
certifications now in place that they didn't have

bef ore?
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1 A Yes.

2 Q Are you aware that there are new standards

3 related to arsenic in the water that are on their way?
4 A Yes.

5 Q Are you aware that there are new requirenents

6 related to radon contam nation of water supplies?

7 A Yes, and related testing.

8 MS. TENNYSON:  Your Honor, M. Kernode doesn't
9 have anything about this in his testinmony. |If it's

10 hel pful to the Bench, | guess it can continue. But |

11 guess without more information about where this is

12 going, if it's leading to anything --

13 MR, FINNIGAN: It is.

14 MS. TENNYSON: It may be information within
15 M. Kernode's expertise, but it's certainly not part of
16 his direct testinony.

17 JUDGE SCHAER: M. Finnigan, are you going
18 somewher e?

19 MR. FINNIGAN: Yes. What | wanted to do was
20 set a baseline about certain things, and then it wll
21 relate to M. Kernpde's testinmony as we go through

22 JUDCGE SCHAER: | am finding this hel pfu

23 background, the types of things that M. Kernode or

24 sonmeone in his job interfaces with, and the factors that

25 are involved with the water conpany. And | amgoing to
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| et the questioning continue.
MS. TENNYSON: Thank you.
Q BY MR FINNIGAN: In addition to these sorts of
requirenents related to water pressure and purity, there
are other requirenents inposed on a conpany, even by

this Commi ssion; isn't that correct?

A Yes.
Q Included anpbng those is -- excuse me just a
noment .

I ncl uded anong those is a requirenent to
furnish and supply service that's safe, adequate,
efficient; is that correct?

A That's correct.

Q And if the Commi ssion finds that the Conpany is
falling down in that area, they have a statutory
authority to order the Conpany to nake inprovenents?

A That's ny understandi ng, yes.

Q And would you agree that there's a statutory
requi renent that the Conpany supply -- excuse nme, supply
service for anyone who may be reasonably entitled to
t hat service?

A | believe that's true

Q Now, in this case you went out and visited the
Rai ni er View Conpany facility; is that correct?

A Twi ce, | believe
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1 Q And you also reviewed their books and records
2 here at the Conmi ssion?

3 A Yes.

4 Q Were you able to forman inpression as to

5 whet her or not the Conpany is a well-mnaged conpany?

6 A Yes, | did.

7 Q What is that inpression?

8 A | found that they were well managed.

9 Q And the Conpany, froma relative perspective,

10 has relatively few custoner service conplaints here at
11 the Commi ssion; is that correct?

12 A Fromny reviewin the recent years, yes.

13 Q Did you have an opportunity to go back 10 years

14 or so?

15 A Yeah, | |ooked at sone ol der stuff.

16 Q Wuld it be safe to say that the Conpany has
17 i nproved its operations over that period of tine?

18 A No question, yes.

19 Q The Conpany's rates that it charges for

20 service, would you characterize those as anong the

21 | onest of the regul ated conpanies? By regulated, | nean
22 regul ated by this Commi ssion

23 A They are in the -- | didn't do any type of

24 chart, but | know fromgut feeling they are md to

25 | ower .
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Q Now, as | understand your testinony in this
case related to M. Richardson's salary --

A Yes, sir.

Q | believe it's at page 10 at the top, the very
top of page 10. Do you see your testinony?

A Yes, | do.

Q And your recommendation is that M. Richardson
have a salary which recovers $41,548 fromcurrent rates?

A Yes.

Q Do | also understand your testinony correctly
that the way you arrived at that figure was to | ook
primarily at the rate of inflation from 1993 to the year
2000?

A That's correct.

Q M. Kernpde, are you famliar with the
publication fromthis Comr ssion called the 1995 Di gest

of Utility Cases?

A Yes, | am

Q Is that a tool you have used?

A | have used it. |It's on ny conmputer. | |ook
at it. | have researched it, yeah.

Q Wuld you agree that the Commi ssion has stated
that they may all ow wages that are rewards for good
performance and increases in productivity to be

recovered in rates?
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A I wasn't aware of that in the Digest.

Q Let nme give you -- the reference, in
particular, is the WJTC versus Pacific Power & Light
Conpany, Docket U8602.

Now, | want to junp back for just a nmonment to
your testinony at the beginning, pages 1 and 2. And you

clarified one confusion on the start, and that's your

job title.

A Uh-huh.

Q At page 1, line 16, you indicate that you are a
CPA?

A Yes.

Q Do you practice as a CPA outside of the
Commi ssi on?

A I do a couple of things on the side, and | use
my license. | ama licensed CPA, yes.

Q So on average, you put in nore than an
ei ght - hour day?

A Yes.

Q And you are also a certified financial planner;
is that correct?

A Yes.

Q Do you practice as a CFP?
A No, | don't.
Q

But that is a training that you went through?
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A And took the test and all of that, so, yes.
Q Looking at page 3 of your testinmony, |ine 24,

you indicate there that you include a reconmended rate

desi gn?
A I think that was an errata.
Q That's what | was checking. | don't have it

changed in mne, so | was wondering.
A It was neant to be changed.
JUDGE SCHAER: M ne shows it was changed, if
t hat hel ps you.
MR, FINNI GAN: | misstepped nysel f.
JUDGE SCHAER: |If you need to |look at the
errata, | have it avail able.
MR, FI NNl GAN: That's okay. Thank you.
Q BY MR FINNIGAN: On page 4, line 16, you refer
to revenue sensitive adjustnents?
A Yes, sir.
Q Can you describe for me what you nmean by a
revenue sensitive adjustnment?
A B&O tax would be one. As revenues go up, the
B&O tax goes up. As the revenues go down, the B&O tax
goes down. It's directly related to revenue.
Q You don't have a separate columm in your
results of operations for what you call revenue

sensitive adjustnents, do you?
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A No, | don't.

Q CGoing over to page 5, line 13, you use the term
"to a basis acceptable for rate-naking purposes"?

A Yes, sir.

Q By that, do you nean a basis acceptable to you?

A No. | would say it's -- | would be adjusting
it to a basis that | believe is acceptable for rate
making. | amnot the final -- | amnot -- | have
under st andi ng of what is acceptable for rate making. So
| adjust it to that.

Q And that's what | was trying to get at, is this
was based upon your understandi ng of what is acceptable?

A Yes, sir.

Q Wuld you go over to page 6, please?

A (Complies.)

Q Line 13, you use the term "m sl eadi ng."

Did you nmean to inply that the Conmpany was attenpting to
intentionally mslead the Comm ssion?

A No. And | couldn't think of any other word, to
tell you the truth. But, no, | did not expect that.

Q Okay. In fact, the Conpany has been
forthcom ng in the course of this case with you, hasn't
it?

A Yes.

Q And | have got the same sort of question with
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1 the use of the word "failure” on line 16. You didn't

2 mean to inply that there was any inproper notive on the
3 Conpany's part?

4 A No. No.

5 Q Wuld you agree that this case does invol ve

6 some precedential issues?

7 A Yes, sir, | do.

8 Q Looking at page 7, lines 8 through 13, you are
9 tal ki ng about the treatnment surcharge revenue?

10 A Yes.

11 Q Wuld you agree that the $190,201 relates to
12 prior years' expenses renmoved as a result of the

13 accounting order, rather than principal paynents?

14 A | amsorry. Say that again?
15 Q That the amount that is renoved, the $190, 201
16 is pursuant to the accounting order that was entered for

17 Rai ni er View, a recognition of prior years' expenses,

18 but not principal paynments?

19 A | believe that's true.

20 Q What is your understanding of a stand-by fee?
21 A Versus ready to serve, in contrast?

22 Q Just in its abstract, what is your

23 under st andi ng of what a stand-by fee is?
24 A Stand-by fee is a fee that a Conpany -- and not

25 one regul ated by this Conmm ssion -- would assess a
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1 custonmer for themnerely being there. They m ght have a
2 mai n that goes in front of the house, no service |line
3 out to the house. They charge the | ot owner a stand-by
4 fee. Versus ready to serve, we | ook at where the
5 Conpany has the true ability to serve, and they are
6 ready to serve. That's the contrast between the two.
7 Q You have been here in the hearing room

8 t hroughout this proceedi ng, haven't you?

9 A Yes, sir.

10 Q So you were here when M. Fisher testified?

11 A Yes, sir.

12 Q And you heard M. Fisher testify concerning how

13 t he Conpany operates with the devel opers under its

14 contracts with those devel opers?

15 A Yes.

16 Q And you heard himtestify that there are

17 several steps that the Conpany goes through before they
18 will accept the systemfromthe devel oper?

19 A Yes.

20 Q And that they -- that in a devel opnent, the
21 first thing that goes in is the stormsewer, and the
22 sewer lines. And then that's followed by the water

23 mai ns?

24 A | didn't hear himsay that. But, okay, | wll

25 accept that.
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Q And then followi ng when the water nmins are
installed, that they will pressure test them and then

shut them down.

A Yeah, | think he called it -- | forget the term
t hat he had.

Q Well, I will get to that in just a second.

A  Ckay.

Q And then after that, the power |ines and
t el ephone lines and cable TV lines go in

A Again, | didn't hear himtestify to that, but |
under st and.

Q And then the roads go in?

A Yes.

Q And then | think this was the termyou were
| ooking for, that he then testified they go back then
and "heat up the systeni?

A Yes. Yes, sir.

Q Is that the termyou were thinking of?

A | believe so, yes.

Q If we go to your testinony at page 8, lines 15
t hrough 23.

A Yes.

Q Wuld you agree with me that if, under these
devel opnent contracts, you have 10 lots, |ike we had on

the illustration, one of which is serving a custoner and
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1 the other 9 are still in the hands of the devel oper

2 that we would still need that plant, the distribution
3 pl ant to serve that one custoner?

4 A Yes, sir.

5 Q And the Conpany would be incurring the

6 depreci ati on expense for that plant, because it's

7 serving that one custoner?

8 A Yes, sir.
9 Q And are you famliar with the Conmi ssion's
10 interpretive statenent issued in 1993 regardi ng revenue

11 el ements in jurisdictional thresholds for water
12 conpani es?
13 A Of the top of ny head, | don't renenber. It

14 sounds famliar, but | don't --

15 Q Maybe if | hand you a copy, maybe that m ght
16 hel p.
17 JUDGE SCHAER: | think that would be

18 appropriate to | ook at what you are tal king about. You

19 may approach

20 THE W TNESS: (Readi ng docunent.)

21 Q BY MR FINNIGAN: Have you seen this

22 interpretive statenent before?

23 A Yes, | have.

24 Q Did you consider this interpretive statenent in

25 arriving at your recommendati on as to whether or not
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1 ready to serve charges should be included or excluded as
2 operating revenue?

3 A Since it refers to stand-by fees, no.

4 Q Wuld you agree it also tal ks about other types
5 of fees, other than stand-by fees?

6 A Yes.

7 Q But | assune the bottomline is that you did

8 not have this interpretive statenent in nind when you

9 reached your reconmendati on?

10 A Yes, because | didn't think it was applicable.
11 Yes.
12 Q Did you consider the interpretive statenent one

13 way or the other in arriving at your recomendation?

14 A No, | didn't.

15 JUDGE SCHAER: M. Finnigan, had you considered
16 putting this in as an exhibit, or --

17 MR, FINNIGAN: If you would like it as an

18 exhibit. | have gone back and forth about the things

19 that shoul d be exhibits because they are Conmi ssion

20 orders, but | would have --

21 JUDGE SCHAER: We have been following the rule
22 of maxi num conveni ence, that sonmething that is |abeled
23 with an exhibit |abel and is in the book is easier to

24 find. But | would want to hear from both of you as to

25 whet her or not you think it would be useful to have in.
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MS. TENNYSON: | would object to it, because
this is an interpretation for revenue el enents that
woul d be considered in determ ning whether a conpany is
jurisdictional. So in this case, the stand-by fees that
m ght be charged, there nmi ght be one custoner on a
system and 15 others paying stand-by fees but not
receiving water.

This says you don't consider the fact that
those peopl e are paying those stand-by fees in
determ ni ng whether or not there's 100 customers or
whet her the Conpany neets the dollar requirenents for
Conmmi ssion jurisdiction. |It's not relating to how one
counts revenues at the Company, or how one accounts for
revenues once they becone jurisdictional

JUDGE SCHAER: Well, | don't know if
M. Finnigan would want to offer it. | was just curious
about how to treat it at this point.

MR, FINNIGAN:  Well, if we want to mark it as
an exhibit, | can ask the witness a couple nore
guestions and then we can see whether or not it should
be admitted. It seenms to ne it's a Conmi ssion order
and either of us are free to use it for what it's worth,
whether it's an exhibit or not.

JUDGE SCHAER: Certainly. As | said, this is

the rule of thunb we have followed earlier in the case;
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things that were technically not needing to be exhibits,
but m ght be handy if they were, could be put in. W
have anot her order. W have a court case. | wouldn't
be ruling that this is sonmehow rel evant nateria
evidence. | would just be putting it in as an easy way
to find it.

So | don't know. But if you are going to
continue to object, since |I've said literally -- we wll
not admt it. So that's where we are, | think.

Q BY MR FINNIGAN:. M. Kernpde, would you agree
that in comng up with this interpretive statenment this
Conmmi ssion was trying to get at what woul d be operating
revenue so that it could use operating revenue to
provide the jurisdictional threshold for water

conpani es?

A Yes, | wuld. And | believe -- now | know why
| recognize this interpretation. |Is when we rewote the
water rules, we had taken this and used -- basically I

don't know if you would say "override" it, but the new
WAC took this place. And we becane nore specific, and
tried to differentiate such as the stand-by charge here.
The stand-by charge in this statenent is very |oosely
used, where in the WAC, we focused very nmuch on if water
i s being provided.

And ny understanding of the ready to serve is
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that the water is being provided to the devel oper
Q You anticipated ny next question, and that is
in fact, the Conmi ssion has adopted a rule that talks

about revenue for jurisdictional thresholds; isn't that

correct?
A That's correct.
Q And that's WAC 480. 110. 2557
A  Correct.
Q You are hoping?
A I am taking your word for it

Q You don't have it nenorized, but that sounds
famliar?

A It does.

Q Wuld you agree with nme that in determ ning
jurisdiction in subsection 3 of that rule, the
Conmi ssion states that it does not consider custoners
who do not receive water, such as custoners who have
paid -- and two of the itens that are listed are
st and-by charges and ready to serve charges?

A And do not receive water, correct.

Q Such as customers who have paid stand-by
charges, and ready to serve charges?

A Ri ght .

Q So the Conmmission is treating ready to serve

charges in the same category as stand-by charges for
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1 purposes of its new rul e?

2 A As far as jurisdiction, yes.

3 Q Wuld you |l ook at your testinony, please, at

4 page 8, lines 9 and 107

5 A (Conplies.) Yes, sir

6 Q And the sentence starts, "The proper

7 accounting." Do you see that sentence?

8 A Yes, sir.

9 Q There are several functions or services a water

10 conpany performs that could be performed by another
11 entity; isn't that correct?

12 A Could you give an exanpl e?

13 Q Sure. For exanple, testing of water to see
14 what mght be in that water, that doesn't have to be
15 done by a water conpany?

16 A That is correct.

17 Q And testing of pressure in a water system
18 doesn't have to be done by the water conpany, does it?
19 A That's correct.

20 Q And providing treatnment for water doesn't

21 necessarily have to be done by the water conpany, does

22 it?
23 A That is right.
24 Q And, in fact, there's a whole category of

25 functions that are perforned by water conpanies, called
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SMAs in
conpani e
A

Q

page 8,

> O » O » O » O » O »

is 5.029

A

Q

the state, that are not regul ated water
s; is that correct?

That's correct.

Moving to the question that is at the bottom of
and noving to the top of page 9.

(Readi ng docunent.)

Do you have that in front of you?

Yes, sir.

Did you discuss this with Ms. |ngranf

No, | didn't.

Did you discuss this with Ms. Parker?

No, | did not.

Woul d you go now to page 14, |ine 9?

| amthere, yes.

And also line 8 -- page 14, lines 8 and 9.
Yes, sir.

You agree that the B& tax on utility revenue
percent; is that correct?

That's correct.

If | look at your Exhibit DPK-2, if | |ook at

your restating adjustnent RA-2, which is the ready to

serve revenue; is that correct?

A

Q

A

Yes, sir.
That's $154, 066?

Yes.
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1 Q And I look at RA-11, which is, as | understand

2 it, is the B& tax related to that dollar figure?

3 A Yes.

4 Q And that's $2,735?

5 A That's correct.

6 Q Now, admttedly, |awers doing math is an

7 issue. But when I nultiply $154, 066 by the B&O t ax

8 rate, | get a sum of $7,748?

9 A That's correct.
10 Q Wiy is your RA-11 $2, 7357
11 A Well, | found one error, and | had deducted bad

12 debt expense of $53,000. Therefore, that was an offset
13 of $2,700 that | had reduced the cal cul ated anmount by
14 that, by $2, 700.

15 The remaining difference is the ready to serve
16 revenue had al ready been taxed at the service rate that
17 was 1.5 percent. So | took the difference between the
18 5.029 and 1.5 percent. That percentage difference is
19 3.529. Miltiplied the 3.529 tinmes the 154, you get

20  $5,437. That should be ny adjustnment with the

21 elimnation of the bad debt error

22 Q And | was going to get you there. So we both
23 agree that the nunber for RA-11 should be $5,437?

24 A Yes, sir.

25 Q Okay. Thank you, M. Kernode. You have been
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with the Commi ssion since approximately 1997; is that
correct?

A Yes, sir.

Q This nmay predate you a little bit, so | wll
ask you if you know. do you know if the Commi ssion in
the past has used the term stand-by fee and ready to
serve interchangeabl y?

A No, | don't know.

Q | would like to nove to another subject now
At page 10, now line 19, | believe this
includes -- this is the | ease expense for the Conpany.
A Yes, sir.

Q The Conpany provided you with information
concerni ng the ampbunt of space that it currently
occupi es today; is that correct?

A That's correct.

Q And it currently occupies 4,100 square feet
with an additional 3,906 feet of commpn space, and
15, 000 square feet of outdoor storage and parking --

A | could check --

Q Does that sound fanmliar? Sure, if you have an
easy way to check, that would be great.

A (Readi ng docunent.) Could you repeat the
question?

Q Sure. 4,160 square feet of office space, with
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an additional 3,906 feet of common space, and 15, 000
square feet of office storage and parking.

Do you want to accept that, subject to check
if it's not appearing in your records quickly?

A | have the 4,000, but | don't have the other
common ar ea.

Q Okay. | think you indicated an answer to an
earlier question that you had gone to the Company site
at least twice?

A Yes, sir.

Q And you are aware of M. Fisher's testinony in
this case that they try and make efficient use of space,
and it's not a gold-plated operation?

A Yes, | am aware of that.

Q Wuld you agree with M. Fisher's
characterization?

A Yes, | do.

Q Did you do any comparison of the nunber of
square feet that the Conpany used -- of office space
used in 1990 with the year in 20007

A  No, | didn't.

Q Did you conpare the nunber of enployees the
Conpany had in 1990 versus the nunber of enpl oyees the
conpany had in the year 20007

A | believe | did, but | don't think | used it
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1 for anything. | think I |ooked at it.

2 Q But you didn't use it for purposes of, for

3 exanpl e, this adjustnent?

4 A Right.

5 Q Wuld you please |ook at Exhibit 62. While you
6 were at the Conpany's operations, did you have an

7 opportunity to | ook at their vehicles?

8 A I didn't explicitly go out and review their

9 vehi cl es.

10 Q Would you accept, subject to check, that

11 this is the Chevy C35 referred to in your testinony?

12 A Yes.

13 MS. TENNYSON: How woul d he check that? He has

14 to go to the Conpany again.

15 MR, FINNIGAN: Well, yes, | nean that's one way
16 that -- that's certainly one way of doing it.

17 THE WTNESS: | will accept that that is a

18 picture of the C35 Chevy. O course, | want to make a

19 differentiation that ny testinmony -- | talk about the

20 cost associated with this. | neant -- | did not say

21 that he should be assigned this vehicle.

22 Q BY MR FINNIGAN: But you would agree that it's
23 realistic in using a surrogate that the surrogate ought
24 to be a vehicle that is useable for the purpose for

25 which it is intended?
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A I looked in the listing of the assets. |
| ooked at the highest priced vehicle, other than the
Navi gator. And so | was |ooking at a value, and | said,
"This cost is the highest value that they paid for a
vehicle," so used that value or that cost as a
surrogat e.

| truly didn't look at the vehicle itself, |ook
up and see if that pickup truck was equivalent to the
Navi gator. | was |ooking at what they have spent on
vehi cl es, and what the highest cost of that vehicle,
ot her than the Navigator, was.

Q |If the Conpany had a one-ton vehicle that was
equi pped for operating in the field, and that cost was
$40, 000, woul d you have used that as your surrogate?

A | don't know. | don't know

Q M question prior to this one was, wouldn't you
agree that everything el se being equal, the surrogate
shoul d be a vehicle that is capable of being used for
the use to which it is put?

A | guess that's why | went back. | think ny
surrogate was the value, and not the vehicle. So for
the value, | guess, | could equate that to a | ot of
vehicles out there, and find one that was appropriate.
If that answers it.

Q But that's not what you did?
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A No.
Q In M. Fisher's testinony, he's proposed a
conprom se on this issue?
A Yes, sir.
Q Is it nmy understanding that Staff is unwilling
to accept that conprom se?
A That's correct.
MR. FINNI GAN: Before | get too far out in
space, | would like to offer Exhibits 62 and 63.
MS. TENNYSON: | would object to the offer of
Exhibit 62. It may be the vehicle referred to, but |
believe M. Kernopde's testinony indicates he was not
suggesting this as a replacement vehicle for
M. Richardson to drive. But he used the cost of this,
supposedly this vehicle fromthe Conpany's records to
deternmine a value that would be included in his proposa
for the amount of the vehicle cost that M. Richardson
shoul d be al | owed.
JUDGE SCHAER: M. Finnigan, the objection
appears to be materi al
MR. FINNI GAN:  Yes. M. Kernpde accepted this

as a picture of the vehicle. He described -- and

obviously we have a different theory as to what is the
approach used in determ ning an appropriate vehicle

expense. And | think this picture helps illustrate why
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1 we believe the use of this particular surrogate, as

2 suggested by M. Kernode, is inappropriate.

3 Qbviously, as | have suggested, the appropriate
4 surrogate, if one was needed, is to go out and | ook at a
5 vehicle that would serve the sanme function as the

6 vehicle for which the surrogate is being proposed.

7 JUDGE SCHAER: Any brief response?

8 M5. TENNYSON: | believe that M. Finnigan has
9 m scharacterized M. Kernode's testinony. His testinony
10 is clear that he substituted the cost of the vehicle.

11 If the Conpany wants to seek another surrogate of that
12 cost, that's sone other issue, or a different cost.

13 But M. Kernode did talk only to the cost, and
14 he said, "I took these costs, put these other costs in,"
15 not that he recommends that this be the vehicle used by
16 the president.

17 JUDGE SCHAER: | amgoing to admit Exhibit 62.
18 | also heard M. Kernmpde accept this picture of the

19 vehicle that is described in his testinony, and

20 understand very clearly what his reasoning is, because
21 he described it to us.

22 But | do find it useful to put a picture with a
23 nunmber in order to make something nore real in your

24 mnd, and that's the reason | will admit this.

25 (EXHI BI' T ADM TTED)
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JUDGE SCHAER: Did you have any objection to
Exhi bit 63?
MS. TENNYSON:  No.
JUDGE SCHAER: That docunent is also adnitted
t hen.
(EXH BI T ADM TTED)
JUDGE SCHAER: Go ahead, M. Finnigan.

Q BY MR FINNIGAN: M. Kernode, generally | am
not very subtle, but | did overlook sonething and I need
to ask you to back up. So if you back up to page 10 of
your testinony.

A Ckay.

Q And | amlooking at lines 12 through 17.

A Yes, sir.

Q Did you hear M. Fisher testify yesterday that
approximately 60 percent of those costs were related to
the issues that are in the present case of the incone
tax and ready to serve charges?

A Yes, | heard that.

Q Is Staff willing to accept 60 percent of that
anount as an appropriate adjustnment in this case?

A At this tinme, probably not.

Q Myving to page 19.

A (Complies.)
Q

And actually, | think we're going to skip that.
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Let's nove to page 24.

JUDGE SCHAER: | amsorry. Did you say page
2472
MR FI NNI GAN:  Yes.
JUDGE SCHAER: Thank you.
Q BY MR FINNIGAN: Wbould you | ook at Exhibit 65,
pl ease.

A (Complies.) Yes.

Q Do you recognize this as a Data Request
propounded by the Staff, and the Answer fromthe
Conpany?

A Yes, | do.

Q And do you agree that the response given here
is consistent with M. Fisher's testinony yesterday, as
to the methodol ogy the Conpany uses?

A Quite, frankly, this -- M. Ault's description
was a little cleaner, and | understood it a little
better than this one here.

Q Well, you do agree that M. Fisher testified
that the Conpany uses an allowance nethod with
adjustnents to actual? | am asking you what his
testinmony was.

A Yes. Yes. Yes.

Q You would agree that as revenue increases, the

amount of bad debt would increase as wel | ?
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A Yes, sir.
Q Let's nmove to page 29, line 2.
A (Conplies.)

Q The discussion here concerns the Conpany's
proposed adjustnment for a piece of litigation; is that
correct?

A That's correct.

Q Wuld you agree with nme that the Comn ssion
has, on prior occasions, allowed conpanies to recover
the expense of litigation, particularly in defense of
litigation, over an appropriate anortization period?

A The cases | reviewed, usually they were
extraordi nary cases.

Q In fact, Rainier Viewitself has been
authorized to do that in prior years when faced with a
litigation where it defended itself?

A That is correct.

Q And North Bainbridge Water Conpany was al | owed
a simlar treatnent; is that correct?

A That is also correct.

Q And Paradi se Lake Country Club was all owed
simlar treatnment; is that correct?

A I did not review that case

Q Let nme give you the docket No. UW0002800.

MS. TENNYSON: The conpany agai n?
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1 MR, FI NNl GAN:  Par adi se Lake Country Cl ub
2 Q BY MR FINNIGAN: And if you need, | have the

3 Staff meno for that, or you can look at it --

4 A That would be fine.

5 Q -- later.

6 A Yeah.

7 Q Wuld you go to page 32 of your testinony,

8 pl ease?

9 A Yes, sir.

10 Q Would you |l ook at Exhibit 64, please.

11 A (Conplies.) Yes, | have that.

12 Q And these are -- well, can you identify what

13 Exhibit 64 is?

14 A It appears to be a sheet, probably a Val uelLine
15 related to the water industry.

16 Q And you woul d agree that you provided these

17 sheets to ne as part of your workpapers?

18 A Yes.

19 Q Would you look down in the text to the bottom

20 right of the first page of Exhibit 64, and could you

21 read that statenent, please, where -- under the title
22 "I nvest nent Advice"?

23 A "The water utility stock in this review are not
24 timely for investnent in the comng 12 nonths." Just

25 t hat sentence?



0337

1 Q You can finish it up, so it's in context.

2 A "Nevertheless, a few of these stocks, such as
3 Ameri can Water Works and Phil adel phi a Suburban, have

4 above-average safety ranks, attractive dividend yields
5 that m ght appeal to conservative investors."

6 Q What is your understandi ng when Val ueLi ne says
7 a particular industry is not tinely for investment?

8 A When conpared to all the other industries that
9 they are followi ng, there's other industries that if

10 sonebody is ready to invest, they would suggest that

11 they invest in those other industries, not this

12 i ndustry.

13 Q And would you agree with nme that investnent

14 advisors are really quite skilled at soft-speak?

15 A  No. | think that it depends on the personality
16 of the advisor, to tell you the truth about.

17 Q But you would agree with me that what this

18 advisor is saying is you ought to invest el sewhere?

19 A Knowi ng investor advisors, what he's saying is
20 this is a riskier investnment than the rest of the
21 portfolio that you can put together. And he's advising
22 the client that the risk is higher, and that the person
23 shoul d be aware of that higher risk. That's ny
24 experience with investnent advisors, quite frankly.

25 Q The last portion of that statenent, that "two
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1 of the stocks have above-average safety ranks and
2 attractive dividend yields that nmight appeal to the

3 conservative investor," do you see that?

4 A Yes, sir.
5 Q Inthis case a conservative investor is one who
6 is looking for dividends that they can use, perhaps, to

7 suppl enent their retirenment i ncome?

8 A An older, less risk, adverse-type investor

9 yes.

10 Q Wuld you go to page 2 of this exhibit?

11 A (Conplies.) Yes.

12 Q And would you | ook down under investnent advice
13 in the lower right-hand corner again?

14 A Yes.

15 Q Wuld it be safe to say that his advice hasn't

16 changed between May and August?

17 A Yes.

18 MR, FINNIGAN: | will offer Exhibit 64.

19 JUDGE SCHAER: Any objection?

20 M5. TENNYSON:  No.

21 JUDGE SCHAER: That docunent is admtted.

22 (EXH BI T ADM TTED)

23 Q BY MR FINNIGAN:. Wuld you | ook at Exhibit 66,

24 pl ease

25 A (Conplies.) Yes.
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Wul d you | ook at page 6 of that exhibit.
(Conplies.) | am at page 6.
Q And there's a mark on the right-hand col unm,
which is the area | would like you to take a | ook at.
JUDGE SCHAER: Did you put that mark on there,
M . Finni gan?
MR, FINNIGAN: | did, just so it would be
easier to find.
JUDGE SCHAER: Thank you.
THE W TNESS: (Readi ng docunent.)
Q BY MR FINNIGAN: Let ne know when you have had

a chance to go through it.

A Yes.
Q Now, in your testinony at page 32, lines 9
through 18, | think -- would | be correct that you are

attenpting to paraphrase the elenents of what is
requi red under the Bluefield case?

A And the Hope case.

Q And would you agree with ne that in | ooking at
this material on page 6, there's an additional el enent
that you don't have on page 32? And that is,
specifically, the language that is in the sanme genera
part of the country?

A Wat's interesting about that is this case is a

1923 case. The Hope case is 1940, sonething, came out.
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And if you | ook at the Hope case, the sanme wording, the
same area, the regional part has dropped. They have
changed the wording to say sonmething -- "conmensurate
with the returns of investnent, and other enterprises
havi ng correspondi ng risks."

So in that tinme period it appears that the
regi onal portion has dropped out, because our
i ndustry -- or our financial world has increased froma
national -- froma regional to a national, to frankly,
right now, international econony. So that's why I did
not include it.

Q But you agree that insofar as you cite to
Bluefield as authority, that Bluefield included that
fourth el enent?

Yes.
Woul d you | ook now at Exhibit 67, please.
Yes.

And do you recogni ze Exhibit 67?

> O » O >»

Yes. It's a schedule that | produced.

Q Is it true, then, that page 2 is a page out of
your wor kpapers?

A Yes, it is.

Q And | amnot trying to trick you, so | wll
identify for you that page 3 is an update to that

conpany that was not in your workpapers, but fromthe
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same source?

A That's correct, yes.

Q And the next three pages are al so pages out of
your wor kpapers?

A Yes. | see ny mark on the side, so yes.

Q And that other than the one page that
post-dates your page 1 of that Exhibit 67, these were
materials that you used in arriving at the anal ysis on
page 677

A Actually, Exhibit 67, page 1, used an ol der
Val ueLine. |If you look at the | ower |eft-hand corner
it has Val uelLine, August 4. | had redone the cost
capital, and used the ol der cost capital instead. So
actual Iy have updated the schedul e.

Q Well, | guess | have to ask a question. |
propounded a data request to the Staff asking for your
wor kpapers; is that correct?

A That was correct.

Q And page 1 of Exhibit 67 is from your
wor kpapers tab 78; is that correct?

A (Readi ng docunent.)

Q If youlook onit, it has the marking on the
| ower right-hand corner?

A Yes, sir.

Q And as you will see behind that page in your
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1 wor kpapers, came the two -- or one of the water utility
2 i ndustry itens; is that correct?

3 A That's correct.

4 Q And then two pages in further, you have another

5 water utility industry page; is that correct?

6 A How many pages are we in now?

7 Q Your workpapers, we're on your fourth page.
8 A Yes.

9 Q And then we have the various Val uelLi ne pages

10 that conprise Exhibit 67; is that correct?

11 A That's correct.

12 Q So you did not provide, in response to the data
13 request, the Val ueLine information that went into this
14 calculation; is that correct?

15 A Well, actually you did get what was in ny

16 wor kpapers. That was what | thought was actually in
17 there. It's only upon review, going back with the

18 exhibit, that | noticed that there was a m smatch.

19 MS. TENNYSON: If we might go off the record
20 for a mnute so we can conpare, so we have the sane

21 t hi ng?

22 JUDGE SCHAER: Let's go off the record for a
23 moment .

24 (Di scussion off the record.)

25 JUDGE SCHAER: Let's be back on the record.
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1 VWile we were off the record, Counsel had
2 di scussi on about sone information.

3 Go ahead, pl ease.

4 Q BY MR FINNIGAN: In |ooking at Exhibit 67,
5 this is your DCF anal ysis?

6 A That's correct.

7 Q And if you go down to the schedul e marked On
8 Mar ket Wei ghted Cost of Capital ?

9 A Yes.

10 Q O the stocks that you used, one of them
11 conprises over 50 percent of the conponent for that

12 analysis; is that correct?

13 A That's correct.

14 Q And that's the Anerican Water Works?

15 A Yes, sir.

16 Q And, in fact, as we have identified, this is an

17 August 2000 run. And in 2001 its weighting actually

18 increased; isn't that correct?
19 A That's correct.
20 Q And, in fact, if you will go to page -- the

21 third page of this exhibit, Exhibit 67, you will see an
22 updat ed February 1, 2002 Val uelLine reference for

23 Ameri can Water Works?

24 A Yes, sir.

25 Q And if you will go down under the analysis, you
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will see that Anerican Water Works has been sol d?

A | believe | read that, so, yes. And you can
see there was, yes.

Q Since Anmerican Water Wrks has been sold to a
foreign corporation and is no |longer publicly traded,
woul dn't you agree that it should not be used in the DCF
anal ysi s?

A Nowthat it's out of the marketing current one
that I would try to run, it would not be in there, yes.

Q Wuld you go to the page narked Phil adel phi a
Subur ban?

A Yes, sir.

Q And there's the little box that is |abeled

"Busi ness," sort of in the mddle of the page.
A Yes.
Q If you go over to the right-hand portion of

that box, there's a note that the company known as

Vivendi --
A Yes.
Q ~-- controls 16.9 percent of the conpany?
A Yes.
Q Do you know who Vivendi is?
A | believe it's a French conpany.
Q Is it a French water conpany?
A It's a French water conpany, yes.
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Q Wuld you agree that when one stockhol der owns
a substantial portion of a conpany, and that stockhol der
is in the sanme business, that that calls into question
whet her or not the held conpany should be included in
t he DCF anal ysi s?

A Well, 16 percent, 17 percent, | would probably
say, no, they don't have enough control. Again, of
course, it depends on how the stock is disbursed. But
17 percent -- at 50 percent, well, | amnot even sure of
that. Maybe if they had nmore control. | guess, | don't
think I would necessarily agree. |If it was still on the
mar ket, even to a | esser degree, | believe that the
shares would still try to reflect what the expectation
of those buyers that are buying at the tinme, what they
expect as far as return.

Q Phil adel phi a Suburban serves approxi mately 2
mllion custoners; is that correct?

A It would make sense. | can't find it.

Q It'sinthat same little box.

A Thank you. Yes, 2 mllion

Q Wuld you go to Exhibit 68, please.

JUDGE SCHAER: And, again, that's 68 for
i dentification?
MR, FI NNI GAN:  Yes.

JUDGE SCHAER: Thank you.
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THE W TNESS: Yes, | have that.

Q BY MR FINNIGAN: Can you see fromthis exhibit
that E' town has been acquired by another foreign water
conpany?

A Yes.

Q So, again, you would agree that if it's no
| onger publicly traded, it should not be included in the
DCF anal ysi s?

A Yeah. If it's not publicly traded, you can't
get information on it at all

Q And going to Exhibit 69 for identification.

A Yes, | have it.

Q Do you recognize this as the website for this

conpany, for M ddl esex Water Conpany?

A | amtrying -- oh, | nean, | amsorry. | was
| ooking for the locator. It looks a little different.
But, yes, | will accept it.

Q Wuuld you agree that M ddl esex Water Conpany,
on its own, serves 57,000 custoners?

A I would say it says, "The M ddl esex system has
57,000 custoners."

Q And apparently there are either additiona
systens, or additional subsidiaries that add to that
customer count?

A That's correct.



0347

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Q And in addition, Mddlesex Water Conpany
whol esal es wat er?
A That woul d make sense, yes.
Q Rainier View doesn't have any whol esal e wat er
customers, does it?
A No.
MR FINNIGAN: | will offer Exhibits 64, 66 --
yeah, 64, 66, 67, 68, and 69.
JUDGE SCHAER: So you are not going to offer
65?7 And | believe 64 has been adnitted.
MR. FI NNl GAN:  Ckay.
JUDGE SCHAER: So we're | ooking at Exhibits 66
t hrough 69.
Any obj ections, Ms. Tennyson?
M5. TENNYSON:  No.
JUDGE SCHAER: Those docunents are admitted.
(EXH BI TS ADM TTED)
Q BY MR FINNIGAN: Whuld you agree with ne from
a general perspective that the risk prem umrequired by
i nvestors increases during periods of uncertainty?
A Yes, as uncertainty increases, risk increases.
Q And that is true whatever the source of the
uncertainty is; is that correct?
A Yes.

Q Wuld you go to Exhibit 33, | believe it is.
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A Coul d you describe that?

Q It's the National Bank for Cooperatives Master
Loan Agreenent.

A Yes, | have it.

JUDGE SCHAER: | am showing 32 as --
MR. FI NNI GAN:  33.
JUDGE SCHAER: ©Ch, thank you. Ckay.

Q BY MR FINNIGAN: Do you have that?

A | amsorry. Yes, | do.

Q You are famliar with M. Fisher's testinony in
this matter concerning Rainier View s relationship with
Cobank?

A His witten testinony, yes.

Q Wuld you agree that the use of Cobank as the
source of debt for the Conpany has been a benefit to the

custoners of Rainier View?

A Yes, | would.

Q Wuld you please | ook at page -- | amsorry for
the delay -- page 9, please.

A | have page 9.

Q And to understand page 9, | think you al so have

to start, unfortunately, on | oan docunents. They
sonetinmes get very long, but | think you have to go back
to page 6 to see what the start of the section is. This

is section 11.
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Yes.

And that's "Affirnmati ve Covenants"?

> O »r

Yes.

Q And it says, "Unless otherwise agreed to in
writing by Cobank, while this agreenment is in effect the
borrower agrees to" -- and there's a laundry list of
affirmati ve covenants; is that correct?

A That's what it says.

If you go over to subparagraph M on page 9.
"M' as in "Mke"?

Yes. Entitled "Use of Surplus Revenues."
Yes.

Woul d you take a monent to read that, please.

> O » O » O

(Readi ng docunent.) | am done

Q Would you agree that the Conpany has prom sed
in witing to Cobank as an affirmative covenant that it
wi |l not use net incone except to reduce obligation to
creditors or invest in capital expenditures directly
related to the ability to provide service to its
cust oners?

A Yes.

Q And would you agree that if Rainier View failed
to live up to that obligation, that would constitute an
event of default under this agreenent?

A | am going to hedge, because | think that's a
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| egal opinion.

Q Wiy don't you take a | ook at section 13 on page
11, subsection "C' as in "Charlie."

A (Reading docunent.) Okay. Yes.

Q So the answer to ny prior question was "yes"?

A Yeah. Reading the contract, it explicitly says
t hat .

Q Okay. Thank you. Would you agree that there's
al ways a concern about setting the cost of debt for
regul ated conpanies at a point in tinme as being either
too high or too | ow?

A Say that again? | amsorry.

Q Well, since | can't renenber exactly what |

A Could you rephrase that?

Q Would you agree that in establishing the cost
of debt for a regul ated conpany, there is always a
concern that if you use a point in tinme, that that cost
will either be too high or too | ow?

A I think the concern, as you've stated it, isn't
at that point intime is it too high or Iow? The
question is, what will happen in the future as to the
results a year or two years fromnow? WII they
overearn or underearn?

Q Have you heard of the concept of a snapshot
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pi cture of debt?

A I have heard the concept. | know snapshot, and
I know that concept.

Q So you haven't heard that termused in
relationship to the setting of the cost of debt?

A  No, | don't think so.

Q In this case you express a concern that the
Conpany has to be able to cover its interest -- excuse
me, its debt service ratios that are set forth in the
Cobank | oan?

A Yes.

Q And | take it a source of that concern is if
t he Conpany fails to cover those ratios, it could be
declared in default under those | oans?

A Yes.

Q Have you cal cul ated whether or not the Conpany
can cover its debt coverage ratios if the cost of debt
that it has to pay to Cobank is at 7 percent, on
average, for the year in which rates will be in place?

A No.

Q Have you done any cal cul ati ons of whether it
will cover the debt coverage ratios, at any figure,
ot her than the one you are recommending in this case?

A Yes. | figured it for the results of the --

proposed by the Conpany. | |ooked at the results of the
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proforma statenment before effective rates. | believe
those are the ones | | ooked at.

Q For your recommendation, did you do any
sensitivity analysis to determ ne what woul d happen if
debt costs were to rise over the course of the year in
which rates would be in place?

A No, | did not.

Q If we were at a point in tine where the cost of
debt was near or at its historical high, wouldn't the
Conmi ssi on be concerned about enbeddi ng that particular
cost of debt in rates?

A M experience is that's a factor that is
wei ghed, that | have not personally seen the Comm ssion
take an action to -- |like the scenario you had, to
reduce the cost of debt before the cost of debt had
actual Iy decreased.

Q So what you are saying is that you haven't seen
the Comm ssion use an average cost of debt for the test
period, as opposed to the highest cost of debt, where
t hat hi ghest cost of debt occurred at the close of the
test period?

A | have not.

Q Turning to a different but related subject, are
you aware that the Conmmi ssion has, on a | arge nunber of

occasi ons, used a hypothetical capital structure?
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A Yes, | am

Q And would you agree with ne that the
principal -- that the principal uses in establishing a
capital structure is to balance the safety of that
capital structure with the cost of that capita
structure?

A Yes.

Q And just so we're clear for the record,
al t hough 1 think everybody around here knows what this
nmeans, by safety, we nean a safe capital structure is
one that has higher |evels of equity than another
capital structure?

A Yes. A safe one would indicate a high |evel of
equity.

Q So to take that to the extrenme, the safest
capital structure would be 100 percent capital equity?

A Yes, but expensive.

Q So that gets the other side. The expense part
is to include a conponent of debt, because debt is
generally |l ess expensive than equity; is that correct?

A That's correct.

Q If this conpany cane in with a capita
structure that was 75 percent equity, would you be
recommendi ng that that -- that a hypothetical capita

structure be used?
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A Yes, | would.

Q Cenerally, doesn't the Commi ssion want capita
structures to be no nore than 60 percent equity?

A I think financial theory has an area between 40
and 60. It can be in between there w thout overwei ghing
ei ther side.

MR. FINNI GAN: This mght be an appropriate
time for an afternoon break. | have, | think, a couple
of areas to go, and not a whole lot nore tinme, | think

JUDGE SCHAER: The way to get the break is to
tell me you will have fewer questions if we break

MR, FINNIGAN: That is certainly my intent.

JUDGE SCHAER: Let's take our afternoon break
at this point. W wll be back at ten mnutes after
3: 00.

We're off the record.

(Brief recess taken.)

JUDGE SCHAER: Let's be back on the record
after our afternoon recess.

Did you have additional questions,

M. Fi nni gan?

MR. FINNIGAN: | do have a couple of additiona
ar eas.

JUDGE SCHAER: Go ahead, pl ease

Q BY MR FINNIGAN.: M. Kernpde, did you hear
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Ms. Parker's testinony earlier today concerning the
deferred tax issue related to depreciation?

A Yes, | did.

Q Wuld you agree with me that if you wanted to
do a full analysis of that issue, that in addition to
timng differences that result in decreases to rate
base, there will be timng differences that result in
i ncreases to rate base?

A Yes.

Q Would you agree that for purposes of tax tinng
di fferences, there can be taxable incone for tax
reporting purposes that is greater than taxable incone
reported for regul atory purposes?

A Quite frankly, that's probably the norm yes.

Q Did you look at the tax return related to
Rai nier View s operations for the test year?

A Yes, | did.

Q And would you agree with me that for -- that
based on that return, that the tax depreciation exceeded
booked depreciation in 2000, for the cal endar year 2000
by the sum $213, 3027

A $213, 3027

Q Correct.
A Yes.
Q

Wul d you agree that for tax reporting purposes
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1 the revenue from-- the taxable revenue from Rainier

2 Vi ew exceeded the taxable incone for regul atory purposes
3 by $310, 6597

4 A Could you say that again?

5 Q Sure. And it may be easier for nme to break it
6 down into conmponent parts.

7 Woul d you agree that there was an anpunt

8 reported for tax reporting purposes for hook-up fees in
9 the anount of $186, 3847

10 A Yes, | would agree.

11 Q And that there were taxes recorded for CIAC in

12 t he anpbunt of $121, 708?

13 A | have 131, but --

14 Q Is it --

15 A  (Looking at docunent.)

16 MS. TENNYSON: If | may raise a procedura

17 matter, | believe the tax return was provided to us on a

18 confidential basis. Do you have a concern --
19 MR. FINNI GAN: Not these nunbers. Thank you

20 for asking, but not these nunbers.

21 THE W TNESS: You said 121?

22 Q BY MR FI NNl GAN:  Yes.

23 A | amsorry. | had a typo. Yes, it's $121, 708.
24 Q And that's on the sane concept for anortization

25 of surcharges in the ambunt of $2,5677?
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A That's correct.

Q And that that total is the $310,659 that |
started this line of questioning with?

A And that was the $10,000 difference that |
identified. Yes, that's correct.

Q Let's nmove to the last area for ny portion of
the afternoon, and this is incone tax expense.

A (Conplies.)

Q M. Kernode, is it your intent -- and | don't
mean you personally. Is it the intent of the Comm ssion
Staff to have the Conmmission dictate the formof entity
that may operate as a regul ated water conpany?

A No, it's not.

Q Intax reporting entities -- you have used that
termin your testinony; is that correct?

A That's correct.

Q If tax reporting entities are not entitled to
coll ect inconme tax expense in rates from customers,
isn't that the effect, to dictate the formof entity
that may operate as a regul ated conpany?

A I would say, no, because the end results under
the S corporation and the C corporation is both
i nvestors -- under the scenario that we're suggesting,
both investors receive the same return. And fromthose

return amounts they pay the applicable tax. There
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shoul d be no difference between the two, as far as what

end investor ends up with as far as the total return.

Q And that takes us, | think -- | think you are
basi ng that statenment on the illustration you had on
DPK- 47

A Yes.

Q Now, on DPK-4, which is, | believe, Exhibit

56 --

A Yes, | amthere.

Q Under your colum | abel ed Sharehol der Leve
related to -- there's an entry called Investnent |ncone.

Do you see that?

A Schedul e one, yes.

Q Well, it's actually on all schedul es.

A Okay. Good. All schedules, yes.

Q And then, again, on all of those schedul es,
there's an asterisk by that; is that correct?

A That's correct.

Q And | gather fromreading that asterisk and the
text related to the asterisk, that you are assuning that
there's a 100 percent dividends payout?

A Yes. And | did that to sinplify the problem
or the illustration that you -- if you |look at the
dynam cs of return, return can either be through growh

of value, or through dividend payout, or actual cash
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payout .

So | could actually devise a nore sinple
schedul e that has growth on one side, and fl owthrough
of the income on the other side, and probably prove the
sane thing, since they are equivalent. But to keep it
sinmple, | said a 100 percent dividends payout.

Q And on schedules 1, 2, 3, and 4, it's a 100
percent pass-through of inconme, is your tern?

A That's correct.

Q And that signifies all of the net income in an
S corporation is distributed to the sharehol ders? That
is what you are trying --

A O is recognized by the shareholders. | will
avoid the word "distribute.” 100 percent of the incone
is recogni zed by the sharehol ders.

Q For what purpose?

A For income tax purposes. | am meking the
differentiation. | hate using "distribute,” because we
have used that to nean noney actually being distributed
to the sharehol der.

Q So you are not saying that the sharehol der
actually gets 100 percent of the net incone of the
enterprise. 1Is that what | understand you are sayi ng?

A | am saying that the shareholder -- and | am

| ooki ng at schedule 2, the sharehol der of the S
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corporation is not receiving $144,000 in cash fromthe
cor poration.

Q They are just paying the tax on that $144, 000?

A Yes.

Q Now, you have used the term-- as we tal k about
a tax reporting entity, there are other tax reporting
entities besides S corporations; is that correct?

A That's correct.

Q For exanple, alinmted liability conmpany is
a tax reporting entity, as you use that ternf

A It depends on what el ection they give on their
tax return. They could actually elect to be taxed as a
corporation, or they can be taxed as a partnership. And
if they are taxed as a partnership, then they woul d be
a tax reporting --

Q Wuld you agree that nost linmted liability
conpani es elect to be taxed as a partnership?

A Actually, | think they are. What | wll say,
the reason the limted liability conpany canme in
exi stence i s because of the way that profits could be
di stributed anpong its nenbers.

A sub S corporation, for exanple, can only pay

distributions in proportion to the shareholders. |If
they pay any other way, it's considered a different

| evel of stock, and they | ose the -- an exanple on an
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LLC, they can keep the corporate shield, but be allowed
to distribute their earnings in any way they want to.

Q Mich like a partnership?

A Much like a partnership.

Q And a partnership is characterized as a tax
reporting entity?

A Yes, it is.

Q Wuld you also agree that a wholly owned
subsidiary of a C corporation, where a consolidated
return is used, is also a tax reporting entity?

A No. You nean the subsidiary itself?

Q Correct.

No. The tax |aw says you are separate
corporations. W understand you are separate
corporations, but we will not give you the benefit of
the lower tax brackets. Therefore, when you consider
the taxes, and the taxes are conputed, we will require
you to consolidate themto conpute your tax. But the
tax is allocated as part of that corporation, the
subsidiary. |It's only because of the dynam cs of |o0sing
the lower |evels of the tax brackets that they require
the consolidation to come up. That was the actua
reason.

Q But you would agree that there are instances

where the increnental tax rate paid by the holding
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1 conpany is |lower than a particular subsidiary's
2 incremental tax rate would be if the subsidiary were on
3 a stand-al one basis?
4 A  Only if the holding conpany had a certain |eve
5 of | osses.
6 Q So they could have sone subsidiaries that are
7 operating at a |l oss, and others that are operating at a
8 profit, and the two are netted out for purposes -- in

9 rough terns, the two are netted out?

10 A Yeah. It gets conplicated, but, yes.

11 Q For tax paynent purposes?

12 A Right.

13 Q You are not attenpting to suggest that S

14 corporations are tax-free business enterprises, are you?
15 A | am not sure what he meant -- M. Ault neant
16 by that phrase. | am-- what | amsaying is that an S
17 corporation has no tax liability, no incone tax

18 liability. The shareholder has a tax liability. The S
19 corporation does not incur any tax liability. That's

20 what | am sayi ng.

21 Q Well, | think we have sone clearly delineated
22 positions here, so we will let it sit at that.
23 You woul d agree that an S corporation does file

24 areturn with the Internal Revenue Service called the

25 1120S?
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A That's the tax report, yes.

Q Do you know of any closely held -- and for the
purposes of this discussion, let's use closely held as
20 or 40 sharehol ders.

Do you know any closely held C corporations
regul ated by this Commi ssion that distribute on a
regul ar basis dividends to their sharehol ders?

A  No, | don't. One thing that is interesting
about the small C corporation that's very conmon is that
t he sharehol ders are usually enpl oyees of the
corporation. And it's a well-known tax position, or
structure where the owners pull npost of their earnings
out through sal aries.

Q But you agree that they don't, as a regular
practice, pay dividends?

A Because of the double taxation, you are
correct.

Q And so we're consistent in the use of
term nol ogy, by "double taxation," you nean that the
earni ngs may be subject -- or the dividends, if they are
pai d, may be subject to a second round of taxes? It's
not meant to inply that the tax is actually doubl e?

A No -- yes, that's correct.

Q You would agree that the Commi ssion has, in the

past, approved rates for S corporations that include the
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1 recovery of Federal income tax in the rates paid by the
2 cust oners?

3 A Rephrase that so | nake sure | answer it

4 correctly.

5 Q You would agree that in the past the Comm ssion
6 has approved rates for sub S corporations that have

7 i ncluded the recovery of income tax expense in the rates
8 pai d by the custoners?

9 A Yes.

10 Q And you woul d agree that the Comm ssion has

11 allowed limted liability conpanies to collect incone

12 tax expense in rates paid by their custoners?

13 A I have seen one that | am aware of where they
14 allow the rate to go into effect. Linmted liability

15 conpanies are fairly new ani mal s.

16 Q Meadows Water is a limted liability water

17 conpany?

18 A Yes.
19 Q And interns of utilities, is --
20 A Yes. Now, with Meadows, in their |atest

21 filing, incone tax was not allowed to be recovered.

22 Q \Wien was that case subnitted?
23 A It'"s in my rebuttal
24 JUDGE SCHAER: You mmy approach the wi tness,

25 Ms. Tennyson.



0365

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

MS. TENNYSON: Thank you.
THE WTNESS: | have a docket, it's UW001923.
So it's a 2000 case.

Q BY MR FINNIGAN: And was that a result of
operations that were agreed to by the Conpany in advance
of it being submtted to the Commi ssion?

A Yes.

Q Just out of curiosity, are you famliar with
the corporate structure for Al derbrook Water Conpany?

A No, | am not.

Q The 1998 annual report for Al derbrook indicates
that it is owed by Christian Mnistries. Did you have
occasion to | ook at that?

A M. Ward did. I didn't.

Q Religious organizations normally are not tax
paying entities?

A If they have a business, they are. They pay
tax on the business, because the church itself, or the
religious organization, that's exenpt.

Q Would you accept, subject to check, that in the
1998 Report, Account No. 409, Federal Incone Tax Expense
for Al derbrook is blank for both the current year and
previ ous years' entries?

A Yes, | would accept that. | would nmake a note

that | know they were also involved in a hotel, and sone
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other stuff. It mght have been that they had sone NOL,
or operating | osses fromthe other that affected --
but that -- but that's just an observation.

Q But you would agree that in 1999 -- for the
cal endar year, for the test year endi ng Septenmber 1998,
they were allowed a Federal inconme tax expense?

A Is that part of Ms. Parker's exhibit?

Q | believe it is. | can't represent that at
this moment. The docket nunber, for your information,
i's UW590970.

A She has it on her list, and it shows a tax
figure being a proforma tax figure, Federal tax per
book, Zero. So you are correct.

Q And | take it you did review that exhibit
subm tted by Ms. Parker, and verified her nunbers were
accurate?

A | didn't go through all of them | |ooked at
the S corporations that she showed.

Q So you looked at it, and you agreed that the
nunbers she represents are accurate?

A Yes.

Q For the ones you | ooked at?

A For the ones | |ooked at.

Q Wuld you please | ook at exhibit -- and we will

try to go through these in fairly rapid succession --
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Exhi bits 70, 71, 72 and 737

A | have them

Q Wuld you agree that for the 1996 rate case,
Rai ni er View was authorized, as part of its operating
and mai nt enance expenses, to include Federal incone tax
recovery? |If you look at the third page of the exhibit,
line 34 --

M5. TENNYSON: | am | ooking at Exhibit 707

MR, FINNIGAN: | amsorry. Yes.

THE WTNESS: Yes. And | notice with this one,
too, that interest expense was not deducted before they
cal cul ated the Federal income tax. But, yes, you are
right.

Q BY MR FINNIGAN:. And noving to Exhibit 71, and
then again, it happens to be the third page of the
exhibit, the results of operations as approved by the
Commi ssi on include recovery of Federal incone tax
expense?

MS. TENNYSON: | amsorry. Did you use the
term "approved by the Comm ssion"?

MR. FI NNI GAN:  Yes.

THE W TNESS: (Reading docunent.) Yes, it's
there. And, again, it appears that interest hasn't been
deducted. But, yes, it's there.

Q And going now to Exhibit 72 -- and for the life
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of me | can't figure out why there are two of themtwo
weeks apart. But | don't think the changes are nateria
for our purposes.
If you would go to the third page of Exhibit

72, line 31, would you agree the Conm ssion allowed the
recovery of Federal income tax expense for that filing?

A Yes.

Q And if you will turn to the |ast two pages of
that exhibit -- do you have that?

A Yes, | do.

Q And that is a Comm ssion order; is that
correct?

A Yes, it is.

Q And that's the Comm ssion order that approved

the filing in this 1993 rate case?

A Yes.

Q Wuuld you | ook under the findings, please.

A Yes.

Q And would you read that portion al oud?

A "After careful examination of the tariff filed

herein by Rainier View Water Conpany, Inc., March 12,
1993, and giving consideration of all relative matters
and for good cause shown, the Conm ssion finds that the
tariff revisions should becone effective March 25th,

1993."
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1 Q Thank you. Going to Exhibit 73, please, would
2 you agree on page 1 of this exhibit the Conpany was --

3 Rai ni er View was allowed to recover incone tax expense

4 inits rates?
5 A Yes.
6 Q CGoing to the last two pages, would you identify

7 the last two pages of the exhibit, please?

8 A Again, appears to be an order of the Comm ssion
9 related to this filing, 920295.

10 Q And the Comm ssion nmakes a simlar finding in

11 this case as it did in the 1993 case?

12 A Yes.

13 MR, FINNIGAN: | will offer Exhibits 70 through
14 73.

15 MS. TENNYSON: No objection

16 JUDGE SCHAER: Those docunents are admitted.

17 (EXH BI TS ADM TTED)

18 Q BY MR FINNIGAN: In light of the hour

19 M. Kernopde, | amgoing to substantially shorten our

20 trip through Exhibit 14, DF-14. You are famliar with
21 that exhibit, aren't you?

22 A Yes.

23 Q And you would agree with ne that there is

24 Federal inconme tax recovery contained in many of these

25 contracts?
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A Rel ated solely to contributions in and of
construction, yes.

Q And you woul d agree for sone of these contracts
there are Conmmi ssion orders that specifically approve
those contracts?

A Yes.

MR FINNITGAN: | will leave it at that, instead
of a year by year trip

JUDGE SCHAER: You nean we're not going through
1200 pages page by page?

MR, FINNIGAN: I n hopes of finishing tonight,
we will accept the sunmary of that.

Q BY MR. FINNI GAN: Now, you draw distinction in
your testinony between incone tax recovery from genera
rates, and incone tax recovery fromcontributions in aid
of construction; is that correct?

A That's correct.

Q And the Internal Revenue Service views both as
income; isn't that correct?

A That's correct.

MR, FINNIGAN: | think I will stop there.
JUDGE SCHAER: Thank you. | do have sone

questions, M. Kernode.

EXAM NATI ON



0371

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

BY JUDGE SCHAER
Q Do you have copies of Exhibit 1 and 2 with you?
A That's nmy exhibits, correct?

Q No. That's the portions of the Bench Request

responses.
A Related --
Q | would like you to have both the one rel ated

to you, and the one related to the Conpany.

A | believe | do.

Q Wiy don't you take a nonent and find those,
because | am going to be asking you about those and
about some things in your prefiled testimny. And it
nm ght be nice for you to have them available. And while
you are doing that --

JUDGE SCHAER: | want to take a nonent and
i ntroduce our newest judge who is back from Mexi co, and
rel axed.

This is Judge Theo Mace.

JUDGE MACE: | think | have actually net sone
of the people in the room but to the extent | haven't,
t hanks for the introduction

JUDGE SCHAER: W want to wel come you.

THE WTNESS: | have a copy of the Staff

Response to Daily Request -- Response to Data Request,
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1 and t he Conpany's.

2 Q BY JUDGE SCHAER: That should be sufficient,
3 yes. Exhibits 1 and 2 will get us there, but that is
4 what they are.

5 I would like you first to | ook at Exhibit 2

6 which is Staff's response to the Bench Requests. And

7 | ook at the response to Bench Request No. 1, please.
8 A | have them
9 Q In essence, | take it what you are saying is

10 that on the end of period rate base, you would recommend
11 an overall return of 8.56 percent, and on average rate
12 base you woul d reconmend a return of 8.69 percent?

13 A That's correct.

14 Q And you are proposing the use of an average

15 rate base, correct?

16 A Yes, | am
17 Q And that average rate base is based on the
18 begi nning and end of your -- of test year bal ances,

19 correct?

20 A Yes, ma' am

21 Q What would your capital structure and cost
22 rates of debt and equity be using an average capita
23 structure?

24 A  (Looking at docunent.)

25 MR, FINNIGAN: For ny clarification, do you
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mean 50/ 507

JUDGE SCHAER: By average, | nean the average
bet ween the begi nning of the year, and end of the year
amounts, M. Finnigan.

MR. FI NNl GAN:  Ckay.

THE WTNESS: | have it on ny conputer. |
didn't bring it with ne.

Q BY JUDCGE SCHAER: When you went from end of
year capital structure to average capital structure, do
you recall if you changed the ratios of equity and debt,
or if you changed any of the cost |evels?

A No, | took the cost.

Q And | amconmparing here to the nunbers that you
have for the end of the year, so that's clear

A Yes, ma'am

Q Go ahead.

A Wuat | did was | took the weighted debt, cane
over directly then to produce the proper coverage ratio.
The equity anmpunt had to increase. The weighted cost of
equity had to increase. And then the wei ghted anpunt
fell out to be 8.69. So the weighted cost of debt
remai ned the sane.

Q So the change from8.56 to 8.69 is entirely
based an increase in cost of the equity. |Is that what

you are sayi ng?
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A Yes, ma' am

Q And would you accept, subject to check, that
the equity rate that you used to cone up with this
overall return was 16.29 percent?

A Subj ect to check, that sounds reasonable. Yes.

Q | would like you to | ook, again, at Exhibit 2,
and look at the Staff's response to Bench Request
No. 7.

A Yes, ma' am

Q | take it fromthis response that you did neke
an adjustnent to interest expense to synchronize
i nterest expense to your capital structure and rate of
return recomendations; is that correct?

A It was ny understanding that | did that, yes.

Q That is still your understandi ng?

A Yes, it is.

Q Now, staying with Exhibit 2 and your responses
in answer to Bench Request No. 8, the net to gross
conversion factor calculation, you indicate in the
footnote that the utility B& tax adjusted for bad debt
is .0065. So the utility B& tax factor before your
adj ust mrent woul d be 0.05029, or 5.029 percent; is that
correct?

A That's correct.

Q In addition to your adjustnment to B&O t axes,
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for the uncollectible factor, you again include the
uncol | ectible factor of 0.0065 in your conversion factor
calculation; is that correct?

A That's correct.

Q \Wat is the basis of your uncollectible factor
of 0.0065?

A That was based on my analysis that | did
related to actual wite-offs of the Conpany, and ny
anal ysis of the ending accounts receivable. So the
.0065 is the anmpbunt that | recognize in the results of
operation as a percentage of gross revenue.

Q And how did you calculate that factor?

A Again, | analyzed the aged accounts receivabl e,
and al so did an average of the wite-offs over, |
believe, five years, came up with a figure

Q | want to turn, now, to your testinony, Exhibit
T-53 at page 16, lines 16 through 20.

A Page 167

Q Page 16, yes.

A | amsorry. \Wat |ines?

Q 16 through 20, please.

A Yes.

Q In your testinony you indicate that with an S
corporation, |like Rainier View, stockholders, rather

than the conpany, pay the Federal incone tax associated
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with the earnings generated by the Conpany, correct?

A Yes.

Q In your view, if the Conpany does not
distribute any earnings to the stockhol ders, the
Ri chardsons, who are the stockhol ders of this conpany,
shoul d pay the incone tax liability on the Conpany's
earni ngs out of their own pocket, then; is that correct?

A As | see it, the Conpany has earnings of, let's
say, hypothetically, $100,000. |If they do not
distribute noney fromthe corporation to pay for that
i ncome tax, then they would have to take it out of
savi ngs, but their net wealth still renains the sane.

If, hypothetically, they had to pay $30, 000

i nconme tax, if you conbined the total anount of their
weal t h under both scenarios, you have a scenario where
they pay for it out of their savings or pay for it out
of the corporation, their net wealth will remain the
same. There's no difference.

Q Are you advocating that the Conpany shoul d not
di stribute any amunt to the Richardsons to pay the
taxes on Conpany generated earnings?

A Oh, ny gosh, no. | think that's part of being
an S corporation, or partnership, or anything |like that.

Q As was discussed under the cross examn nation of

Ms. Ingram-- | believe you were here for her this
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nor ni ng?

A Yes, ma'am

Q Are you advocating that it would be perfectly
acceptable for the RS to confiscate the hone of an
owner/operator of a regulated utility, if the
st ockhol der cannot pay out of pocket the Federal taxes
generated by the regulated utility?

A No, ma' am

Q Are you advocating that since the stockhol ders
have to pay all of the income taxes associated with
conpany generated earnings, that the stockhol ders should
take all earnings out of the Conpany for their own
private use, rather than | eaving any nmoney in the
Conpany?

A No. | amsaying that the Conpany -- this is
net earnings. They have nmade nbpney. The net earnings,
it's up to themif they want to distribute the tax
portion, or the entire amount. It's totally -- they can
make that decision. But | amnot advocating that they
not be allowed to, nor am| advocating that they should
be forced to take it all out.

Q If, in a hypothetical, they were to take all of
the equity capital out, that would | eave the Conpany 100
percent debt financed, and indeed, under those

ci rcunstances, there would be no income taxes; is that
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correct?

A The owners would no |onger incur a tax
liability, because they would be -- to keep the theory
simple, yes, they would have no tax liability if it was
100 percent debt, and they nmade no i ncone.

Q | would like you to assune that the Ri chardsons
withdrew all of their equity out of the Conpany so that
t he Conpany was 100 percent debt financed. And assume
that the rate maki ng process was perfect, and the
Conpany received rates that exactly covered operating
expenses and interest expense. And assune there are no
book versus tax timng differences. And assune further
that all operating expenses and interest expenses are
deducti bl e for Federal income tax purposes.

Under those assunptions, neither the Conpany
nor the sharehol der woul d have to pay any incone taxes;
is that true?

A That's true.

Q Thank you. Now, in your working capita
cal cul ations you include contributions in aid of
construction as vested capital; is that correct?

A (Looking at docunents.)

Q You may want to refer to your Response to Bench
Request No. 6.

A Oh, | amsorry. Yes, total investor capital



0379

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

yes.

Q The Conpany incurred certain cost of financing,
or has certain debt discounts or prem ums. Would that
change any of the net proceeds that woul d be nade
available to the Conpany in a long-termnet | oan?

A | am sorry. Say that again?

Q If the Conmpany incurred certain costs of
financing, or has certain debt discounts or prem uns,
woul d those factors change the amobunt of net proceeds
that would be nade available to the Conpany if it took
out a long-term debt | oan?

A Normally, yes.

Q Looking, now, at Exhibit T-53, at page 28,
lines 22 to 30.

A  (Looking at docunment.) Yes.

Q This is a discussion of reduction of Indian
Springs rates to obtain parity with the rest of Rainier
View s rates?

A Yes.

Q And you argue that that change is not
nmeasurable; is that correct?

A | am saying that it's part of the filed tariff
and it should be recogni zed as an adjustnent to proposed
rates, not as a proforma adjustnent.

Q Okay. Well, has that happened yet?
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1 A No. It's part of the rate filing.
2 Q So that's ny second question. |I|s the Indian

3 Spring tariff suspended in this filing?

4 A I ndi an Spring?

5 Q Indian Spring.

6 A Yes, it is.

7 Q So if the Conm ssion were to |ower those rates
8 in this proceeding, it would be appropriate to take that
9 into account, but not in the manner proposed by the

10 Conpany? |s that what you are saying?

11 A That's right. Yes.

12 Q Just one nore point | would Iike to get from
13 you. In the private sector would an S corporation price
14 its product not to recover any Federal incone taxes

15 i ncurred by either the Conpany or its stockhol ders?

16 A Normally in the private market you have

17 conpetition. So they would set their rates, or set

18 their price based on what the market is. | actually

19 t hought about that, and considered that. So if they are

20 in a market or in an industry where there's a high

21 return, then they would set their -- the price of their
22 product woul d produce a high return. If they have | ow
23 return, the price -- if it was a lowreturn industry,

24 then the return you would receive is low. They would

25 have to conpete.
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JUDGE SCHAER: Those are the questions | had.

Did you have any questions brought on by those,
M. Finnigan, before we have redirect?

MR. FINNIGAN: Yes. | would like to follow up
on the last hypothetical, if | could, please.

JUDGE SCHAER: Go ahead, pl ease

RECROSS EXAM NATI ON

BY MR, FI NNI GAN:

Q If there's a return high or Iow, as |long as
there's a positive return, there's an inconme tax
associated with that; is that correct?

A Yes.

Q So the answer to the hypothetical that was
posed is that the effect, the incone tax effect felt by
t he Conpany woul d be considered in the prices that are
set by the Conpany?

A I would say that the price that is being set by
the Conpany is being driven by conpetition, and not
normal |y by analysis of what the expenses are.

Q Isn't it in fact the case that Congress many
times uses tax policy to encourage investnent in
particul ar industries?

A Yes.
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Q Soisn't it correct that the effect of incone
tax laws is a consideration in the decisions to invest
and the prices set fromthe products fromthe
i nvest ment ?

A In the industry, yes.

JUDGE SCHAER: Do you have any redirect?

MS. TENNYSON: Yes, | do. And | would like to
of fer Exhibit 56.

MR. FINNIGAN: | have no objection to that
exhibit. As long as we're on that, | do note that |
have neglected to offer 65. And | would do that.

That's the response to Data Request.

MS. TENNYSON: | have no objection.

JUDGE SCHAER: 56 has been offered, and | will
admit that now.

(EXH BI T ADM TTED)

JUDGE SCHAER: What was the nunber,
M . Finni gan?

MR, FINNIGAN: 65. W're doing a mrror inage.

JUDGE SCHAER: 65, do you have any objections?

MS. TENNYSON: No, | do not.

JUDGE SCHAER: That docunent is admitted.

(EXH BI T ADM TTED)
JUDGE SCHAER: So at this point, we have 44 and

49 and 40 that were withdrawn. We have 28 that has not
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1 been dealt with.

2 MS. TENNYSON: | thought that was duplicated by
3 anot her exhibit.

4 JUDGE SCHAER: That's fine. | just wanted to
5 meke sure if anyone was thinking those were in, they

6 woul dn't have a nasty surprise.

7 MS. TENNYSON: Let nme doubl e check that.
8 JUDCGE SCHAER: Go ahead, Ms. Tennyson.
9 MS. TENNYSON: | thought Exhibit 28 was

10 duplicated by an offer -- by an exhibit offered by

11 M . Fi nni gan.

12 JUDGE SCHAER: That's fine.

13 MS. TENNYSON: | do appreciate that. | don't
14 believe it was. | may be m staken in that.

15

16

17

18 REDI RECT EXAM NATI ON

19

20 BY M5. TENNYSON:

21 Q M. Kernpde, do you have a copy of Exhibit 28?2
22 A Could you describe it?

23 Q RA-4, the Richardson Sal ary Adjustnent.

24 A Yes, | do.

25 Q And is this your workpaper related to how you
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1 cal cul ated your adjustnent for -- it's included in your

2 results of operations for M. Richardson?

3 A Yes.

4 Q | think.

5 MS. TENNYSON: | think it mght help the record
6 if we had it included init. | would offer this

7 exhi bit.

8 JUDGE SCHAER: Any obj ection

9 MR. FINNIGAN: No. | think there were

10 guestions about it earlier, but it was never offered.

11 don't have no objection.

12 JUDGE SCHAER: Exhibit 28 is admitted.
13 (EXH BI T ADM TTED)
14 Q BY MS. TENNYSON: And referring to Exhibit 44,

15 the Conpany's Response to Staff's Data Request No. 36,
16 do you have that?

17 A Yes, | do.

18 Q Is this a response that Staff received in

19 response to data requests fromthe Conpany?

20 A Yes.

21 Q Can you describe the topic of this for us?

22 A It's the depreciation related to Indian

23 Springs, the Indian Springs acquisition. | had

24 i ncluded, which | don't have copies of -- | had included

25 a sheet related -- or copies of the depreciation detai
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schedul e.

MR. FI NNl GAN:  Your Honor, | amgoing to
object. This is not a subject | even tal ked about in ny
cross exami nation, so | object on the basis it exceeds
the scope of cross.

JUDGE SCHAER: Ms. Tennyson?

I am not sure she offered it yet.

MR. FINNIGAN: Well, | am sure she was headed
in that direction, and the line of questioning.

JUDGE SCHAER: If you want to |let her get
there, that that mght be a better way to proceed to see
if there's any nore foundation that she wants to dea
wi t h.

MR, FINNI GAN: The witness was starting to
testify about the exhibit itself. That's why | felt |
shoul d object at this point.

MS. TENNYSON: | believe he was identifying the
docunents. There was Attachnent A and B to the request.
MR, FINNIGAN: If all he was doing is

identifying, we can let himidentify.

MS. TENNYSON: That's where we were headi ng.

JUDGE SCHAER: That was the question, was to
descri be what was in this docunent?

M5. TENNYSON:  Yes.

THE W TNESS: Yeah, Attachnment A --
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1 JUDGE SCHAER: Attachnment A and Attachment B
2 were -- and | would |like a quick answer on that.
3 THE WTNESS: Attachnent Ais two copies of the

4 depreci ation detail related to the Indian Springs

5 acquisition. Attachment B is a summary of what shows on
6 the detail ed depreciation schedule, and what the

7 depreci ati on expense is.

8 JUDGE SCHAER: Thank you.

9 Q BY MS. TENNYSON: And you were present when

10 M. Ault testified about the catch-up adjustnent?

11 A Yes, | was.

12 Q And you were -- do you recall what he was

13 advocati ng about the catch-up adjustment, or the

14 di fference?

15 A He was saying --

16 MR, FINNIGAN: Well, | think -- | guess | will
17 renew my objection at this time, because we are going

18 wel | beyond the scope of ny cross exam nati on now,

19 tal ki ng about essentially surrebuttal, | guess.
20 JUDGE SCHAER: Well, | thought -- go ahead.
21 MS. TENNYSON: Well, M. Ault testified quite a

22 bit about this matter, but declined to identify the
23 docunent because he was not the one responding to the
24 request. He was the one that testified about

25 depreciation, therefore, which is the reason | didn't
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ask M. Fisher about this, because M. Fisher didn't
testify about the depreciation adjustnent.

It was M. Ault's testinony, but M. Ault was
unable to identify the docunments. | think Staff can
easily identify a response to a data request that was
propounded. And nerely because this wi tness wasn't
asked on cross exam nati on about his depreciation
adjustnments, | don't think is a reason to disallowthe
exhi bit when the Conpany's witnesses did testify on
t hese sanme matters.

JUDGE SCHAER: So you are asking the question
as foundation?

MS. TENNYSON: Well, the question in this case,
the testinony that was presented was -- to which this
data request relates was presented only on the rebutta
testi mony of the Conpany. Therefore, M. Kernode did
not have an opportunity prior to, you know, receivVing
the response to this data request to even address any of
the issues. And we were sinply | ooking to have the
Conpany's explanation in response to that adnmtted as an
exhi bit.

MR. FINNIGAN: If all you want is the exhibit
in, I amnot going to have a problemw th that.

MS. TENNYSON: That's all | am asking.

JUDGE SCHAER: Well, you had tal ked about
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1 obj ecting, so | asked for nore foundation. So I think

2 we're at that point

3 You are not going to object, so go ahead and

4 of fer it.

5 MR FINNTGAN: If that's all we're doing, let's
6 go through with it. But | don't have any objection to

7 t he docunents.

8 MS. TENNYSON: | would offer Exhibit 44.
9 MR. FI NNI GAN:  No obj ection
10 JUDGE SCHAER: The document is admtted.
11 (EXH BI T ADM TTED)
12 MS. TENNYSON: Just to clarify, | assune

13 Ms. Parker's testinony and exhibits were admitted?

14 don't have them marked as such on ny schedul e.

15 JUDGE SCHAER: Yes, they were. The only two
16 items that have been passed over are now Exhibits 40 and
17 49. 1'mnot asking you to do anything --

18 M5. TENNYSON: | do not intend to offer those.
19 JUDGE SCHAER: Go ahead with your redirect,

20 pl ease

21 MS. TENNYSON: Thank you.

22 Q BY MS. TENNYSON: M. Kernode, you were asked
23 sone questions by M. Finnigan related to Exhibit 63,
24 his sinmplistic view of a water conpany. Do you recal

25 t hose?
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A Yes, ma' am

Q And one of the questions asked was if there
were, say, five devel opnents on the diagram but only
three were built, would that -- there would still be a
need for plant related to that to be included within the
wat er conpany. At sone point would there be a concern
about cost being included, and what would be the concern
that you m ght have?

A There's a question of used and useful. So,
yes, the Conpany woul d need the plant there, there's no
gquestion. You wouldn't take out plant. But for rate
maki ng purposes, if it was built for five |arge
devel opnents, and only three of the |arge devel opnents
were being devel oped, then the possibility -- and the
rate review would be the two-thirds of the system would
be put into a for-future-use type basis, or it would
be -- would not be allowed to be put in rates under a
used and useful type question

And once the other two devel opnents got goi ng,
then those costs would flow through to the appropriate
rate payers.

Q You were asked if you visited the Rainier View
facility, and you said, yes, you had, two tines, |
bel i eve?

A Yes, nma'am
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1 Q Could you estimte how many hours you spent at

2 the Conpany's offices?

3 A  Five, six hours.

4 Q Is that one tinme, or two tines?

5 A Two tinmes each, time -- 12 hours.

6 Q During that tine did you have any contact with

7 M. Richardson?

8 A No, | never net himor talked to him

9 Q You were asked questions about revenue

10 sensitive adjustnents that you had referred to in your
11 testinmony. And M. Finnigan asked you if B&O tax was
12 one, and/or you may have replied that would -- the

13 Uilities and Transportation Comm ssion's regul atory fee
14 al so woul d be a revenue sensitive adjustnent?

15 A Yes. That also increases or decreases

16 dependi ng on the revenue.

17 Q M. Finnigan asked you about functions or

18 services that could be perforned w thout being a water
19 conpany, such as testing of water and pressure. And
20 think, as you sunmarized by saying, there's a whole

21 category of functions that could be provided by SMAs
22 that are not regul ated water conpanies, correct?

23 A Correct.

24 Q How are -- how do SMAs operate? What do they

25 do?
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A They normally contract with the water conpany
to do certain functions; test the water, for exanple.

Q And would the costs of those contracts be
recovered in rates?

A They would be included in the operating
expenses.

Q So they would show up on the Conpany's incone
statenment ?

A Yes, they woul d.

Q And regul ated custoners, would they pay for

A Yes.

Q You were asked a question about how the rates
of Rainier View Water Conpany conpared. On the range of
regul ated water conpanies that you are famliar with, in
maki ng recomendations to the Comm ssion on water rates,
does Staff consider what other water conpanies charge?

A No, because each water conpany has its own
structures and dynamics. So, no, we don't | ook at and
consi der other rates around in the area.

Q As the size of the conpany grows, are there
some benefits to custoners, or changes?

A  There should be. As the conpany grows, overal
fixed costs per customer should drop

Q Sointernms of -- do you know where Rainier
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Vi ew WAt er ranks anong the WUTC regul ated -- where in
terms of custoners, whether the high or |ow end?

A | think they are the second | argest.

Q You were asked some questions about the Chevy
C35, and how you dealt with your recommendati on on what
ki nd of -- what costs should be allowed for a vehicle
driven by M. Richardson.

Do you care what vehicle the Conpany purchases?

A No. Matter of fact, the Navigator they have,
they obviously -- it's in the Conpany. And | haven't
recommended that they sell it or anything. Wat | am
concerned about, and | nentioned it before, is that a
certain level of confort should be allocated where the
rate payer bears that cost. So | amrecomendi ng a
level that | think is reasonable for the rate payer to
pay. The Conpany can have any type of vehicle it wants,
but the rate payer should only shoul der a certain |eve
of cost related to that.

Q You were asked some questions relating to | ega
or litigation expenses being included in a couple of
cases that M. Finnigan referred you to.

Do you know i f those cases were resol ved at the
Staff level and presented to the Comm ssion in an open
nmeeting, or whether they were litigated?

A | believe they were resolved and presented.
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1 Q And was that expense, the |egal expense spread
2 over a period of time, if you know?

3 A | | ooked at the North Bainbridge, and that was
4 a five-year anortization.

5 Q You were asked questions relating to the

6 cal cul ati on of debt, and whether debt was at a

7 hi storical high, and how the Conm ssion night treat

8 t hat .

9 How do you | ook at debt when you are | ooking at
10 the level of debt to be set when the Conpany files a

11 rate case?

12 A | try to get as close to when rates will go
13 into effect. So whatever the test year had, or five
14 years prior, it doesn't matter. | try to |ook at the

15 current costs involved that goes along with equity, and
16 | try to put in place as close as possible --

17 Q So if the Conpany used a test year, and that's
18 12 nmonths before the time you are | ooking at, or 15

19 nont hs, you say you wouldn't | ook at that cost of debt
20 at the beginning of that period?

21 A No. | amconcerned that the Conpany has the

22 nmoney to pay its interest costs. So hypothetically, if
23 the rates were one point |ower during the test year, and
24 they went up a point during the regulatory process, |

25 woul d add that point to the interest and increase
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expenses by that point.

Q Do you knowif that is the Commission's
practice, generally?

A Yes, it is.

Q And is predicting interest rates an exact
sci ence?

A No, it's not.

Q Is predicting the costs a conpany will incur in
t he next year an exact science?

A No.

Q Do we -- well, | guess | don't need to pursue
t hat .

You were asked a question about a hypothetica
capital structure and bal ancing safety. Can you tell us
general ly when the Comm ssion uses a hypothetica
capital structure?

A Usually the issue revolves around an equity
rich capital structure, because of the cost. [It's an
expensive capital structure. So by reducing it -- or
am sorry, by using a hypothetical capital structure
equity is reduced to, let's say, a 50 percent |evel,
reduci ng the overall cost.

So now the hypothetical capital structure has
solved that. W have actually realized a | ower cost

capital structure.
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On the other hand, if a conpany is highly
| everaged, very rich in debt, now we have a question as
far as safety goes, the ability to service that debt. A
hypot heti cal capital structure doesn't solve that other
than giving nore return to the equity owner.

If | amgoing to have to -- like in this case,
if | amgoing to give a higher return because of debt
service problens, | want to be explicit. | will doit,
l[ike in this case, in aratio with same rates on a debt
service ratio basis, not using a hypothetical capita
structure. Hypothetical capital structure doesn't
really solve the problem

JUDGE SCHAER: Let's go off the record for a
moment .

(Di scussion off the record.)

JUDGE SCHAER: Let's be back on the record
after a brief recess.

Go ahead, Ms. Tennyson

MS. TENNYSON: Thank you.

Q BY MS. TENNYSON: Wien you were asked a series
of questions relating to the steps that M. Fisher
descri bed the Conpany going through to obtain a piece of
property that a devel oper -- part of a systemthat a
devel oper is building, M. Finnigan wal ked you through

the steps of the roads going in, and that sort of thing.
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Now, is the Conpany incurring costs during that
tinme?

A Once they get to the point where they are
actually charging the system and preparing it, testing
the water, heating the system they are incurring costs,
yes.

Q And what about neetings that m ght happen
before that?

A On the transfer, sure, negotiating the
contracts for transfer.

Q System design?

A Legal costs -- systemdesign is usually with
the devel oper, | think. There's probably an interface
as far as what the Conpany's standards are, so they
woul d have to work with the Conpany. But | think the
devel oper carries the main part of the design

Q \Were are the costs of those activities on the
part of the water conpany recovered?

A Through the income statenent, through rates.

Q So regul ated custoners, the custoners of the
wat er conpany, are paying for those?

A Yes. Either they are capitalized, or they wll
flow through directly. But, yes, one way or the other
the rate payer will pay it.

Q You were asked a question relating to whether
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the results of operations for the Meadows Water Conpany
with the latest filing where inconme taxes were not
allowed to be recovered -- whether that was an agreed
matter. |If a matter is going to the open neeting and
not contested, wouldn't the results of operations be
agreed in all of those cases?

A Yes.

Q You were asked a question by Ms. Schaer about
whet her you advocated -- or would advocate that the IRS
seize the owner's hone if the owner didn't pay the tax
on the regulated inconme. And | believe that you
answered that you were not advocating that.

| guess | ama bit confused, because |I am not
sure that's consistent with your earlier testinony.

A  Well, I would say that, quite frankly, | guess
I would not advocate or be against it. |It's a process
that the I RS does. When sonebody doesn't pay their
taxes and they owe noney, the IRS will go after whatever
assets that the tax payer has.

Q So you are not saying you are advocating this

met hod?
A | amnot supporting, nor aml against it. [It's
one of those realities of life. |If a person fails to

pay their taxes, they have inconme, they have liability,

and they fail to pay it, the IRSwill start the |ong
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process of liens, and negotiations, and | guess finally,
if they don't get anything, then seizure. But that's
between the I RS and the tax payer; not ne.

Q So if the owner of a water conpany that is not
a C corporation has net earnings, and chooses not to pay
the taxes, you are not advocating the Conpany be |iable
for those taxes, are you?

A No. No. The Company is a corporation and it's

an asset of the tax payer, and it's up to the IRS to

make its decision without, | think, wthout any regard
as to if it's an S corp or Ccorp. |It's an asset, and
he -- the IRS wants their nobney.

Q You were al so asked sone questions by the Judge
about average rate base, and average capital structure.
Are those different concepts? | was getting sonmewhat
confused in your responses.

A They shoul d be synchroni zed. They should be --
they are one and the same aninmal. You have the average
rate base, and you will have -- usually reflecting that
average rate base should be what capitalizes it, which
is the capital structure.

MS. TENNYSON: | have nothing further at this

JUDGE SCHAER: Anything else for this w tness?

MR, FI NNl GAN:  Just a few questions.
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JUDGE SCHAER: Go ahead, M. Finnigan.

RECROSS EXAM NATI ON

BY MR. FI NNI GAN:

Q You were asked, M. Kernode, about the
devel oper line extensions, and the neetings, and
negoti ating the contract and that by Ms. Tennyson. Do
you know how Rainier View treats those costs?

A Like | said, either they would have to be
capitalized, or they would flow through.

Q Do you know how they treat those costs?

A | have seen no docunent that explicitly
addr esses that, no.

Q If they were capitalized, you would agree that
they woul d be associated with the plant, and woul d be
subj ect to end of year, beginning of year averagi ng when
that plant went in service?

A If it was a test year, yes.

Q You had sonme questions related to a
hypot heti cal capital structure, and | believe what |
heard you say -- and nmaybe | amwong -- is that
hypot heti cal capital structures have not been used for
hi ghly | everaged conpani es?

A No. | don't think | said that. | gave you ny
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opinion as to what | --

Q You would agree that the Commi ssion has, in
fact, used hypothetical capital structures for highly
| ever aged compani es?

A Yes. | think | have seen cases invol ved, yes.

Q So that is a methodol ogy the Comm ssion deens
accept abl e?

A Yes. Wat | am suggesting is a debt service
coverage ratio is a nore direct solution to a high
| everage problemin a hypothetical

Q But you are not trying to suggest that the
Conmi ssi on has never used that?

A Oh, ny, no.

Q You were asked about |egal fees, and you
answered by giving an exanple of the North Bainbridge
anmortization?

A Yes.

Q You are aware that that was quite a large bill
in the nei ghborhood of $100,000 in |egal fees?

A 84 conmes to mind. But you are probably right.
I was | ooking at a docunent, and it m ght have been a
pre-updat ed documnent.

Q And you are also aware that for other conpanies
a three-year anortization has been used when there has

been a | esser dollar ampbunt invol ved?
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1 A I have seen a three-year, yes.

2 Q You were asked a question about when you were
3 visiting the Rainier View facility about not neeting

4 M. Ri chardson?

5 A Yes.

6 Q Did you ever ask to neet M. Richardson?

7 A No, | did not.

8 Q And then the last question you were asked, sort
9 of our illustrations about a water system plant, you

10 woul d agree with ne, wouldn't you, that it's awfully
11 difficult to flow water through three-fifths of a

12 di stribution main?

13 A Oh, yes.

14 MR, FI NNl GAN: Thank you. Those are all the
15 guestions | have.

16 JUDGE SCHAER: Any nore questions,

17 Ms. Tennyson?

18 MS. TENNYSON: No, | do not.

19 JUDGE SCHAER: M. Kernode, thank you for your
20 testinmony. | think at this point --

21 MS. TENNYSON: That concludes the Staff's

22 presentation in this case.
23 JUDGE SCHAER: Excuse nme. At this point
24 would Iike to tal k about next steps according to our

25 schedul e for the case. | was supposed to get a brief
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outline of issues today at the end of the hearing, but
sonehow - -

MS. TENNYSON: M. Finnigan and | are both
bl ushing --

JUDGE SCHAER: Sonehow | don't think you will
get that done in 20 m nutes.

We have a Bench Request that's due by February
28. And | amwondering if that's a reasonable time to

have the outline of issues also provided?

MS. TENNYSON: Yes. | think we can do it
sooner.

MR, FI NNl GAN:  We can.

JUDGE SCHAER: | want you to be sure you cone
up with an outline that both of you will follow | want

you to be sure you use the sane nunber for the sane
adj ustments so that when we | ook at the briefs, we can
tell where there's controversy.

And then the next thing we should tal k about
briefly is, I am|looking at our procedural rules, at WAC
480.97.36. There have been sone itenms that have been
asked subject to check, and that is the rule that we
have regardi ng subject to check

According to this rule, you have 10 days after
receipt of the transcript to either send in a letter

sayi ng you do not accept sonething subject to check, or
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1 to let this tine go by and have that information be

2 i ncluded in the record.

3 I am noting that two weeks fromtoday is the

4 28t h of February. And | believe with our counting rules
5 with the court reporter, that would nean that March 1 is
6 the day that we can expect to receive transcripts. And
7 since your briefs are due on March 12, | thought you

8 m ght want to consider shortening that time in some way
9 so you would be able to have that information resol ved
10 before you finish witing your briefs.

11 That doesn't necessarily have to happen here if
12 you want to deal with it informally. But | do want to
13 at |l east caution that that may be a concern

14 I am expecting with your briefs to receive

15 proposed findi ngs and concl usi ons.

16 Is there anything el se we need to tal k about
17 t oday?

18 MS. TENNYSON: | don't believe so.

19 JUDGE SCHAER: M. Finnigan, any concerns, or

20 anything else we need to tal k about today?

21 MR. FINNIGAN: No. | have a thought that's in
22 the back of ny mind, but it's something | will approach
23 with Ms. Tennyson. That's the reason for ny puzzled

24 | ook.

25 JUDGE SCHAER: The Bench Request is due the
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28th. We have assigned a nunber to it, Exhibit 74, and
it has already been admitted. So | think whatever tine
you cone up with for dealing with subject to check m ght
al so be a good tine for you to use, if you have any
probl enms with how that exhibit |ooks, to try to resolve
those so you know what Exhibit 74 |ooks |like as you go
into witing your briefs -- or as you go into your
briefs that are al nost done.

MS. TENNYSON: Ri ght.

JUDGE SCHAER: | want to thank everyone. |
think this hearing went very well, and | appreciate the
prof essi onal i sm of the participants.

And with that, | think we're off the record.

(Hearing concluded at 4:55 p.m)



