. 1 NTRODUCTI ON BACKGROUND

This is a very inportant case. This is a critical
noment in the devel opnent of Rainier View. The Conpany is
in a very precarious financial condition at the nonment.
Dependi ng on the results of this case, Rainier View can
either continue to build upon the efforts it has nmade over
t he past decade to provide high quality service to its
custonmers or it can slide back towards a tinme when it
provi ded only margi nal service and was |osing the fight to
meet basic custoner needs.

This case is also inportant in that it presents to the
Comm ssion at |east two unique issues: (1) the treatnent
of federal income tax expense; and (2) the treatment of the
ready to serve charges in contracts. The federal incone
tax issue is unique only because Commi ssion Staff is
recommendi ng that the expense generated fromthe regul at ed
operations not be allowed to be recovered in rates. 1In the
past, this expense has been routinely allowed. The ready
to serve charge is unique because Conm ssion Staff is

recomrendi ng that this revenue be classified as operating
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revenue, when the revenue has been treated in the past as a
financi ng mechanism*

BACKGROUND

Rai ni er View provi des service to over 11,000 hones and
busi nesses, although the service base is primarily
residential. The Conpany provides service through 31
separate systens |located primarily in Pierce County.
Exhibit T-4, p. 3, |I. 17-26. Rainier View has evolved from
a conpany that was inundated with custonmer conplaints in
the |l ate 1980s and early 1990s to a conpany that provides
excel l ent service today. Exhibit T-15, p. 3, |. 3-24. The
quality of its service is evidenced by the |ack of
conplaints when Rainier View filed this rate case. As the
Comm ssi on well knows, when a water conpany files a rate
case, custoners take that as an opportunity to air their
grievances. This water conpany rate case is notable from
the | ack of customer conplaints, even to the extent of the
al nost unheard of determ nation that a public hearing was

not needed.

1 As a corollary, the Conpany has had to expend nuch nore effort in the
preparation of this rate case than it originally anticipated. The
Conpany’s own case is unremarkable in that the Company is not advocating
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The Comm ssion Staff agrees that this is a well-
managed
conpany. TR 311, |. 4-8. Oher than distributing enough
noney to pay the inconme tax obligations generated by the
regul at ed operations, every cent generated fromrates
charged to custoners has gone back into providing service
and inmproving the quality of service that has been
provi ded. Exhibit T-50, p. 9, |. 16-26.

The Conpany’s existing rates are relatively |ow.
While the rate increase sought in this case is
approximately 13 percent, that is less than the rate of
i nflation since the Conpany’s |last rate case. As the rest
of this Brief will denonstrate, the Conpany shoul d be
granted its requested increase.

BURDEN OF PROOF

The general rule is that the utility has the burden of

proving that its proposed rate increase is just and

reasonable. See, e.g., WJUIC v. Harbor Water Co., Docket

No. U-87-1054-T, Third Suppl emental Order (May 1988).
However, when the utility is seeking to follow practices

previously established or accepted by the Conm ssion and

new i ssues. It is only when the Comrission Staff theories are thrown into

Bri ef of Respondent 3



Staff is arguing for a departure fromthose established
practices, Staff should bear the burden of proof on those

matters. |In Re Equitable Gas Conpany, 59 P.U R 4th 80

(1984). In Equitable, the West Virginia Public Service
Comm ssion (“WHPSC’) exam ned a consumer advocate’s
chall enge to Equitable’ s use of cost-of-service
met hodol ogy. The WHPSC hel d:
Since the cost-of-service nethodol ogy used by
Equitable in this case was a previously approved
net hod, the burden was not upon Equitable to prove the

reasonabl eness of its nethod, but was upon the party
seeking to challenge that nethod.

This case is no different than Equitable in that
Rai ni er View has been allowed to recover inconme tax
expenses in the past and has been all owed to excl ude ready
to serve revenue in the past. It is Staff that is arguing
for a departure fromthe established norm As a result, it
is Staff that should bear the burden of proof on these
adj ust nent s.

In addition, under the principles of civil |aw,
Rai ni er View has nade a prinma facia case for its position
on incone tax expense and ready to serve charges. Staff’'s

opposition to Rainier View s reliance on these established

the m x that this case becones nmuch nore conpl ex and nuch nore expensive.
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practices is really no different than the assertion of an
affirmati ve defense, where it bears the burden of proof.

See, e.g., Robertson v. Club Ephrata, 48 Wh.2d 285, 288,

293 P.2d 752 (1956) (stating that defendant has the burden
of proving affirmative defenses and plaintiff nay establish
a prima facia case wi thout disproving affirmative
def enses).
1. UNCONTESTED ADJUSTMENTS

In addition to the itens set forth bel ow, many of the
items set forth on the Conpany’ s “per books” nunbers were
agreed wi thout an adjustnent being proposed. For those
entries for which no adjustnent is proposed, the Conm ssion
Staff has accepted the Conpany’s nunber. The foll ow ng
di scussion of adjustnents relates to adjustnments that were
proposed either by the Conpany or by the Comm ssion Staff.

A. Wor ki ng Capital. The Conpany accepted Commi ssion

Staff’s proposed working capital adjustnment. S-RA-16.

B. Purchased Power. Commission Staff ultimtely agreed

to the Conpany’s purchased power adjustment. C-PA-7

(Staff’'s original proposal was S-PA-3).
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C. CIAC Anprtization. The Staff agreed that it had nmade

an error in the CIAC anortization and withdrew its proposed
adj ustment. S-RA-10.

D. B&0O Tax. Conmm ssion Staff agreed it made an error in
its original calculation. The |level of B&0 tax for S-RA-11
shoul d be $5,437, only if the Conm ssion accepts S-RA-2
related to ready to serve issue, which is a nuch disputed
adj ust ment.

E. | nsurance. Rainier View agreed that the inclusion of
the vehicle insurance on the Mercury Cougar was

i nappropriate and made that adjustnment on Exhibit 25, p.1,
|. 23. This is a portion of Staff adjustnment S-PA-5.

There is al so agreenent on the general liability insurance,
S-PA-6 and C-PA-5.

F. Wages and Benefits. There is agreenment on the pro

forma wage | evel and enpl oyee benefit expenses as proposed
by the Conpany in its adjustnents C-PA-1 and C-PA-3 (see,
S-PA-1 and S-PA-2). There is a lingering issue related to
capitalization of a portion of the wages.

The Conpany agrees that a portion of wages should be
capitalized and has done so for the Results of Operations

It is submtting with this Brief. The capitalization ratio
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for the 2000 wage adjustnment is 15.33% The capitalization
ratio for the 2001 wage adjustnment is 14.24%

However, the capitalized portion should be added to
rate base for the period for which rates are to be in
effect. This is a proper pro forma adjustnment w thout
offsetting factors. The Conpany’s Results of Operations
reflect this adjustnment.

G Treat ment Surcharge Expense. There is agreenent on

t he renmoval of the treatnment surcharge expense, C-RA-1 and
S-RA-1.°7

H. Rat e Base. There is agreenment on the rate base at the
restated level. S-RA-14 and S-RA-15 and Exhibit 25 at

| i nes 43, 44 and 45.

l. Materials and Supplies. This itemis agreed. C-PA-6

and S-PA-4.

J. Depreciation. There is agreenent on a portion of the

depreci ati on expense. The parties agree to the inclusion
of the nmeter reading Jeeps and the new billing software on
a begi nni ng/ end of year average.

[11. CONTESTED ADJUSTMENTS

2 staff originally characterized this adjustnment as relating to principle
paynments on notes, but agreed on cross-exanm nation that it related to
expense itens. TR 316, |. 15-19.
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This portion of the Brief discusses the itens that
remain in contention between Comm ssion Staff and Rainier
Vi ew.

A. | ncone Taxes. Comm ssion Staff is advocating that the

i ncome tax expense from regul ated operations should be the
sharehol der’s sole responsibility. Staff takes this
position even though the expense is generated fromthe
regul at ed operati ons.

I n addition, the Commi ssion Staff has apparently taken
the inconsistent position that incone tax expense fromline
extension contracts with devel opers is appropriate to be
recovered in the charges to those devel opers, however
i ncome tax expense associated with nonthly operating
revenues should not. TR 369, |. 18 - 370, |. 17. This is
al so inconsistent with the Comm ssion approved tariff
all owi ng recovery of inconme tax expense on hook-up fees.
Exhi bit 46.

Apparently, Comm ssion Staff views the inconme tax
expense from devel oper contracts and hook-up fees as a sort
of “flowthrough” tax expense that is collected and paid
directly to the IRS. However, as pointed out by M.

Ingram this tax is paid only as a result of the effects of
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the tax return. TR 219, |. 5-15. As |ater stated by M.
Ingram there is no difference between income tax on Cl AC
and incone tax on water sales. TR 231, |I. 4-7. On cross,
M. Kernpde admtted that the IRS views both CI AC revenue
and operating revenue as the sane. TR 370, |. 18-20.

Comm ssion Staff’s position in this case is
i nconsi stent with both the Conm ssion’ s treatnent of
Rainier Viewin the past and its treatnment of other
conpanies. As pointed out in M. Fisher’s testinony,
Rai ni er View has been allowed to recover incone tax expense
inits past rate cases. Exhibits 70, 71, 72 and 73. 1In
addition, the Conm ssion has expressly authorized the
Conpany to recover incone tax expense by tariff on two
occasions. One was a surcharge addressed to all custoners.
This was to recover tax expense associ ated with changes
generated by the 1986 Tax Reform Act. While the tax was on
contributions, it was recovered fromall customers.
Exhibit 38. As Ms. Parker points out, this recovery was
expressly authorized by Comm ssion order. Exhibit T-50, p.
11, I. 3-18. Further, the Conpany has an existing tariff
sheet, Exhibit 46, where it recovers incone tax expense

associ ated with the service connection charge.
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If this is not enough, the Comm ssion has repeatedly
aut hori zed the Conpany to recover inconme tax expense in
contracts filed by the Conpany. See Exhibit 17 at p. 5,
p.7, p. 13, p. 27, p. 33, p. 43, p. 58, p. 60, p. 66, p.
69, p. 73, p. 91, p. 105, p. 116, p. 130, p. 138, p. 146,
p. 154, p. 162, p. 171, p. 180, p. 190, p. 201, p. 214, p.
223, p. 232, p. 241, p. 250, p. 256, p. 259, p. 266, p.
278, p. 295, p. 305, p. 324, p. 335, p. 347, p. 360, p.
368, p. 376, p. 398, p. 405, p. 416, p. 425, p. 442, p.
451, p. 469, p. 490, p. 512, p. 522, p. 533.

In addition, several of these contracts have been
expressly approved by the Conm ssion by order. For
exanpl e, Exhibit 17 at p. 63 sets forth an order of this
Comm ssi on which states:

After careful exam nation of the Kennedy Extension

Contract filed herein by Rainier View Water Conpany,

Inc., April 3, 1991, and giving consideration to al

rel evant matters and for good cause shown, the

Comm ssion finds that the Kennedy Extension Contract

shoul d becone effective April 18, 1991.

The Comm ssion stated that it gave careful exam nation to
the contract and considered all relevant matters. The

Kennedy Extension Contract clearly calls for the recovery

for income tax expense. Exhibit 17, p. 66. Simlar orders
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can be found at Exhibit 17, p. 83 (where the Conm ssion
expressly notes that the contract includes federal incone
tax recovery) and at p. 97. Additional Conm ssion orders
are found at p. 110, p. 122, p. 208, p. 272, p. 309, p.
318, p. 329, p. 342 and p. 353.

The Comm ssion Staff may argue that the prior Rainier
View rate considerations were not fully adjudi cated cases
and therefore are sonmehow a | esser stature to the
Comm ssi on decisions in those cases. That argunment
suggests that for such an inportant issue, Comm ssion Staff
was sonehow not diligent in its duties. |t also suggests
that the Comm ssion itself was sonmehow negligent in
overl ooki ng such a major adjustment and allowi ng the rates
to go into effect.

Staff’s argunent ignores that there are orders of the
Conmm ssi on which grant Rainier View a general revenue
i ncrease which include recovery of the incone tax expense.
For exanple, in Docket UW 930269, the Conm ssion issued an
order approving the Rainier Viewrate case. That Order
states as the Conm ssion Finding:

After careful exam nation of the tariff revisions

filed herein by Rainier View Water Conpany, Inc.,
March 12, 1993, and having given consideration to al
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rel evant matters and for good cause shown, the

Comm ssion finds that the tariff revision should

become effective March 25, 1993.
The Comm ssion found that it carefully exam ned Rainier
Views filing. The Conm ssion found that it exam ned al
rel evant matters. The Comm ssion then ordered the rates to
go into effect, including the recovery of incone tax
expense.

M. Kernode agreed that the Comm ssion approved
general rate increases for Rainier View that included the
recovery of inconme tax expense in 1992, 1993, 1994 and 1996
(which are the four nost recent cases for the Conpany). TR
367, |I. 3 - 369, I. 12.

The suggestion by Staff that the Comm ssion has not
al l owed federal incone tax expense in a litigated case to a

“pass-through” entity is also contradicted by the

Commi ssion’s order in WJUTC v. Rosario Utilities, LLC,

Docket No. UW 951483 Fourth Suppl enental Order (November,
1996). In a nmuch litigated case, a limted liability
conpany was allowed i ncone tax expense.

Further, this Conm ssion has repeatedly allowed income
tax expense in many dockets, including those where there

was no booked inconme tax expense fromthe regul ated
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operations at all and for pass through entities such as
limted liability conpanies and S-corporations. Exhibit T-
50, p. 13, |. 3-27. M. Parker’s Exhibit 52 sets out the
past Conmm ssi on decisions. On cross-exam nation, M.

Ker node stated that he had reviewed at | east sonme of the
cases cited by Ms. Parker and agreed with her analysis. TR
366, |. 14-21.

Ms. Parker, Ms. Ingramand M. Ault address the Staff
suggestion that sonehow t he sharehol ders of the S-
corporation receive a windfall if the income tax is
recovered in rates.® There is no windfall. As pointed out
by Ms. Ingram the incone tax issue for an S-corporation
has both future tax benefits and detrinents. TR 264, |I.
15-25. M. Ault points out through his illustrations that
the tax laws were derived with an eye to bal ancing the
effects of the C versus S election. Exhibit T-34, p. 12,
. 12 — p. 13, |I. 5 and Exhibit 36. He did a sensitivity
anal ysis that denonstrates the bal ancing effect tends to
hold true no matter how long the asset is held. TR 198, I.

24 — 199, |. 14.

% See Exhibit T-53, p. 16, |. 13 — p. 17, |. 2.
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As Ms. Parker points out, Exhibit T-50, p. 11, |. 21 -
p. 12, |. 2, M. Kernode's exanples of the “windfall” to
t he S-corporation sharehol der (Exhibit 56) all have a fatal
prem se: they are all prem sed on the concept that there
is a 100% di stribution of net inconme. See, also, TR 358,
| . 19-22. Conpare, TR 377, |. 9-21 (M. Kernode is not
advocating the Conpany distribute all net incone). M.
Kernode agreed that the | oan agreenment with CoBank actually
prevents such distribution. TR 349, |. 2 - 350, |. 11.
VWhat all of this nmeans is that M. Kernode presents a
hypot hetical with no basis in reality; it should not be
gi ven any wei ght.

Al t hough Comm ssion Staff says that it is not their
intent to end up in a situation where either the Conmpany’s
assets or the sharehol ders’ personal assets, such as their
home, are seized by the IRS to satisfy the tax obligations,
Comm ssion Staff never explains how the incone tax
obligation will be paid.* TR 377, |. 2-8. The way Rainier
Vi ew pays the income tax obligation today is out of the

regul ated revenues of the Conpany. Rainier View pays the

4 Not only are the assets of the shareholders at risk, but the assets of

the Company as well. Exhibit T-34, p. 10, |. 23 et seq. and TR 176, |. 8
- TR 186, |.1.
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taxes on behalf of M. Richardson directly to the Interna
Revenue Servi ce and books the paynent as a distribution.
Exhibit T-34, p. 9, |I. 6-21. It does not make any other
distribution to M. Richardson. All of the other revenues
go into providing service. Exhibit T-50, p. 9, |. 16-26.

I f these operating revenues are reduced because the
i ncome tax expense is not allowed to be recovered in
rates, the IRS will still be paid. Conpany revenues are
really the only source for the noney to pay the expense.
TR
35, |I. 22 - 36, |I. 5. This means the Conpany w || nake
distributions to pay the tax expense, it will just not have
the revenue built into rates to do so. |In other words, the
Conpany will have to take revenue from ot her sources to pay
this expense. The only logical source to do so is to
reduce the nunber of enployees. See TR 35, p. 12-14.° The
| ar gest Conpany expense itemis for enployees. It has
little ability to nodify other expenses. Therefore, the
Conpany will be forced to reduce the nunber of enployees to
generate the needed revenues to pay the tax expense. This

means custoner service will suffer
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It al so means that we are in a downward spiral. |In
the next rate proceeding there will be fewer enployees, so
Staff would nost |ikely propose an adjustnment to reduce the
overall revenues of the Conpany to reflect the fewer
enpl oyees. That will force the Conpany to lay off nore
enpl oyees so that it can generate revenues to pay the
i ncome tax expense. This is not what good regul ation
shoul d do.

In response to a question fromthe Bench, M. Kernode
cane up with his theory that the paper wealth of the
shar ehol ders woul d not change if they are forced to pay the
i ncome tax expense for the Conpany’s regul ated operations
out of their own pocket. TR 376, |. 3-18. This theory is
apparently prem sed on the concept that if the incone tax
expense is paid by the owners out of their savings, then
there is additional retained earnings in the Conmpany. To
M. Kernode, this, therefore, neans the wealth of the
owners remains the sane. This argunment shows how little
understanding Staff has of the actual operations of a

regul ated water conpany. There is always the need for

° See, also, Exhibit T-15, p. 3, |. 26 et seq.
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additional expenditures.® There is no certainty that there
wi |l be additional retained earnings if the federal inconme
tax expense is paid by the owners out of their savings.
More |ikely, the expenses of the Conpany’s operations wll
eat up any theoretical retained earnings.

In addition, the Conm ssion has to consider what
removal of recovery of incone tax expense in rates would
have on the Conpany’s ability to attract investnent. Water
conpani es are not cash cows. As this Commi ssion knows,
wat er conpani es generally do not issue dividends. The
return on investnent for a regul ated water conpany is
conpletely controlled by this Comm ssion. How could a
wat er conmpany attract investnent if it were to tell
i nvestors that the return on their investnent is generally
limted to somewhere in the nei ghborhood of 12% the incone

generated by operations will be retained by the

® M. Kernpode agreed there are increasing responsibilities on the Conpany.
TR 308, |. 17 - 309, |. 17.
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conpany to nmeet additional operational and investnment needs
and they will have to pay the income tax on the incone
generated by the regul ated operations of the conpany
itself? That is an investnment opportunity no one would
accept.

For decades, courts in various jurisdictions have held
that a utility is entitled to recover incone taxes through
the proper adjustnment of the utility' s rates. Courts have
consistently held that to find otherwise would result in an
unr easonabl e penalty inposed on those who do not elect to
operate as a traditional C corporation.

For exanple, in 1966, the Suprene Court of New Mexico
reversed the judgnent of the New Mexico Public Service
Comm ssion with respect to incone taxes paid by a sole
proprietor doing business as Hobbs Gas Conpany. Vernah S.

Moyst on, d/b/a Hobbs Gas Conmpany v. New Mexico Public

Service Comm ssion, 76 NNM 146, 412 P.2d 840, 850 (1966).

The Court reasoned:

The statenment, that the Conpany is in the sane position as a
utility stockholder, is incorrect because Ms. Myston pays
i ncome taxes on 100% of the taxable income of the utility,
while a stockhol der pays taxes on the amount declared as a
dividend which is paid out of corporate incone by a vote of
the directors of the corporation.

The Court concl uded:

Bri ef of Respondent 18



It is clear that the Conpany’' s operations are and have been
subjected to federal and state income taxes in substantial
anounts, and that rates which fail entirely to take such taxes
into account as operating expenses are unfair, unjust,
unr easonabl e and di scrininatory.

412 P.2d at 850-51 (enphasis added).
The Suprene Court of Texas came to a simlar

conclusion. In Suburban Uility Corporation v. Public

Uility Conmi ssion of Texas, 652 S.W2d 358, 360-61 (Texas

1983), the Texas Court held that a water corporation
desi gnated as a Subchapter S corporation was entitled to
recover incone taxes paid by its shareholders in its base

rate.
In comng to this determ nation, the Court reasoned:

The incone taxes required to be paid by shareholders of a
Subchapter S corporation on a utility' s income are inescapable
busi ness outlays and are directly conparable with sinlar
corporate taxes which would have been inposed if the utility
operations had been carried on by a [Subchapter (]
corporation. The elimnation from cost of service is no |less
capricious than the excising of salaries paid to a utility's
enpl oyees woul d be.

652 S.W2d at 364 (enphasis added).

The Court then hel d:

We therefore hold that Suburban is entitled to a reasonable
cost of service allowance for federal incone taxes actually
paid by its sharehol ders on Suburban’s taxable incone or for
taxes it wuld be required to pay as a conventional
corporation, whichever is |ess.

652 S.W2d at 364. This is all Rainier View proposes.
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There are a few states that have decided this issue
counter to the mgjority rule as outlined above. See,

Consol i dated Water Utilities, Ltd. V. Arizona Corporation

Comm ssion, 178 Ariz. 478, 875 P.2d 137, 142 (1993). The

Arizona Court of Appeals acknow edged the hol di ngs of Hobbs

Gas Conpany and Suburban Utility Corporation. However, the

Court stated that Arizona s Corporation Comm ssion “is
uni que in that no other state has given its comm ssion, by
what ever nane call ed, so extensive power and jurisdiction.”
875 P.2d at 142 (citations omtted). Based on the “unique”
power given to the Arizona Comm ssion, the Court held that
the issue of allowi ng or disallow ng incone taxes expenses
for a Subchapter S corporation was the “exclusive field” of
t he Comm ssion.

In Florida, by way of the rules of the Florida Public
Service Conm ssion, “inconme tax expenses shall not be
al  owed for Subchapter S corporations, partnerships or sole
proprietorships.” See, FAC 25-30.433(7). However, even
this seemngly iron-clad rule is subject to exceptions if

t he Subchapter S corporation can provide a “fully supported

alternative” to the rule. See, FAC 25-30. 433.
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On the other hand, in alignment with the majority of
the states, the Federal Energy Regul atory Conmm ssion
(“FERC") has recogni zed that pass-through entities, such as
Subchapter S corporations, are entitled to have inconme

t axes included as operating expenses. See, e.g., Lakehead

Pi pe Line Conpany, Limted Partnership, 71 FERC Y 61, 338

(1995); Northern Borders Pipeline Co., 67 FERC T 61,194

(1994) .

In Riverside Pipeline Conpany, Limted Partnership, 48

FERC § 61,309 at 9 62,017, FERC st ated:

On another matter, we note that since
Riverside is a partnership, it is not subject to
federal taxation as an entity. Instead, the tax
obligation incurred through operations of a
partnership are reported on the individual tax

returns of the partners. It is our practice to
regul ate partnershi ps as though they were tax-
payi ng corporations. W wll, therefore, require

Riverside to record in its accounts provisions
for income taxes consistent with the manner in
whi ch incone taxes are provided for in
Riverside’'s rates. It appears fromthe
application that Riverside properly proposes to
I ncl ude such provision for income taxes,

i ncluding deferred taxes, in its rates.

48 FERC at f 62,017 (enphasi s added).
Li ke FERC, the W sconsin Public Service Conmmi ssion
(“WPSC”) has al so deci ded that pass-through organizations

shoul d be entitled to include incone taxes as operating
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expenses. In the Final Order of Application of CenturyTel

of the M dwest-Kendall, Inc., 2815-TR-103 (Cctober 31,

2001), the WPSC held: “It is appropriate to include incone
taxes in Kendall’s 2001 test year revenue requirenment.”

CenturyTel of Kendall, at 7. CenturyTel of Kendall was

originally a C corporation, but by the test year had
voluntarily reorganized as a limted liability conpany.

CenturyTel of Kendall, at 15.

Rai ni er Vi ew shoul d not be punished for choosing a
corporate structure other than that of a C corporation. It
is clear that the income tax that woul d accrue to Rainier
Viewif it were a C corporation should be included in its
operating expenses. As M. Parker testified, Rainier View
is operating as if it were a C-corporation. Further, the

i ncome tax expense is a cost of doing business. TR 287, I.

15 — 288, |I. 18. On the other hand, adopting the Staff’s
view of this matter will render a result that is “unfair,
unj ust, unreasonable and discrimnatory.” See, Hobbs Gas

Conpany, 412 P.2d at 850-51.

There is one other lingering issue related to the

i ncome tax expense: the deferred tax conponent of rate
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base. As pointed out in Exhibit 1, the Conpany has not
kept a side record of this issue because it is not required
to do so. Nor, did Conm ssion Staff ask that such a

cal cul ation be made in this case. Contrary to M.
Kernode’ s assertion that this is a difficult itemto
cal cul ate, and hence in M. Kernode' s view, a reason for
not allowing the income tax expense,’ Ms.

Par ker points out that this is a very straightforward
matter that can normally be calculated with little
difficulty. Exhibit T-50, p. 12, |. 7-27. In real terns,

t he numbers to gauge whether this adjustnment is needed were
entered into the record during M. Kernode s cross-

exam nation. First, M. Kernpde agreed that there are
additional tax timng differences that can contradict the
timng difference for depreciation. TR 355, |. 4-14. Now
the numbers: M. Kernode agreed that taxable inconme for
Rai ni er View was decreased from book income by $213, 302 for
tax depreciation in excess of book depreciation. He also
agreed that there were other timng differences that

i ncreased taxable income from book income such as $186, 384

for hookup fees, $121,708 for ClAC and $2,567 for

" BExhibit T-53, p. 17, |. 4-20.
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anortization of surcharges. TR 355, |. 15 - 357, |. 5.
This neans that the amount that would increase the taxable
i ncome exceeded the anpbunt of decrease for tax depreciation
i n excess of book depreciation. These figures provide a
val uabl e cross check that in this case an adjustnent for
tax depreciation exceedi ng book depreciation is either not
needed at all or is so small as to be inmterial.

B. Owner’s Salary. Comm ssion Staff adjustnment S-RA-4

proposes to disallow a major portion of M. Richardson’s
salary. Conmm ssion Staff would allow M. Richardson a
salary increase that only reflects the growth in the rate
of inflation since 1993. TR 312, |. 10-14. 1In fact, by
the time M. Kernode is through with the sal ary adjustnent,
M. Richardson’s salary level is reduced to bel ow what it
was in 1993. Exhibit 55. In making this recomrendati on,
M . Kernode:

(1) does not take into consideration the growth in the
size of the Conpany;

(2) does not take into consideration the growth in
conplexity of the Conpany’s operations and the regul atory

envi ronnment ;
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(3) does not take into account the relative anpunt
paid to M. Richardson conpared to what has been all owed
owner’s salaries in other rate proceedi ngs; and

(4) does not take into account the success of M.

Ri chardson’s | eadership in the devel opnent of Rainier View
I n meeting custoner needs since 1993.

VWile M. Kernode focuses on the rate of inflation,
the fact is that M. Richardson has never received an
increase in his salary greater than that given to the rank
and file enployees in Rainier View. For exanple, if the
overall increase in salary to the rank and file enpl oyees
s on average 4% in a year, M. Richardson’s increase was
|l ess than 4% in that year. Exhibit T-15, p. 21, |. 22 - p.
22, |. 6. The fact of the matter is that salaries and
wages for water conmpany enpl oyees have increased faster
than the rate of inflation because their jobs have gotten
nore conplex and there is nore conpetition for those
enpl oyees.

Contrary to Staff’s inflation-only basis, M. Ault’s
testi nony denonstrates that M. Richardson’s salary |eve
is reasonabl e conpared to the salary provided to executives

of conpanies in the Pacific Northwest. M. Ault |ooks at a
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number of conparisons. O these, he would place nost
reliance on the MI I man and Robertson survey of Northwest
conpanies. TR 147, |. 22 - 153, |. 12; TR 160, |. 13 -
161, |. 3. He used information fromit related to
privately held corporations and he used information rel ated
to conpanies of Rainier Views size. |In fact, the

i nformati on he used had a nedi an sal es vol une of

$4, 000, 000. This conpares favorably to Rainier View s test
year revenue of $3.7 mllion. TR 149, |. 18-24. M. Ault
al so | ooked at Census Bureau data and a Wall Street Journal
survey. TR 160, |. 13 - 161, |. 3.

In addition, M. Fisher testified that anong the
factors that were used was anot her salary survey. This is
the Northshore survey (Exhibit 30) which was used as a tool
to find out what the conpetition is paying. TR 73, |. 10-
15.

The anmount proposed to be covered from M.

Ri chardson’s salary in rates is $83,258. This is 2.40% of
revenues. It is 1.60% of rate base (using Exhibit 25 for
revenue and rate base figures). M. Parker denonstrates
that M. Richardson, on a relative conparison basis, has

| ess of an inpact on custoner rates than salaries allowed
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ot her owners of conpanies in Comm ssion rate proceedi ngs.
Exhibit 51. M. Richardson’s conpensation is on the | ow
end, if not the absolute | owest, of conpensation as
percent age of revenue and percentage of rate base all owed
owners of other water conpanies. All of this analysis
overwhel ns the paucity of Staff’s analysis -- prem sed
solely on the rate of inflation.

Even if just the gross percentage of growth in the
custoner base from 1993 is considered, M. Richardson is
underpaid. 1In 1993, he was allowed $44, 721 in conpensati on
in rates and the Conpany served 4,600 custoners. The
Conpany serves 11, 307 custoners today. |If the sane
percentage relationship held, M. Richardson should receive
$109,924 in rates based upon the growth in custoners,

i nstead of the $83, 258 proposed by the Conpany.

As pointed out by M. Fisher, M. Kernpde even
penalizes M. Richardson. This penalty comes about under
M. Kernmode's theory because he capitalizes a portion of
t he wage, even though his starting point already reflected
a reduction in the wage | evel due to capitalization. 1In

ot her words, the 1993 starting figure was post-
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capitalization, not pre-capitalization as treated by M.
Ker node. Exhi bit 55; Exhibit T-15, p. 19, |. 14-17.

What does M. Richardson do for the Conpany? As
evi denced by Exhibit 29 and M. Fisher’s testinony, Exhibit
T-4, p. 4, |. 12-18; T-15, p. 22, |. 8-25, M. Richardson
provi des | eadership and direction for this Conpany. It is
worth remenbering that this Conpany has evolved froma tine
in the late 1980s and early 1990s as a very troubl ed
conpany to a conpany today that is anong the best of the
wat er conmpanies. As M. Kernode agreed on cross-
exam nation, it is a well-mnaged conpany. TR 311, |. 4-8.
M . Kernode agreed that the custoner conplaints have
decreased dramatically. TR 311, |I. 9-18. M. Kernode
agreed that the Conpany is facing increasing conplexity
fromincreased regul ation and obligations. TR 308, |. 10-
19. See, also, Exhibit T-4, p. 5, 1. 8 —p. 6, |. 15.

The Comm ssion should recognize that it is through M.
Ri chardson’s | eadership that Rainier View has risen from a
conpany with many problens and many unhappy custonmers to a
conpany in 2002 that has very few unhappy custoners and has
been able to solve the problens to date. 1In the past, the

Comm ssi on has taken into account the efforts of conpanies
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to nmake inprovenents in service. It should do so in this

case. In WJUTC v. Pacific Power & Light Conpany, Cause No.

U- 86- 02, Second Suppl enental Order (Septenmber 19, 1986),
t he conpany argued for general wage increase based, in
part, on the good performance of the conpany. The

Comm ssion Staff opposed nore than a cost of |iving

i ncrease. The Conmm ssion ruled in the conpany’s favor,
hol di ng:

The Conmmi ssion has in nunerous cases, rejected the Conmm ssion
Staff arguments regarding productivity and nerit increases.
This case is no exception. The Conmmission will accept the
conpany’s general wage increase adjustnment as proposed.
Managenent should have the flexibility to reward good
performance and i ncreases in productivity.

Cause No. U-86-02, p. 11.

The overwhel m ng evidence is that M. Richardson’s
salary level is justified. The salary is justified in
ternms of the increased size and conplexity of operations.
The salary is justified in terms of what other executives
in simlarly sized corporations earn. The salary is
justified in terms of what is allowed for other regul ated
conpanies on a relative basis. The salary is justified
based on the performance of the Conpany. All Staff can say
is the salary increase exceeds the rate of inflation.

Staff nmust provide nore to support its proposed adjustnent.
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The Comm ssion should not be in the position of saying to
the owner/officer, “thank you for doing a very good job,
but we are going to cut your salary.”

C. Rent Expense. Conm ssion Staff originally proposed

cutting the rent expense by arguing, like it did with owner
salary, that the rent expense should only account for an
increase in inflation. Exhibit T-56, p. 11, |. 10-15.
However, like with owner salary, Staff’'s analysis did not
take into account the increased size and conplexity of the
Conpany’s operations. TR 328, |. 18 - 329, |. 4.

M. Kernode agreed that the Conpany’ s operations are
well run. TR 311, |I. 4-8. He also agreed that based on
his own first hand observation, the Conpany’'s office space
is not gold plated. TR 328, |. 11-17.

Very recently, Staff inforned the Conpany that it
woul d now accept the Conmpany’s nunber. |f the Conm ssion

needs further support for the Conpany’s position, please

see Exhibit T-15, p. 24, |. 12 — p. 26, |. 17, Exhibit 32
and TR 81, I. 1 - TR 82, |. 10.
D. Omer’s Vehicle Expense. This adjustnment affects rate

base, insurance expense and depreciation. Here, Comm ssion

Staff is proposing to disallow the owner’s vehicle expense

Bri ef of Respondent 30



in the formof a Lincoln Navigator and substitutes in a
Chevy C-35 as a surrogate. Exhibit T-53, p. 12, |. 8-15.

The apparent sole rationale for this position is the
statenment that the rate payer should not pay for a |uxury
vehicle. 1bid. However, there is no Staff analysis as to
whet her the overall |evel of expense is a reasonable |evel
of expense.

It was denonstrated through the exam nation of M.
Fisher, TR 85, |. 15-18 and TR 133, |. 2 - 134, |. 2., and
in M. Fisher’s rebuttal testinony, Exhibit T-15, p. 30, I.
25-28 and on cross, TR 131, |. 2 — 132, |. 2, that this
vehicle is more |ike a conpany vehicle than it is M.

Ri chardson’s personal vehicle. It is used to transport
Conpany staff to neetings on a regular basis. It is used
by both M. Blackman and M. Fisher, in addition to M.

Ri chardson, on official conpany business on a regul ar

basi s.

The Comm ssion Staff’s surrogate has no real
rationale. M. Kernode sinply took this vehicle off the
Conpany’s depreciation list. In reality, the surrogate is
a flatbed pickup truck. Exhibit 62. It could hardly be

used for the sanme purposes that M. Richardson’s vehicle is
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used, to transport nultiple Conpany representatives to
meetings on a regular basis. Hanging off the sides of the
flatbed chassis just is not a feasible option. Although
reluctant to do so, M. Kernode finally admtted on cross-
exam nation that a surrogate should have a relationship to
the actual use of vehicle. TR 330, |. 16-21.

Comm ssion Staff nmay suggest that the vehicle is
provided to M. Richardson as a matter of conveni ence and
he should use the m | eage nethod for rei mbursenment of
vehi cl e expense. However, given the frequency of use for
Conpany busi ness and the use by other enpl oyees, the
m | eage expense rei mbursenment nethod woul d not be
practi cal .

The Conpany believes that M. Richardson’s vehicle is
a prudent choice and is not an unreasonabl e burden on the
custonmers. |If the Conm ssion does believe that there needs
to be an adjustnent nade in this expense category, then M.
Fi sher has suggested use of the expense related to a Ford
Expedition. That expense level is set out on Exhibit 22.
However, in light of the fact that it is used so heavily
for Conmpany purposes, a 60% reduction (to conport to M.

Ri chardson’s sal ary adjustnment) should not be made. This
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at | east provides a vehicle that is consistent with the use
for which M. Richardson’s vehicle is intended, i.e. for
Conpany purposes, rather than the flatbed truck suggested
by Commi ssion Staff.

E. Rate Case Costs. The Conpany’s adjustnent is C-PA-4

whi ch represents its best estimte of costs for this rate
proceedi ng. The Staff uses a far | ower number stating that
the original estimate provided by the Conpany several
nonths ago is the one that should be used. Exhibit T-56,
p. 23, |. 18-26.

Obvi ously, the closer in time one is to an event, the
better and nore accurate the estimate can be. |In fact, M.
Fi sher testifies that based upon actually going through the
case, the expense is greater than what is proposed in C-PA-
4. Exhibit T-15, p. 31, |. 18 — p. 32, |. 4.

Pl ease renmenber that the major issues in this case are
ones that were created by Commi ssion Staff’s suggested
adj ustnments. The Staff is the source for the Conpany’s
expenditure at the level in CPA-4. Had the Staff not
suggested the incone tax adjustnment or the ready to serve
charge adjustnent, the Conpany’s rate case expense woul d be

| ower by a substantial amount. However, the reality is the

Bri ef of Respondent 33



Conpany had to undertake substantial efforts to address
t hose adjustnents (which exceed $300,000). Its costs in
this area are prudent and should be all owed.

A related issue is the prior year’s rate case expense.
Comm ssion Staff objects to inclusion of these anmobunts on
the theory that the Conpany voluntarily withdrew its prior
filing and those costs should not be included in this rate
proceedi ng. Exhibit T-56, p. 10, I. 12-17. However, as M.
Fisher testifies, the majority of the costs were incurred
because of the major issues that are up for decision in
this case -- income tax expense and ready to serve charges.
If not already incurred, these costs woul d have been
necessary this year and woul d have increased the present
year’'s rate case costs. Exhibit T-15, p. 23, |. 15 - p.
24, 1. 10. Therefore, the Conpany’s position should be
accepted since these costs were incurred as a result of
Staff’s proposal of these adjustnents.

F. Legal Costs (Silver Creek Case). The Conpany has

proposed an adjustnment, which the Comm ssion Staff opposes,
to recover the costs it has incurred in defending the
Silver Creek conplaint case. C-PA-10. The Conpany agrees

that this is an out-of-period adjustnent. However, it is
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the type of expense for which there are no offsetting
revenues and neets the Commi ssion’s standard definition as
a pro forma adjustnment. WAC 480-09-330(2)(b)(ii). As M.
Fi sher points out, the Conpany was forced to defend its
contract with Silver Creek against the claim of conpeting
devel opers seeking the limted water resources available in
the Rainier View area. The Silver Creek contract provides
substantial benefits to custoners in the formof a 4.5
mllion gallon storage tank and ot her inprovenents.

Exhibit T-15, p. 36, |. 19 — p. 37, |I. 16. The Conpany’s
actions not only resulted in protecting those assets, it
prevent ed perhaps substantial other clains and damages t hat
woul d have had an adverse affect on the custoners. Exhibit
T-15, p. 36, |I. 13 — p. 37, |. 9.

Further, the Commi ssion has allowed this type of
recovery in the past. The Conmm ssion has used a three or
five year anortization of these types of |egal expenses
dependi ng upon the size of the expense level relative to
t he conmpany’ s operations, with the | onger period of tine
bei ng used when there is relatively greater expense so that
the anount reflects a reasonable burden on the custoners.

M. Kernpde adm tted as nuch on cross-exani nati on. TR 335,
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| . 4-24; TR 400, |. 14 — 401, |I. 1. In this case, the
amount shoul d be recovered over three years given its
relative size. It was a prudent expenditure by the
Conmpany. It falls within existing Conm ssion precedent for
recovery of such expenses. See, North Bainbridge Water
Conpany, Inc., Docket No. UW000546; Paradi se Lakes Country
Cl ub, Docket No. UW 000280; and Rai nier View Water Conpany,
Inc., Docket No. UW960823.

G Ready to Serve Revenue. This is the other mmjor new

I ssue rai sed by Commi ssion Staff. Comm ssion Staff takes
the position that its proposed adjustnent, S-RA-2, to
i nclude the ready to serve charges in the regul ated
operating revenue is appropriate. There are at |east three
reasons why the Staff’s adjustnment should not be adopted.
First, it is inconsistent with the prior treatnment of these
charges for Rainier View Second, it will have an adverse
affect on the Conpany’s ability to provide service to its
custonmers. Third, it is inconsistent with prior Conm ssion
policy and rul es.

This issue took up perhaps nost of the time for the
cross-exam nation of M. Fisher. By the time all was said

and done, the Conpany believes the record is clear.
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W t hout going into specific citations for this general

overview, the following material is supported by M.

Fisher’s testinony at Exhibit T-15, p. 8, |I. 3 — p. 17, |.
17, and the cross-exam nation of M. Fisher at TR 36, |. 6
- 57, 1. 6.

The Conpany entered into the |ine extension programto
respond to the 1986 Tax Reform Act inposing a tax on Cl AC
as ordinary incone. The Conpany discussed this program
extensively with Staff. After inplenenting the program
Staff becanme concerned that the Conpany’s use of the
program was causing its rate base to decline. Staff
requested that the Conpany come up with a programto
address that issue. The Conpany committed, in a letter to
the Staff, to attenpt to address that issue. Over several
nont hs, the |ine extension programwas revised in
consultation with Staff. The revisions incorporated “buy-
back” and devel oper financing elenents. The “buy-back” and
devel oper financing elenments were based upon the Conpany’s
anal ysi s and experience in dealing with devel opers. The
program consi sted of the Conmpany purchasing certain assets
of the devel opers, rather than accepting them as

contributions. The Conpany devel oped a set price to
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purchase those assets. Based on the Conpany’s experience
that a mpjority of a developer’s lots will sell out in two
years, the Conpany devel oped a 5-year anortization
schedul e, using the set price of $600 per lot, with a 2-
year cross over (the point at which the Conpany begins to
pay out to the devel oper nore than it receives fromthe
devel oper) to set a $15 per |lot per nonth “ready to serve
charge.” This was the financing mechani sm di scussed with
and approved by the Staff. See Exhibits 3 and T-15, p. 12,
|. 11 — p. 13, |. 28.

The “ready to serve” name is a historical accident.

As M. Fisher testified, it could have been any of a nunber
of names such as a standby fee or a devel oper financing fee
or other nanmes. The name was chosen at the suggestion of a
devel oper that the name would have acceptance within the
devel oper comunity. TR 107, |. 15-24.

Not all of the contracts have a ready to serve fee in
them Only those that are the “interior devel opnent”
contracts have that fee. This is because the fee is
associated with building lots. The Conpany recognized that
not everything should be acquired through debt and

purchased sone devel oper assets through |ine extension
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contracts that were associated with the exterior

i mprovenments to the devel opnent. The majority of the
contracts, however, were for the “interior devel opnent.”
TR 104, |. 9 - 109, |. 25.

This program all owed the Conpany to address financi al
viability issues, preserve rate base and provide the
strength so that the custoners would benefit fromthe
Conpany’s ability to attract | ow cost financing.

As set out in Exhibit 17, there was substanti al
di scussi on between the Conpany and Staff concerning the
devel opnent of the ready to serve charge. M. Fisher
testified that it was standard operating procedure for the
Conpany to confer with M. Finnigan, send himto neet with
the Staff as its representative and then confer again with
hi m concerning the results of those nmeetings. |In addition,
it is standard operating procedure for the Conpany to
revi ew and approve correspondence sent by M. Finnigan to
t he Comm ssion before it was sent. TR 121, |. 12 - TR 122,
| . 10. Under RCW 5. 45.020 such standard practices are

adm ssi bl e as conpetent evidence. See, Roderick Tinber Co.

v. Wl apa Harbor Cedar Products, Inc., 29 Wh. App. 311,

316, 627 P.2d 1352 (1981); Zillah Feed Yards, Inc. V.
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Carlisle, 72 Wh. 2d 240, 259, 432 P.2d 650 (1967). In both
of these cases, invoices were admtted to include as

evi dence the substantive information in the invoices.

Li kewi se, the substantive information recorded by M.

Fi nnigan as to various neetings with the Conm ssion Staff
I's conpetent evidence under RCW5.45.020. In addition,

under Chnela v. Departnent of Mtor Vehicles, 88 Wh. 2d 385,

391, 561 P.2d 1085 (1977), the receipt of hearsay that is
both credi ble and the best evidence reasonably available is
acceptabl e in agency proceedings as long as the hearsay is
not the sole basis of the agency’s decision.

As stated in M. Fisher’s testinony, the ready to
serve charge was established to respond to the urging of
Staff to devel op additional rate base for the Conpany so
that it could neet tests of financial viability. Exhibit
T-15, p. 12, |. 11 — p. 14, |. 12,

In addition to allowi ng the Conpany to be financially
vi abl e (which benefits the custoners), this devel oper
ext ensi on program had a substantial benefit to custoners
through Rainier Views ability to then enter into a working
relationship with CoBank. Exhibit T-15, p. 15, |. 10 - p.

16, |I. 17. M. Kernode agreed that the Conpany’s
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relationship to CoBank has been a substantial benefit to
custonmers. TR 348, |. 10-17.

As testified by M. Fisher, the |line extension program
was designed to offset the paynents the Conpany was making
to devel opers. The Conpany | ooked at a five year
anortization of the purchase of |line extensions at a 6%
rate of interest and using its experience that on average
t he devel opment should sell out in two years (by that, it
is meant that the devel oper has sold the lots to
residential custoners), the ready to serve charge was set
at $15 per nonth per lot. |If the interest rate had been
hi gher, the anortization period different or the anount
being paid to the devel opers for their inprovenents was
hi gher, then the ready to serve charge woul d have been
hi gher. The charge is nothing nmore than a financing
mechani sm

The Comm ssion allowed Rainier Viewto exclude these
revenues fromits regul ated revenue calculation in its 1996
rate case. M. Fisher testified that he discussed this
itemwith Ms. Ingram who was the Conm ssion Staff anal yst
at the tinme, and the ready to serve charges were excl uded

fromregul ated revenue. Exhibit T-15, p. 17, |. 20 - p.
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18, I. 4. M. Ingram confirnmed she was a Staff nenber at
the time the ready to serve charge was devel oped. TR 250,
|. 1-8. Staff had the opportunity to cross Ms. |ngram
about the 1996 case, but for whatever reason chose to pass.
In any event, it is uncontroverted that M. Fisher

di scussed the handling of these revenues with Comm ssion
Staff for the 1996 rate case and those revenues were

excl uded from regul ated revenue.

The second reason for not accepting Staff’s adjustment
on this issue is because this adjustnent will have an
adverse affect on the level of service the custoners
receive. What Staff’s adjustnment does on paper is very
different fromwhat it does in reality. On paper, it |ooks
as though the Conpany has an additional $154,066 in revenue
that it can use to pay enpl oyees and neet other expenses.
In fact, the Conpany has |l egally binding obligations under
contracts approved by this Comm ssion to
use those funds to pay the devel opers for their line
ext ensi ons.

There are many anal ogi es that can be used to
regul ation, but for this issue perhaps a teeter-totter

illustrates this effect. |If operating revenues are pushed
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up on one end, on the other end a | ower revenue requirenent
Is created. Since the Conpany has a |egal obligation to
pay this $154,066 to devel opers, if the Comm ssion Staff
adjustnment is accepted, it will need to obtain the revenue
to pay operating expenses in other ways. Here again, the
only choice it really has is to reduce enpl oyee expense.
This adjustment is equivalent to approximately five FTEs.
This will nmean that Rainier View will have five fewer

enpl oyees to neet customer needs, to answer custoner
questions, to repair leaks, to install hookups for new
customers and to neet the rest of the operating

requi rements of the Conpany.

Finally, Staff’s adjustnent is contrary to stated
Comm ssion policy. The Comm ssion has stated that it does
not include ready to serve type of charges for regulatory
t hreshol d purposes. This has been a | ong standing position
of the Commi ssion. In an Interpretive Statenent issued
under Docket UW 930006, the Conm ssion determ ned that a

”8

“standby fee”® would not be used in determn ning

jurisdiction over a water conpany. Thus, that fee would

8 As used in the Interpretive Statenment, a standby fee was broadly defined
as a fee that “denotes only a potential custoner, one who is not receiving
service.”
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not be included in the water conpany’s average annual gross
revenue per custoner, which was the statutory threshold in
RCW 80. 04. 010 to determ ne jurisdiction. The Commi ssion
stated “Only persons who actually receive water or whose
applications to receive water have been accepted by the

wat er system shoul d be consi dered by custoners.” There are
no persons receiving water in exchange for the ready to
serve charge in the sense used in the Interpretive
Statenment. While the devel oper contracts state that water
i's being made avail able to the devel oper for use during
construction, as M. Fisher testified, what is done, in
fact, is that water is used during construction only to
test and pressurize the mains that are constructed. After
this is done, then the water is shut off because of the
danger related to other construction activities (the
installation of additional itenms such as tel ecommuni cations
lines, cable TV lines, and road construction activities).
Only when there is an actual custoner is the systemthen
“heated up,” to use M. Fisher’s words. TR 122, |. 15 -

123, |. 18.
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VWhen t he Comm ssion went through its major rule
adoption for water conpanies in 1999, it refined the
concept of a standby charge as:

a charge inposed by sonme unregul ated conpani es for

having transm ssion and distribution infrastructure

installed but without the current ability to provide
water. It is also sonetinmes referred to as a system
readi ness fee. The Comm ssion does not authorize this
type of charge for regul ated water conpani es.

WAC 480- 110- 245.

In any event, the Commi ssion carried forward the
concept that ready to serve charges are not included as
regul ated revenue. I n WAC 480-110-255(3), the Conm ssion
stated that it will not consider ready to serve charges in
cal cul ati ng the annual revenue a conpany receives fromits
custoners for regulatory jurisdictional threshold.
Logically, if these charges are not considered revenues for
regul atory jurisdiction thresholds, they should not be
counted as regul ated revenues in determ ning a conpany’s
operating revenues and expenses.

M. Kernmode argues that if ready to serve revenue is
not included as operating revenue, then depreciation

expense, estinmated power expense and a prorated portion of

overhead need to be renmoved. Exhibit T-53, p. 8, |. 15-23.
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However, this is not true. As M. Fisher testified, the

pl ant does not go into operation until there is a custoner.
As M. Fisher describes, this is the time the systemis
“heated up.” TR 123, |. 10-18. 1In the review of Exhibit
63, the water systemillustrations, M. Kernpde agreed that
the entire system for the devel opnent woul d be needed to
serve the first custoner. TR 308, |. 2-9. What this
means, is that the plant is placed in service at the
appropriate tinme, when a custoner is actually there. That
custonmer pays his or her own tariffed rates. The ready to
serve charges have nothing to do with depreciation expense,
power expense or overheads.

M. Kernmode al so argues that the ready to serve
revenues “are obviously utility related,” relying on NARUC
definitions. Exhibit T-53, p. 8, |. 4-5. In part, M.
Kernode relies on the NARUC definition contained in Exhibit
47. However, as pointed out by Ms. Ingram there is
not hi ng guar anteed about these revenues. Exhibit T-45, p.
12, |. 13-23. As M. Fisher repeatedly enphasizes, the
devel oper line extension programis a financing program
not meant for any other purpose. Exhibit T-15, p. 12, |I.

20 — p. 15, 1. 8.
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The primary point is that in Rainier View s case,
t hese charges are not charges associated with either the
provi sion of service or for capital recovery. Instead,
t hese charges are a financi ng nmechani sm designed solely to
provi de the Conpany with the mechanismto increase its rate
base to neet Staff concerns about financial viability and
to benefit customers through the devel opnent of a conpany
that has the economi c strength to attract debt financing on
financially beneficial terns.

H. Bad Debt Expense. The Conpany i s proposing a

restating adjustnent of bad debt expense in the anpunt of
$53,723 for a total restating amunt of $53,096. Exhibit
25. Comm ssion Staff is proposing a bad debt expense of
only $18,526. Exhibit 54.

The anmount proposed by M. Fisher is the anpunt that
t he Conmpany wote off related to the test period. Although
the wite off did not occur until April of 2001, that was
because of the Conpany’s conversion to a new billing system
and the need to put that conversion in place before its
billing records could accurately reflect the anount that
need to be witten off for cal endar year 2000. Exhibit T-

15, p. 35, |. 18-23.
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Staff will probably argue that the Conpany did not
write anything off for bad debt for the year 2000 and
several other years. |In part, they may rely on Exhibit 42.
However, as explained by M. Ault, as a nmenber of the firm
that wote the letter that constitutes Exhibit 42, he would
not interpret that exhibit as nmeaning that the Conpany did
not have any actual bad debt expense in those years. TR
185, I. 9 — 186, |. 8.

M. Ault’s analysis shows that for the years 1997
t hrough 2001, the Conpany’'s bad debt expense was as
follows: 1997-$33,222; 1998-%$29, 555; 1999-%$47, 431; 2000-
($627) and 2001-$58,198. Exhibit T-34, p. 14, |. 4-14.
During this period of time, the Conpany acquired the Sound
Wat er System and experienced substantial growth in
customers and revenues. M. Fisher’s testinony is that the
bad debt expense for cal endar year 2000 is consistent with
the prior years’ bad debt expenses. Exhibit T-15, p. 35,
|. 3-15.°

M . Kernode admitted on cross-exam nation that as

revenues increase, bad debt expense would increase. TR

° There was some discussion in the cross-exam nation of M. Fisher over
t he net hodol ogy used by Rainier View As M. Fisher points out, the
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334, |. 24 — 335, |I. 1. However, Staff’s adjustnment fails
to recogni ze what M. Kernode admts. Staff’s adjustnent
woul d decrease bad debt expense as revenues increase,

rat her than increase the bad debt expense.

The Conpany i s proposing that the bad debt expense for
rate making purpose reflect what was actually witten off
for cal endar year 2000 of $53,096. |In Exhibit T-34, M.
Ault suggests a possible conproni se of an average of the
actual bad debt expense over the past five years of
$33, 556.

However, the Conpany has denonstrated that its actual
bad debt expense for cal endar year 2000 was $53,066. The

Staff’s

Conmpany uses an all owance net hodol ogy for financial bookkeepi ng purposes.
TR 132, |. 10-23.
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proposed adjustment is inconsistent with its own adm ssion
t hat bad debt expense will rise as revenues ri se.
Therefore, the Conpany’ s adjustnent should be accepted.

M. Fisher also explains why the Conpany’ s bad debt
expense is relatively high. This is because of the area
t he Conpany serves with a highly transient popul ation.
Exhi bit T-15, p. 35, |I. 3-15. The characterization of the
custonmer base was not chall enged by Comm ssion Staff. The
Conpany’s proposal is far nore consistent with a transient
custonmer base than is Staff’s proposed bad debt expense.

I . I nterest Inconme. Staff adjustnment S-RA-12 proposes to

remove interest incone. This is a matter that really only
has an effect if the income tax adjustnent is made as
proposed by the Conpany. |If the incone tax adjustnment is
made, then both interest income and interest expense should
be taken into account.

J. Depreci ati on Expense. The difference between Rainier

View and Staff on this adjustnment is the handling of the
“catch up” depreciation adjustnent proposed by the Conpany.
VWhat happened is that for cal endar year 2000 the

Conpany undert ook a substantial review of its plant

accounts with the help of its outside auditors. TR 188, |I.
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22 — 189, |. 11. The Conpany analyzed the plant accounts
and determ ned that a nunmber of itens were either

m scl assified (such as punping equi pmrent classified as
transm ssi on equi pnment) or the assets had been used up
prior to the expiration of its theoretical regulatory life.
TR 196, |. 4-16. Exhibit 74. This resulted in a
substantial adjustnment to depreciation expense to bring
that expense into line with the proper categorization of

t he assets.

The Conpany’s original position as contained in
Exhibit 5 is that these expenses should be recovered as
cal endar year 2000 expenses. As M. Ault testified, this
is going to be a yearly evaluation process. TR 197, |. 12-
15.

As a conprom se, Rainier View proposed in Exhibit 25
and Exhibit T-34, p. 14, |. 16 — p. 15, |I. 3 that this
“catch up” depreciation adjustnent be anortized over three
years.

Comm ssion Staff is apparently going to nake some sort
of argument related to Exhibit 44, concerning certain of
the Indian Springs assets. However, Exhibit 44 is probably

the | east hel pful exhibit in this proceeding. It does not
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purport to constitute all of the Indian Springs assets. It
does not purport to show any nodification of the Indian
Springs assets other than as described in the Conpany’s
testi nony.

Comm ssion Staff’s apparent position on this
adjustnment is that there should be no recovery of
addi ti onal depreciation expense. That position is not
supportable. Assets should reflect their correct useful
lives and there should be an adjustment for assets that are
used up before their theoretical regulatory |lives expire.

K. CoBank Patronage Refund. Staff proposes an

adjustnment, S-RA-3. M. Kernpde states that he is

i ncreasi ng operating revenue by $6,708 to recognize a cash
di stribution received from CoBank. M. Kernpde adm ts that
GAAP all ows the Conpany to either recognize the income as a
direct reduction to interest expense, or, as the Conpany
has done, recognize interest incone. Exhibit T-53, p. 9,

. 10-19. However, as M. Fisher points out, since he had
al ready nade the adjustnment for the CoBank dividend by
crediting the interest income in the cal cul ation of

i nterest expense, Staff is double counting this item

Exhibit T-15, p. 18, |. 7-21.
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V. OTHER

A. | ndi an Springs. The Conpany and Staff agree on the
amount of this adjustnment. It is the treatment of the
adjustnment that is in some dispute. It appears that the

treatment is in dispute dependi ng upon whether a rate
I ncrease generated. Because Staff believes a rate
reduction is generated, there is no need to nake a pro
forma adjustnent to reflect the reduced rates that would be
charged in the Indian Springs area.

On the other hand, if a rate increase is generated
fromthis rate case, then the Conpany’s C-PA-2 properly
reflects the reduction in revenue fromthe test period.

B. Fl ow Through Adjustnments. The Staff and the Conpany

agree that the taxes other than inconme and regul atory fees
need to be adjusted to reflect whatever the outcone is from
t he ot her adjustnents.

V. COST OF CAPI TAL

A. | nterest Expense. The approach on this item between

the Staff and Rainier Viewis markedly different.
Comm ssion Staff takes the position that the rate
charged by CoBank, the primary |ender, in Novenber of 2001

should be the rate that is used for the period of tine
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during which rates are in effect. Exhibit 59. M. Fisher
suggests that the appropriate rate to use is the average
rate during 2001 since CoBank uses a variable interest
rate.

Al t hough M. Kernode stated that he had never heard of
the concept of a “snapshot” rate as applied to setting the
cost of debt (TR 351, |I. 3-6), that is exactly what Staff
has done. They have taken a rate that is in effect for one
nont h and confidently project that it will be the rate in
pl ace during the tinme the results fromthis case are in
effect. However, that rate happens to coincide with a
historical lowin interest rates.

What Staff is suggesting is very dangerous. Rates
fromthis rate proceeding will not begin to take effect
until perhaps August of this year. Yet the Comm ssion can
see all the reports in the press that the recession is
coming to an end. If the recession is comng to an end and
I nvestnent activity begins to pick up, then interest rates
will rise.

Vhat Staff is suggesting is |ike playing Russian
roulette with the interest rate. They have chosen a one

nmonth rate that is at or near the historical |ow for
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i nterest rates and advocates that rate will be mintained
for over eighteen nonths. Staff’s position is just not
credi bl e.

The interest rate for the CoBank debt as suggested by
Rainier Viewis a far nore prudent estinmte of where rates
w |l be. The Conpany’s position is supported by the recent
report of the Federal Reserve Bank in its highly respected
Bei ge Book.' As reported in the Beige Book, econonic
activity is trending upward. Three additional reports
point to increasing interest rates in the near future.
They are: (1) University of Mchigan’s respected annual
econom ¢ forecast; (2) U S. Departnment of Labor’s Producer
Price Index; and (3) the Federal Reserve Statistical

Summary. ™

These reports support use of the Conpany’s
proposal and underscore the danger of Staff’s

recommendati on.

10 The Bei ge Book, Summary of Conmentary on Current Econonic Conditions by
Federal Reserve District available at http://ww.federal reserve. gov/

FOMC/ bei gebook/ 2002/ 20020306/ ful Il report. htm  The Conm ssion may take
official notice of this federal agency publication. WAC 480-09-750. The
Conpany asks that the Conmm ssion do so.

11 These reports (or summaries) can be found at www. um ch. edu/ ~newsi nf o/
rel eases; www. bl s. gov/ news. rel ease and ww. f ederal reserve. gov/rel eases/
Gl7/current, respectively. Pursuant to WAC 480-09-750, official notice
shoul d be taken. Copies are provided in Appendix A
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B. Rate of Return. The Staff approach in this area is

sonmewhat strange. Staff goes through a | engthy DCF
anal ysis. However, Staff apparently abandons that anal ysis
and provides an interest coverage ratio approach based upon
covenants that Rainier View nust nmeet under its loan with
CoBank. TR 351, [I. 7-15.

The Conpany’s approach is to use what it historically
has been allowed as a return on equity. Exhibit 24; TR 93,
. 2-4.

The approach of Staff in its DCF analysis is
hi ghly suspect. Staff cites to the Bluefield case (Exhibit
66) as support for its analysis, but admts under cross-
exam nation that it did not include one of the elenents
fromthe Bluefield case. TR 340, |I. 12-15. |In addition,

one of
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the five conpani es used by M. Kernobde accounts for over
50% of the DCF weighting. TR 343, |. 10-15. Two of the
five conpani es used by M. Kernode have been acquired and
are no longer publicly traded. As M. Kernode agrees, they
shoul d not be included in the DCF analysis. TR 343, |. 20
— 344, 1. 3; TR 345, |. 21 - 346, |. 10. Further, it is
hi ghl y questi onabl e whet her any of the conpani es used by
M. Kernmode in his DCF analysis is a conparabl e investnent
to Rainier View. They are all substantially larger than
Rai nier View. Many of them are nore diversified than

Rai nier View. Exhibits 67, 68 and 69.

Further, the Value Line analysis relied on by M.
Kernode suggests that the investnent in water conpanies
requires a risk prem um hi gher than that woul d be produced
by the DCF anal ysis used by M. Kernode. As stated in the
Val ue Line analysis, “investnent is not tinmely in the water
i ndustry.” Exhibit 64. This suggests that using the
factors that are produced by the conpanies chosen by M.
Kernmode in their current status understates the risk
premumthat is required for investment. The Val ue Line
anal ysis indicates that only a sel ect couple of conpanies

shoul d be considered for investment and then only because
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t hey have a decent dividend pay out. Exhibit 64.
Obvi ously that would not apply to Rainier View, whose
history is that it pays dividends out only to reflect the
I ncome tax expense to the sharehol ders associated with
bei ng an S-corporation.

Rai ni er View does agree that it is incunbent upon the
Commi ssion to set a return on an overall basis that allows
t he Conpany to neet its debt covenants to CoBank. See,

e.g., WJTC v. Washi ngton Nati onal Gas Conpany, Docket No.

UG- 920840, Fourth Suppl enental Order (Septenber, 1993).

M. Kernode agrees that the custoners of Rainier View
receive a substantial benefit fromthe banking relationship
bet ween Rainier View and CoBank. TR 348, |. 10-17.%

Where does this |leave us? |[If the Conpany’s case is
accepted in substantial whole, then using the Conpany’s
proposed return on equity will allow the Conpany sufficient
revenues to neet its debt coverage ratios with CoBank. |If
there are substantial adjustnents, such as Staff’s inconme
tax or ready to serve adjustnment, then the return on equity

may need to be higher (although in part that can be offset

12 gtaff’s position is inconsistent with its position on income tax
expense. Since the Conpany is going to have to continue to provide the
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if the debt rates are increased to reflect Rainier View s
proposal ).

C. Capital Structure. Staff is proposing that the

Conmpany

be assigned its actual capital structure, as Staff defines
that capital structure. The Conpany is proposing use of a
hypot heti cal capital structure. The Conpany originally
proposed using its actual capital structure as defined by
t he Conmpany. However, in light of the differences between
t he Conpany and Staff as to how to identify the Conpany’s
actual capital structure, the proposal is to use a

hypot heti cal capital structure.

The major difference between Rainier View and Staff on
the capital structure is that the Staff inports the debt
associated with a surcharge into the debt conponent of the
capital structure. This has the effect of substantially
i ncreasi ng the debt conponent of the capital structure.
This, in turn, under Staff’s analysis, has the rather
bi zarre result of transform ng a portion of equity into
“short terminvestnment.” This occurs because there is only

a certain amount of rate base. |If the debt conponent

nmoney to pay the income tax expense, the Conpany, on that basis al one,
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ri ses, under Staff’s theory, then what was fornmerly equity
must beconme sonmething else. Staff concludes that it nust
beconme short terminvestment and not counted as part of the
equi ty conponent of the capital structure.

In sonme ways, this strikes the surface as the mrror
I mage of Enron accounting. |Instead of using accounting
tricks to increase the paper equity strength of a conpany,
Staff uses accounting to decrease the financial strength of
a conmpany. Where is this short terminvestment? The
Conpany would like to have that cash cushion. |Is this the
virtual investnent that the Conpany can use to satisfy the
| RS tax obligations?

The Conpany believes that under the circunstances it
is best to use a hypothetical capital structure. M.
Kernode testified on cross-exam nation that the
hypot heti cal capital structure has been used npbst often to
reduce the equity conmponent. TR 394, |. 13-18. He does
acknow edge that it has been used on sonme occasions to
reduce the debt conponent of the capital structure, but
inplies that that is not a course the Comm ssion has often

foll owed and not the best nethodology to use. TR 395, |.

wi Il probably fail to neet its coverage ratios.
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6-13. In this respect, M. Kernode has placed hinself at
odds with a long line of Comm ssion cases.

The general rule is that “[t]he Commi ssion will use a
hypot heti cal capital structure in establishing a conmpany’s
reasonabl e earnings requirenents. It will determ ne an
appropri ate bal ance of debt and equity within the capital
structure on the basis of econony and safety.” WJTC v.

Puget Sound Power & Light Co., Docket Nos. UE-920433, UE-

920499 & UE-921262 (consolidated), Eleventh Suppl enent al
Order (Septenber, 1993). Contrary to M. Kernode's
assertion, the Commi ssion has used hypothetical capital
structures for highly |l everaged conpani es. For exanpl e,

see, WJUTC v. The Tol edo Tel ephone Co., Cause No. U-83-20,

Comm ssi on Order (October, 1983). See, also, WJTC v.

Washi ngt on Natural Gas Conpany, Cause Nos. U-82-22 and U-

82-37, Third Supplenmental Order (Decenber, 1982) and WJTC

v. Harbor Water Conpany, Inc., Docket No. U-87-1054-T,

Third Suppl enental Order (May, 1988) (90 percent debt).
Hypot heti cal capital structures have been often used for

wat er conpanies. See, WJTC v. Clarkston CGeneral Water

Supply, Inc., Cause No. U-84-46, Fourth Supplenmental Order
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(April, 1985); and WUTC v. Rosario Utilities, LLC, Docket

No. UW 951483, Fourth Suppl enental Order (November, 1996).
VI . REVENUE REQUI REMENT/ RATE DESI GN

Based on the foregoing analysis, the Conpany has a
revenue deficiency of $439,249. The Conpany has proposed a
coupl e of conprom ses. |If the Comm ssion chooses to accept
t he conmprom se positions, rather than the Conpany’s
preferred position, then the Conpany has a revenue of
deficiency of $414, 416.

Attached as Exhibits 1 and 2 are results of operation
pages that show these alternative outcones.

The Conpany i s proposing that the revenue requirenment
be recovered through an increase to both the base rate and
overage as set out on attached Exhibit 3 (which is an
update of Exhibit 14 in the record).

VI 1. CONCLUSI ON

Rainier View will not be able to continue to provide
the quality of service it provides today if the Staff
position in this case prevails. The conbination of
converting ready to serve revenue to regul ated revenue in
t he anount of $154,066 and renoving i nconme tax expense from

rates in the ampunt of $167,639 neans that under the
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Staff’s anal ysis the Conpany suddenly has $321, 705 in
revenue it does not have in reality. |Income taxes still
have to be paid. M. Richardson has no other source to pay
t hose amobunts. The ready to serve revenue is dedicated as
a financing mechani sm for paynents to devel opers and cannot
be used to cover operating expenses.

As a practical matter, Rainier View s only choice wll
be to cut enployees. There may be sonme savings through
def erred mai nt enance; however, nost of the operating
expenses are fixed. Obviously, trying to take $321, 705 out
of enpl oyee expense will nean a drastic reduction in
staffing | evels.

The Conpany is facing an ever-increasi ng nunber of
regul atory requirenents. Staff agreed that the Conpany has
new cross-connecti on regul ati ons, radon testing regul ations
and arsenic testing regulation. TR 308, |. 10 - 309, |. 7.
This case does not even address those matters. |In order
for Rainier View to neet current custoner needs and prepare
for future requirenments, the rate increase sought by the
Conpany is very much needed.

I n many ways, the Conpany’s regul ated operations are

much |i ke a water balloon. |[If the regulator squeezes the
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bal | oon on one side, the balloon bulges a little bit on the
other side. |If the regulator squeezes too hard, the
bal | oon expl odes and everyone gets wet.

Rai ni er View asks that the Comm ssion grant the rate
i ncrease requested by the Conpany so it can continue to
provide the | evel of service that it provi des today.

Respectfully subnmitted this 19th day of March, 2002.

RI CHARD A. FI NNI GAN, WSBA #6443
Attorney for Respondent
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