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PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My nameisHerta M. Ingram. My business addressis P. O. Box 976, Olympia,

Washington 98507-0976.

PLEASE STATE BY WHOM YOU ARE EMPLOYED, YOUR POSITION
AND YOUR ROLE WITH THISEMPLOYER.
| am employed by Economic and Engineering Services, Inc. | am aFinancid
Andydg. AsaFinancid Andyd, | provide financial consulting services to public
utilities. These servicesinclude, but are not limited to, providing long-term
financid planning, rate adjustment and design services, capita improvement

financing assistance, and system development charge reviews.

PLEASE BRIEFLY LIST YOUR EDUCATION AND PROFESSIONAL
EXPERIENCE.

| hold aBachdor of ArtswithaMagjor in Accounting and a Master of Business
Adminidration, both from Saint Martin’s College in Lacey, Washington. | have
been working in the arena of Public Utilities for over nineyears. | have worked
as aregulator, an accountant, a manager and ananays. | have worked on dl
gdes of utilitiesinduding governmentd, private, public and consulting. | began
my professond career a the Washington Utilities and Transportation
Commission, working for four years as a Revenue Requirements Specidist in the

Utilities Divison. Following this, | wasthe Chief Accountant for Public Utility
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Didrict No. 1 of Lewis County. | held this position for two years, after which |
began working for American Water Resources, Inc., as the Operations and
Financid Manager. | began working in my current capacity in 2000 after having

worked for American Water Resources, Inc.

WHAT ISTHE PURPOSE OF YOUR TESTIMONY IN THISCASE?

| have been asked to testify as an expert witnessfor Rainier View Water
Company, Inc., (“Company”, “the Company” or “Rainier View”) in Docket UW-
010877. My testimony will address two issues currently outstanding in this case.
Thefirgt issue | will address is the trestment of income taxes and the second issue

isthe treetment of Rainier View’s Ready to Serve Revenues.

PLEASE EXPLAIN THE ISSUES SURROUNDING THE TREATMENT
OF INCOME TAX.

In direct testimony prepared by Danny Kermode, Exhibit _ (DPK-T1), p. 14, I.
23-25, Mr. Kermode gtates “ The Company’ sfiling is mideading snce thisline
item represents to the Commission that the Company indeed has an income tax
expense recorded on its genera ledger of $167,639.” Hisbasisfor this statement
isRainier View's dection of Subchapter S corporate satus. In brief, a
Subchapter S corporation digtributes its net earnings to each shareholder smilar to
the manner in which a partnership distributes net income. The tax on corporation

income, therefore, is caculated on the individua shareholder’ s return and the
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federal income tax is reported and paid on their persond tax returns. He then
further states, “ The proper way of presenting the Company’simputed income tax
expense would have been through a pro forma adjustment and not by showing the
expense was incurred and recorded “per books’.” Mr. Kermode sfirst statement
impliesthat Rainier View istrying to hide the fact that tax is not paid by the
corporetion itsdf. However, | believe that Rainier View, in presenting federd
income tax asa“ per books’ item, was smply following the same practice it has
for many rate case results of operations statements filed before the Commission
prior to thisone. Mr. Kermode's second statement, explaining where the imputed
tax should have entered the results of operations sheet, explains his philosophy on
the correct treetment of showing the income tax liability generated by regulated
utility revenues, but he makes no such adjustment on his results of operations

exhibit.

Mr. Kermode further states on lines 24 and 25 of page 15 of his direct testimony,
Exhibit _ (DPK-T1), that “the Commission has hot issued any order or decison
approving rates for an S corporation that included recovery of income taxes.”
This statement is not true and is evidenced in detall in Mr. Doug Fisher’ s rebuttal
testimony beginning on page 8 of hisExhibit _ (DF T-12). The Commission
has aso approved rates for both tariffed and non-tariffed charges for Rainier View
that included the capture of the income tax liability related directly to the revenue

generated from that charge. In Rainier View’ stariff, an equation isincluded on
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the tariff page that setsforth the method for caculating said income tax liahility,
Exhibit __ (HMI-2). According to the tariff page, the Company is alowed to

collect the tax liahility on this charge at the time the charge is assessed.

I sthiscommon practice for smilar charges?

Y es, thisisacommon practice. In cases where acharge does not have federd
income tax included in the calculation of the rate, such asis the case with rates for
the utility service itsdlf, acdculation isusudly incduded. Thisformula, inan

effort to redize the full effect of the tax liability providesfor a “grossup” of the
federd income tax expense. What this meansis that the full tax effect is paid by
the “cogt causer,” the customer.  Although, as an example, a company may charge
afee of $100 for an ancillary service that will create atax liability, the company,
under the gross up formula, is alowed to collect more than just $100 times the

appropriate tax rate.

Can you explain thisfurther with an example?

Yes. Inthe example stated above, under a ssimple tax computation of the $100
timesthe tax rate, let’s assume a 15% tax rate, the tax would be calculated at $15,
for acost collected from the customer of $115. However, the Interna Revenue
Service classifies the $15 collected as taxable revenue as well, and assesses the
15% tax on the $15. This continues until such time as the tax on the additiond

revenue collected to pay the tax becomes negligible. The“grossup” formula
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accounts for this. The gross up formula caculates the effective tax rate so that the
company collecting the charge dso collects the full tax effect. In our example,
the company would collect $117.65 from the customer. Thisis caculated by
using the gross up formula. The gross up formulais:
1 -1

(1-tax rate)
This turns the 15% sStraight tax rate into a 17.65% effective tax rate.
Algebraically represented, then, the calculation looks like this:

Grossed Up Tax Rate = 1 -1
(1-.15)

=1 -1
85

1.17647 -1

1765

In our example, this means an additiona $2.65 of tax to be collected. While this
figure may appear nomind, it becomes a substantial amount as more ancillary

charges are collected and as the stated charge increases.

Do you have any further discussion on why income tax isan appropriate cost
to beincluded in regulated chargesimposed by Rainier View?

Yes. Mr. Kermode gtates in histestimony that the federal income tax is not
applicable because of the business entity chosen by Rainier View. In Rainier

View’s case, they have chosen Subchapter S Corporation (Sub S) status. Please
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note that the entity chosen isa corporation. There is not difference in entity status
between a C corporation and an S corporation. Thisissmply atax filing eection
asisexplained by Mr. Ault. According to the financia accounting text,

Corporate, Partnership, Estate and Gift Taxation, written by James W. Pratt, Jane

O. Burns, and William N. Kulsrad, Subchapter S was added to the Internal
Revenue Code in 1958 to provide smdl businesses “the advantages of the
corporate form of organization without being made subject to the possible tax
disadvantages of the corporation”. This means that income tax is not assessed on
the subchapter S corporation income at the corporate level, but rather, the income
is passed through to the shareholders, as with partnerships, and the corporate
portion of the tax is then combined with tax on other income of each of the
shareholders and paid at the shareholder level. In the case of Rainier View,
regulated net income is passed through to each of Rainier View's shareholders
(smilar to the distribution to a partnership) and the tax on that revenue is paid off

of the shareholder’ sreturn.

It isinappropriate, however, to claim that the tax is a shareholder responsibility
solely on the bags that the tax is paid from the individua income tax return of
each shareholder, when in fact, that portion of the tax liability of the shareholder
would not exist if the regulated revenue did not exist. Therefore, under basic
regulatory theory, the cost causer is the combined customers of the regulated

utility, not the shareholder.
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Mr. Kermode' s theory that the tax ligbility is a shareholder respongibility,
therefore begs the question of treatment of other business entities where tax is not
paid directly by the regulated utility. For instance, under Mr. Kermode' s theory,
if the business entity is a sole proprietorship or a partnership, then no tax should
be alowed in rates either. Taking his theory to yet another leve, the same would
be trueif Rainier View was a C corporation, but asubsidiary of alarger
corporation where tax was paid at the parent corporation level. Isthe
Commission planning on disdlowing federd income taxes for such entities as
Qwest, or Avista Corporation, Waste Management, and Washington Water
Service? In previous rate cases of these corporations, (Qwest — UT-950200;
Aviga— UE-991606 and UG-991607; Waste Management — TG-950910, €. d.;
and Washington Water Service — UW-010024) the Commission alowed income
tax expense, even though the regulated net income is passed forward to the parent
corporation (a non-regulated entity) and paid at that level. In the case of Qwest
and Avida, the rate cases were taken through forma hearings and the federd

income tax expense remained throughout and eventudly was alowed in rates.

Ms. Parker demondtrates in her testimony cases where the Commission has
alowed income tax for regulated utilities sructured smilar to Rainer View. Y,
in this case, Mr. Kermode attempts to go againgt both consistent treatment

between the different industries regulated by the Commission, aswell as against
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precedent within the trestment of water utilities by suggesting that the tax isthe
respongibility of an entity outside of the regulated business. And findly, if any of
the shareholders of the Sub S corporation failed to meet their income tax lighility,
induding the tax liability on regulated operations, the IRS would pursue remedy

of the unpaid tax on regulated operations from the regulated company. This poses
an interesting scenario. For aregulated utility to recuperate federd income tax
expensein rates, under Mr. Kermode's plan, the entity would either need to be a
C corporation, or the shareholders would have to collectively default on their tax
payments on regulated income so that the IRS would pursue the regulated entity
for the tax payments. Then the regulated entity could demondtrate that the

ligbility truly Stswith the entity and not the shareholders or parent corporation.

Has Rainier View done anything further on its proposed results of operation
statement that demonstrates that the income tax proposed to be included in
ratesisnot based upon the shareholder’stax liability?

Yes. Ranier View has requested recovery of a sandard tax rate on regulated net
income for ratemaking purposes. If Rainier View was requesting recovery of

taxes as they apply to shareholder income, the tax rate would be aweighted tax
rate based upon the individua investment and income producing habits of each of
the shareholders. Thiswould likely cause a much higher expense based upon the
combined average of the tax rates gpplicable to each of a Sub S corporation’s

shareholders since each shareholder has his or her own tax planning Strategies.
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What implications does Mr. Kermode' s suggested treatment of federal
income tax have on the shar eholder s of the corporation?

Shareholders have the genera responsibility of determining whether an
invesment is worthy of therisk involved. Thisevauation of risk in reation to
their investment includes an evauation of other investment activities. Under Mr.
Kermode' s proposed treatment, he is suggesting that the risk associated with the
income tax liahility on the taxable revenue from regulated activities of a
subchapter S corporation be applied soldly to the shareholders. However, he
makes no adjustment in the rate of return afforded to equity to reflect this
additiond risk. If the Commission chooses to agree with Mr. Kermode s theory,
then the risk component of the rate of return on equity should be adjusted

accordingly.

His suggestion further crestes a Stuation where each shareholder would have to
re-evauate his or her invesment to determine whether the investment is worthy
of therisk involved. This could be detrimentd to the cusomersof aSub S

corporation if any of the shareholders chooses to liquidate his or her stock.

Further, to suggest that the income tax ligbility is not aresponghility of the
corporation, Mr. Kermode violates the basic tenants of fair, just, reasonable, and

sufficient as set forth in basic ratemaking theory and, in essence, causes a
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confiscation of private property by requiring aliability be paid by a non-cost
causing taxpayer and aso by not reflecting the increased risk to the shareholder in

the rate of return on equity.

What other implications does Mr. Kermode'streatment of income taxes have
on this case?

By treating income taxes as a shareholder expense and thereby increasing the risk

of the shareholders’ investments, Mr. Kermode' s discussion on return on equity

and overdl rate of return is flawed.

Why isMr. Kermode sdiscussion on return on equity and rate of return
flawed?

In Mr. Kermode's calculation of rate of return, he utilizes a discounted cash flow
method. In avery basic sense, this method compares the operations and structure
of Rainier View to utilities of smilar Sze, risk and revenues. However, no where
does Mr. Kermode recognize the increase in risk to the shareholders created by
his trestment of income tax in the comparison of Rainier View to other entities. |
don't believe Mr. Kermode would be able to find a smilar utility to contrast
Rainier View to, thereby rendering his discussion of discounted cash flows and

his rdlated caculations inaccurate.
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Doesthis conclude your testimony on theissue of income taxes?

Yes.

Please review theissues surrounding theready to serve char ge.
Mr. Kermode suggests in histestimony that the revenue generated from the ready
to serve charges set forth in developer contracts held by Rainier View should be

included as operating income for the utility.

Why isthistreatment inappropriate?

This treatment is inappropriate for a number of reasons. Firgt of al, Mr. Kermode
defines these revenues as “ Guaranteed Revenues’ in his Response to the Data
Request generated after direct testimony wasfiled. Thisis erroneous asthese
revenues are not consistently guaranteed. What | mean by this satement is that
these revenues disgppear as soon asthe lot is sold to an end-user, therefore
removing the so-called “ guarantee”. The contractsin question have a stated
expiration of five years after the beginning of the reedy to serve charge yet they

can, and do, expire prior to thisfive year term.

Mr. Kermode a so states that this revenue should not be considered non-utility
revenue by virtue of the definition he uses to define non-utility revenue. He
dates, “If the Company sold refrigerators or gas stoves, revenue from these sales

would obvioudy be non-utility related.” (Exhibit__ (DPK-T-1), p. 8,1. 8and 9).
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Mr. Kermode also states that the ready to serve chargeis paid to “guarantee a
connection to the water system” in the Staff Response to the Company’ s Data
Request. Thistoo, isincorrect. The only way in which acustomer islegdly
guaranteed of awater connection to a regulated water utility is through the
issuance of awater avallahility letter which later is replaced by the guarantee to
serve associated with the payment of the service connection charge. Up until one
of these two stand-aone conditions exigts, the utility company is not legaly
bound to provide water serviceto the lot in question. Further, the ownership of a
water availability |etter or the payment of a service connection chargeis
independent of any other charges paid to the water utility. In fact, sandard
language in atypica development contract states:
“Nothing in this Agreement entitles Developer or Developer’ s successors
or assgnsto connect to Owner’ swater system, including System
Extension, except in accordance with the terms, conditions and chargesin
Owner’ stariff filed with the Washington Utilities and Transportation
Commission.”
Under Mr. Kermode' s gpproach, anyone who pays any type of fee to aregulated
utility would, by default, be guaranteed water service, whether ether one of the

legdly binding Stuations exigts.
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What is Rainier View’s position on ready to serve charges?

In discussons with Mr. Doug Fisher and Mr. Bob Blackman of Rainier View and
Mr. Richard Finnigan, attorney for Rainier View, they have each sated that the
ready to serve charges are a financing mechanism for purchasing rate base. Mr.
Fisher, in hisrebutta testimony, goesto great length to demondtrate the history
and method for charging the reedy to serve charge as a financing mechaniam. |
have aso further discovered that the ready to serve charge was called such in
order to provide a name to the charge that would be understandable by the
developer. It could as easily been called a* system finance charge” or a*“ system
development charge” or any other name. Rainier View chose “ready to serve’
because this was the term of choice of the developers when the contracts were

firg indtituted.

What do you mean when you say theready to serve chargeisa financing
mechanism?

Without duplicating too much of Mr. Fisher’ s rebutta testimony, the purpose of

the charge as afinancing mechanism wasinitidly indituted to increase the rate

base of the Company so that the Company could demonstrate a better capital asset
ratio. If the charge was indtituted for reasons other than this, it would have been
more appropriately treated as a regular rate and thus been included in the
Company’ stariff. Ratemaking principles prescribe that any regularly charged fee

for services provided by the regulated utility should appropriatdy betariffed. In
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Rainier View's case, the fee was only charged in association with these rate base
enhancing contracts. If the fee were aregular charge, it would be charged of all
customers who have alot within the utility’ s service area where water sarviceis
not yet received. Thisisnot the case for Rainier View. The evolution of the
contracts, as described in depth in Mr. Fisher’ s rebuttal testimony, further
demongtrates the intent of the charge. By the Company’s own action, the ready to
serve charge has been excluded from the most recent contracts filed with the
Commission for gpprova because the rate base level has been improved to a point

where the Company fedls the ready to serve charge is no longer necessary.

What implicationsto Rainier View’sratesfor water service doesMr.
Kermode' s methodology have?

Mr. Kermode' s inclusion of ready to serve charges increases the operating income
of the Company, thereby reducing the deficiency in revenue requirement by the
same amount. This calculation creates a portion of the rate decrease as proposed

by Mr. Kermode.

Why isthisinappropriate?

Thisisinappropriate for anumber of reasons. Firgt of dl, it isingppropriate for
Mr. Kermode to include this revenue as operating revenue when it has been
treated as non-operating revenue by the Commission in the past. Whilethe

Commission has the ahility to treat each case filed before it independent of any
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other case filed previoudy or by other companies, it becomesimpossible for a
regulated utility to know how to report income and expensesif each caseis going
to be treated in a completely opposite manner than any prior case. Second, it is
inappropriate because a rate reduction makes no sensein atime of increasing
cogds and ingability. Thisis particularly true when the utility can demongtrate

that its costs have increased, asisthe case for Rainier View, yet the revenues have

not.

Isthere an alternative treatment the Commission should consider ?

In this case, Mr. Kermode is including the revenue as arestating adjustment. A
restating adjustment is intended to reflect restatements of amounts from a per-
books level to arestated test-year levd. While this trestment might be

appropriate if the Commission accepts Mr. Kermode' s theory of the ready to
serve charge revenues, Mr. Kermode should have further provided for a pro forma

adjustment to this same account.

What would the pro forma adjustment be?
The second adjustment, if the restating adjustment is accepted, should be apro

forma adjustment to remove the revenues completely.
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Why isthis?

The reason the revenues should be removed completely is due to the fact that
Rainier View isno longer assessing these chargesin their contracts. The remova
of this charge from their developer contracts indicates that this revenue source
will not exist in the future, therefore the inclusion of these revenues for
determining rates overstates the amount of revenue available for operating
expenses and return. The inclusion of this revenue in the caculation of rates
without the revenue actualy existing creates a 5% undergtatement of revenuein

Mr. Kermode' s results of operations statement.

Doesthis conclude your written testimony?

Yes.



