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PREPARED DIRECT AND ANSWERING TESTIMONY
OF
JOHN F. BROWN
INTRODUCTION
Please state your name, business address and occupation.
My nameisJohn F. Brown. My business addressis 9525 K aty Freeway, Suite 420, Houston,
Texas 77024. 1 am a consultant with and Chairman of the consulting firm Brown, Williams,
Moorhead & Quinn, Inc.
Please state your personal qualifications.
My persond vita, whichisattached as Appendix A, containsthe details of my experiencesince
my initid employment in the energy industry in 1955. Moreparticularly, for morethan forty-five
years, | have beeninvolved inrate and regulatory matters before the Federal Energy Regulatory
Commission and its predecessor the Federd Power Commission (hereinafter referred tojointly
as theAFERC(), aswell asnumerous state regulatory agencies. | have presented testimony on
many occasions before the FERC and various state regulatory agencies on matters of cost of
service, including direct cost assgnment and rate design. In addition, | have testified numerous
timesin court and arbitration proceedings on matters of contracts, regulation, costs of service,
and rate desgn. Asto my educationa training, | received a Bachelor of Science-Business
Adminigtration degree, with amagor in accounting and aminor in economics, from Washington

Universty in &. Louis, Missouri, in June 1953; and a Juris Doctor degree from St. Louis
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University School of Law in &. Louis, Missouri, in December 1971. | hold anonresident law
licence from the State of Missouri.

PURPOSE OF TESTIMONY

What isthe purpose of your testimony in this proceeding?

| have been retained by Tesoro Refining and Marketing Company (ATesorof) to evauate and
comment on Olympic Pipe Line Company-s (AOlympicfl) request for a62% increasein rates.
Inparticular, | have been asked to sat forth the regulatory policiesand principlesappropriateto
be utilized by the Washington Utilities & Trangportation Commission AWUTC() when
evduating Olympic-s ratefiling.

SUMMARY OF TESTIMONY

Please summarize your testimony.

Ingenera, Olympic has operated quite profitably for over adecade. Between 1990 and 1997
indusive, Olympic=s average return on equity was 188.5%, and during the period 1982- 1997 it
paid $106.4 million in dividends to its owners. Moreover, between 1983 and 1999 the rates
Olympic charged its customers resulted in an overcollection of $116 million when compared
with therates Olympic should have charged under the WUT C=straditiond depreciated origind
cost (ADOC() methodology. Inaddition, asrecently asFebruary 1, 1999, Olympicfiled arate
increase that went into full effect without investigation, protest, or hearing resulting in even

further overcollections.
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Olympic=s request for arate increase is not driven by safety concerns. Theratesand
rate structure |1 have recommended alow Olympic to recover dl of its prudently incurred
operaing codts, including sgnificant increases in several operating costs aress, such as
Management Fees, Sdaries, Fud and Power, and Insurance. The rates and rate structure |
have recommended aso alow Olympic to recover every dollar it hasinvested into every capita
project it hasidentified as necessary to comply with the Office of Pipdine Safety:s (AOPS() ad
Department of Environmental Conservation's (ADEC() safety requirements as well as every
capita project Olympic hasidentified as necessary for any reason to continue to operate the
pipdine. Thisisno smal matter given that Olympic is adding approximatdly 24% to its totd
grossplantinserviceinonly threeyears. Theratesand rate structure | have recommended will
provide an gpparently needed incentive for Olympic to more expeditioudy comply with OPS:s
safety requirements and return its pipeline to normal operations.

It Imply is unacceptable that Olympic will take five years or more to comply with the
safety requirements necessary to operate under norma conditions. The capita structure and
conditions Tesoro witness Hanley recommends and | endorse will provide an apparently
needed incentive for Olympic and its owners to operate a prudently capitdized company,
ingtead of continuing to operate apetroleum products line without equity or accessto the equity
capita necessary to properly manage the risks of ownership. In short, the rates and rate
gructure | have recommended will provide judt, fair, reasonable and sufficient @just and

reasonablef) rates for Olympic and its shippers.
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Instead of being driven by safety, Olympic=srequest for arateincreaseisdriven by the
improper manipulation of therate setting process. To reach any rateincrease, Olympic=sdirect
case has had to (1) improperly use higher budgeted and unspent costs in place of its actud
costs, (2) characterize one-time expenses as recurring expenses, (3) characterize expenses
unrelated to providing service as recurring expenses, (4) characterize its capital structure as
83% equity when it has no equity whatsoever, (5) overdate its return on equity, (6) include a
hypothetical caculation of deferred return for prior periods in which it, in fact, draméticdly
overcollected its tota return, (7) include a trangtion rate base write-up for the purposes of
recovering areturn and income tax alowance on investment it did not make, and (8) request
rates be set based on aresdtricted throughput when the restricted throughput i s the consequence
of its own imprudent operations and should have been returned to normal operations well
beforenow. Insum, noneof thefactorswhich truly drive Olympic=srateincreasejustify higher
rates be borne by its ratepayers.

Olympic has collected ratesfar greater than just and reasonable fromitsratepayersfor
years. Accordingly, Olympic=scurrent financia distressisnot theresult of the undercollection
of revenuefrom itsratepayers, but from itsown imprudent operation of the pipelineand itsown
faled investments. Olympic has paid out dl of its net incometo its ownersfor over adecade.
Olympic invested approximately $21.5 million in a flawed and now abandoned project
(ACross-Cascades projectf). Olympic had a catastrophic incident at Whatcom Creek in

Bdlingham, Washington, where gasoline was spilled and three young people were killed
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(AWhatcom Creek incident()). Atlantic Richfield was purchased by BP and, as aresut of that
purchase and Atlantic Richfield-s subsequent purchase of GATX, Inc.:sinterest in Olympic,
Atlantic Richfield became amgority owner of Olympic. Asaresult of thischangein mgority
ownership, BP Pipeine Company, anew affiliated company to Atlantic Richfield, was named
the new operator for Olympic effective on July 1, 2000. Taken together, these events have
resulted in financid distressfor Olympic, but these events do not form ajustification for higher
rates to be charged its ratepayers.

Shippers may only be expected to pay just and reasonable rates based on Olympic:s
prudently incurred costs of providing the servicethey receive. Just and reasonablerateswill not
and should not diminate the risks of ownership associated with failed projects or catastrophic
events.

Just and reasonable rates do, however, fully and fairly compensate Olympic for
assuming the reasonable risks of ownership.  Olympic=s shippers have farly and fully
compensated Olympic for assuming the reasonable risks of ownership through paying rates
which included the recovery of arisk-adjusted rate of return on equity, expenses associated
with operating asafe pipeline, expenses associated with maintaining the insurance necessary to
reasonably manage such risks, andthe recovery of capital expenditureswith return and income
tax alowancefor al capita projects associated with operating a safe pipdine.

Beyond this point, Olympic or its ownerswill have to assume the reasonable risks of

ownership and not expect that their ownership losses may beshifted to Olympic=s ratepayers.
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Olympic=s shippers should not be made to compensate Olympic for the reasonable risks of
ownership then aso be madeto pay for such riskswhenthey areredized. Olympic=s shippers
have, infact, overpaid their ratesfor years. Itisnow timefor Olympic and its ownersto step
up and be respongble for the financia distress which has arisen from matters beyond the
reasonable costs of providing serviceto its ratepayers.

My tesimony is organized in threebasic parts. (1) regulatory standards; (2) Olympics
rate filing; and (3) Olympic=srates. Thefirg basic part of my testimony concerning regulatory
gdandards is further organized into three subparts. (1) proper rate filings, (2) just and
reasonable rates; and (3) burden of proof. The third and last basic part of my testimony
concerning Olympic's rates is dso further organized into five subparts. (1) rate base
methodology; (2) rate base; (3) return on rate base; (4) operating costs; and (5) throughput.
REGULATORY STANDARDS
A0 PROPER RATE FILING
Please explain what procedural standards must be met by aratefiling.

A proper filing for an increase in rates begins with the selection of a period during which actua
costs are incurred.  Adjustments to the actud codts for the sdected period are made as
appropriate in order to establish the costs to be used in setting the proposed rates. The test
period costs must be provided in aformat that shows a cost of service and throughput for the
test period. Statements supporting the cost of service must be provided to show the details of

operating and maintenance codts, overal return on rate base, income taxes, rate base, and
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alowance for funds used during congtruction (AAFUDC(). In addition to the cost of service
and supporting satements, the gpplicant must provide detailed support for itsorigind ratefiling
in the form of direct testimony.
BO JUST AND REASONABLE RATES
Please explain what substantive standards the Commission appliesin evaluating a
filing for increased cost-based rates.
The WUTC appliesthe standard that ratesmust bejust, fair, reasonable, and sufficient pursuant
to its statute, RCW 81.28.010, which mandates that:

All charges made for any service rendered or to be rendered in the

trangportation of persons or property, or in connection therewith, by

any common carrier, or by any two or more common carriers, shall be

just, fair, reasonable and sufficient.
Inthe State of Washington, aswell asinvirtudly every other state and federd jurisdiction, such
statutory standards have been applied to set rates which strike a balance between both the

regulated company and its ratepayers based upon the regulated company-s prudent costs of

providing the service to its ratepayers. See, e.g., Washington Util. and Trangp. Comnen v.
Avisgta Corp., UE-991606 (Sept. 29, 2000) (AThe ultimate determination to be made by the
Commission in this matter is whether the rates and charges proposed in the revised tariffs are
far, just, reasonable, and sufficient, pursuant to RCW 80.28.020.f This Commissors

mandate to establish just and reasonable rates for common carriers pursuant to 81.28.010 is
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subgtantialy smilar to its mandate to establish just and reasonabl e rates for utilities pursuant to
80.28.010 and 80.28.020.)

In a semina case, the D.C. Circuit Court of Appeals summarized the nature of the
ba ance which should be struck in meeting the Ajust and reasonablefl standard. In Farmers

Union Central Exchange, Inc., e d. v. FERC, 734 F.2d 1486, 1502 (D.C. Cir. 1984)

(AFarmers Union 110), it stated:

We begin from this basic principle, well established by decades of

judicid review of agency determinationsof Ajust and reasonablefl rates

an agency may issue, and courts are without authority to invalidate,

rate ordersthat fal within aAzone of reasonablenessi whereratesare

neither Aless than compensatoryl nor Aexcessive.i (citationsomitted)

Regulatory agencies and the courts have found over the years that the way to meet
these twin criteriais to alow the regulated company to recover through rates its prudently

incurred operating expenses, capital investment, and a reasonable return on its unrecovered

capital investment. Wash. Util. & Trangp. Comnen. v. Puget Sound Power and Light Co., 147

PUR 4™ 80, 50 (Sept. 21, 1993), citing Bluefield Water Works | mprovement Co. v. PSC of

Wed Virginia, 262 U.S. 679 (1923); and FPC v. Hope Natural Gas Co., 320 U.S. 592

(1944).
Please explain what regulatory standar dsarenormally applied to evaluate whether a

pipeline carrier=s costs areto beincluded within just and reasonable r ates.
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The norma ratemaking practice is to base rates for future periods on a norma and
representative cost level which can be reasonably expected to occur inthe future. In practice,
thismeansthat the actua cogtsfor arecent 12-month period of actua experience are adjusted
S0 asto be representative of the future cogts. The adjustment to actual costs during the actua
cost period generaly consigts of adjustments to ensure that the costs are prudently incurred,
related to the service provided to the shipper, no higher than necessary to provide the service
needed for the shipper, and representative of the pipeline carrier=s future operations.

Thus, to be included within future rates, costs must be related to the service actualy
provided. A pipeline may incur actua costs which are not related to the service actudly
provided to the ratepayers. For example, a pipeline may incur costs associated with facilities
which are not facilities used or useful for providing service for the ratepayers. In such acase,
those costs unrelated to the service provided are not properly included within future rates.

To beincluded within futurerates, costlsmust be prudently incurred. A pipeinecarrier
may incur codts resulting from its own imprudent actions. For example, a pipeline carrier=s
imprudent operation of the pipelinemay result or contributeto an explosion or product spill. In
such acase, those costs related to the pipeline carrier-simprudence are not properly included
within future rates.

To be included within future rates, costs must represent the lowest, reasonable cost
availablein providing serviceto ratepayers. A pipdinemay incur actua costswhich are greater

than the lowest reasonable cost of the service provided to the ratepayers. For example, a
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pipdine may incur greater costs than the lowest prudent dternative in building new or
unnecessary facilities. In such a case, those higher additiond costs are not properly included
within future rates.

To beincluded within futurerates, actua base period costs must be representative of a
normaized leve of recurring costs expected to occur into the future. A pipeine may incur
actua costs which are one-time extraordinary or one-time costs. For example, apipdinemay
incur costiswhich are unusudly high dueto extraordinary circumstances or which may fluctuate
from year to year due to any number of circumstances. In such a case, those nonrecurring
costs are not properly included within future rates.

The actud adjusted costs may be further adjusted to take into consideration future
eventswhich are known and measurable and which may be quantified with areasonable degree
of certainty. This means generdly that there must be some basis for the expectation that the
projected costs will be incurred, and there must dso be a basis for quantifying the impact
associated with the occurrence.

CO BURDEN OF PROOF
Please describe who hasthe burden to demonstrate thejustness and r easonableness

of arateincrease.
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The pipeline carrier has the burden to demondtrate the justness and reasonableness of itsfiled
rates. RCW 81.04.130 clearly states, AAt any hearing involving any change in any schedule,
classfication rule, or regulation, the effect of which isto increase any rate, fare, charge, rentd,
or tall theretofore charged, the burden of proof to show that such increase is just and

reasonableis upon the public service company.( Moreover, when apipdinecarrier engagesin
transactions with its affiliated companies, the pipdine carier has a unique burden to
demondtrate the reasonableness of those affiliated transactions, and the WUTC will carefully
scrutinize dl such affilisted transactions. See RCW 81.16.020-.090.

OLYMPIC-SRATE FILINGS

In general, do Olympics cost-of-ser vice presentationsfiled in support of itsrevised

rates meet the regulatory standardsfor proper rate filings?

No. Ingenerd, Olympic=s cost- of-service presentations do not meet the regulatory standards
for proper ratefilings. Asnoted above, apipeline carrier proposing achangein itsrates must
provide the actua codts it incurred for the most recent 12 consecutive months for which a
balance sheet and income statement are readily available. This period is known as the

pipeiness test period. From these actual test period costs, necessary adjustments mug be
made to eiminate nonrecurring items. Nonrecurring items arethose items of cost which were
incurred during the base period but which will not occur during the test period. After

elimination of al nonrecurring codts, the carrier may include normaizing adjusmentsto provide

for items of cog, i.e., a payroll increase, which were not in effect throughout each of the 12
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months of the base period. 1n addition, adjustments may be made for changesin revenuesand
costs which are known and measurable with reasonable accuracy. Stated in other words, the
garting point for development of atest period cost of serviceisthe actua costs experiencedin
the test period adjusted as required and necessary to reflect expected future costs.
Olympic-sratefiling falsto meet these Smple, clear sandards for four basic reasons:
(1) Olympic:s cost-of-service support is not based on Olympic=s actua costs during the test
period, but isinstead based on budgeted costs for the year 2002; (2) Olympic has advanced
dternative test periods; (3) Olympic has not made nonrecurring cost adjustments or other
required adjustments to test-period costs necessary to properly reflect the future costs of
providing service; and (4) Olympic=s direct case contradicts in severa significant respectsits
own cost-of-sarvice information it filed with itsinitid taiff filing.
Please comment briefly on thefailureof Olympic=sratefilingto set forth proper cost-
of-service infor mation.
A pipeline carrier hasthe burden to support any raterequest filing it makes. Thisrequirement to
support any rate changeis particularly appropriate when thereis a contested proceeding, such
astheingant proceeding involving the 62% rateincrease request filed by Olympic. Inshort, the
WUTC requires that a filing in support of arate increase be based upon actual test period
costs, adjusted asappropriate. Olympic doesnot use actua test period costsinthedirect case
it hasfiled in support of itsratefiling. Instead, it rdies upon budgeted costs. Budgeted costs

smply do not provide aproper basisfor development of test period costs because those costs
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are not based on the actua costsincurred during the test period. Olympic:sobligation wasto
advance and support the costs claimed by it in its October 31, 2001, rate filing. Budgeted
costs do not meet the regulatory standards required by this Commission.*

Please comment briefly on the failure of Olympic to set forth a proper test period.
While this Commission may adlow some deviation from the generaly accepted test period
concept, that does not mean that a pipeline carrier is free smply to put on aternative and
contradicting test periodsin an effort to support itsfiled cost of service. Inthat regard, Olympic
has advanced two aternative and contradicting test periods. It isfurther not appropriate for a
pipeline carrier to come in with a contradictory approach to the cost of service it originaly
submitted in support of its rate increase filing.

Inthis proceeding, Olympic hasfiled thetestimony it filed with the FERC in support of
the rate increase filing it made at that Commission. In such tesimony, Olympic noted that it
intends to rely upon its Case 2 base period and test period. Based on Olympic:s
representations, | have chosen to focus my testimony on Olympic:s Case 2 presentation. To
the degree Olympicis suggesting that Case 2 should be used becauseit reflectsthe most recent
cost experience for itspipdine, | agree with that principle and am recommending that the Case

2 period of October 1, 2000, through September 30, 2001, be used for rate setting purposes.

See, eg., WUTCv. Tenino Tele. Co., U-83-62 at 26 (May 14, 1984).
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Please comment briefly on the failure of Olympic to set forth the necessary and
required adjustmentsto itsactual test period information.
While I will discuss thisin greater detall within my comments on Olympic=s operating costs,
Olympic in generd has not made the adjustmentstoitstest period costswhich arerequired to
be made. For example, adjustments to test period costs mug be made to diminate
nonrecurring items. In severad mgor categoriesof costs, Olympic neither supportsits costs nor
adjugts them to eliminate nonrecurring items.
Please comment briefly on the manner in which Olympics direct case contradicts
rather than supportsthe cost-of-ser viceinformation provided in support of itsoriginal
tariff filing.
Olympic=s origind tariff filing with a 62% increase in rates was based on the codt- of-service
information Olympicfiled a thetimeit madeitsrateincrease request. The purposefor adirect
case is to provide additiona and detalled narrative and support of the codt-of-service
information filed with a taiff filing. Olympic:s direct case contradicts the cost-of-service
information filed with its origind tariff in severd significant respects. In other words, Olympic
has not submitted testimony in support of the test period cost of service it provided with its
October 2001 rate filing.

To be more specific, Olympic used in itsratefiling adifferent throughput leve, alower
rate of return, a lower AFUDC caculation, and a lower level of operating and maintenance

costs than it now advances through its direct case. In essence, Olympic has presented in its
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direct case entirdly different eements of its cost- of- service and throughput thanit had used inits
origind taiff filing. Instead of filing a direct case which reflected the higher throughput and,
therefore, alower than 62% increasein rates, Olympic filed adirect case which offset itshigher
throughput by increasing its operating and maintenance costs, return and AFUDC--resulting in
the same 62% increase. The purpose of adirect caseisto provide additional support for the
cost-of-service information filed by acarrier with itsrate increase. 1t isnot supposed to be an
opportunity for the carrier to shift cost-of-service information and thereby present a
subgtantialy different basis for the increased rates than that which it used when it filed its
increased rates.

Olympic-s efforts to buttress its rate filing by making numerous changesto the dataiit
filed in support of itsincreased ratesislike the shifting sandsin awind sorm. ThisCommission
should not dlow such disregard for the tried and proven proceduresit has cons stently followed
in setting rates subject to itsjurisdiction.

OLYMPIC-SRATES
Please explain the context in which it is helpful to understand Olympics 62% rate

increase.
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Olympic fas operated quite profitably for over a decade, and from 1983 through 1999,
indusive, Olympic overcollected by $116 million the revenue requirement it would have been
permitted if itsrates during that period had been determined under this Commissions: treditiond
DOC methodology. In addition, from 1982 through 1997, Olympic paid $106.4 million in
dividends to its owners. Moreover, Olympic increased its rates just three years ago and
received its entire requested increase.

Beginning in about 1997, however, Olympic invested in a failed project and a few
major events occurred. First, Olympic invested approximately $21.5 million in aflawed and
now abandoned Cross-Cascades project. None of the funds expended on the failed Cross-
Cascades project are recoverablefrom Olympic-s shippers, and to Olympic=scredit it hastried
to exclude those costs from its revenue requirement.  Second, Olympic had the Whatcom
Creek incident. Olympic and certain of itsformer employeeshave been crimindly charged, and
there are over 20 lawsuits pending as the result of their role in the Whatcom Creek incident.
None of the funds expended on the Whatcom Creek incident are recoverable from Olympic=s
shippers, and to Olympic=s credit it hastried to exclude thedirect (but notindirect) costsfrom
itsrevenue requirement. Olympic hasaso come under greater regulatory scrutiny and has not
been permitted to operate its pipeline a its norma operating pressure until it complies with
certain OPS safety requirements. The costs associated with such compliance arerecoverable
from its shippers provided they meet the other regulatory standardsfor inclusoninrates. And,

third, Atlantic Richfield was purchased by BP and, as a result of that purchase and Atlantic



A0

Exhibit No. (JFB-1T)
Docket No. TO-011472
Page 17 of 62

Richfidd:s subsequent purchase of GATX, Inc.'s interest in Olympic, Atlantic Richfield has
become a mgority owner of Olympic. This change in mgority ownership resulted in the new
affiliate of Atlantic Richfield, BP Pipdine Company, being named the operator for Olympic
beginning in July of 2000. None of the costs of changing operators asthe result of achangein
the majority ownership are recoverable from Olympic=s shippers.

In sum, there has been no fundamenta shift in Olympic=sfinancid postion which should
be borne through higher ratesfromitsshippers. Therateimpact from the costs associated with
increased regulatory compliance, which may be collected from Olympic-sshippers, islessthan
the amount of overcollections Olympic was previoudy recovering. In fact, when taken asa
whole, Olympic:s existing permanent rates are higher than may be judtified.

In general, doesOlympicsdirect case support thejustnessand reasonableness of its
proposed 62% rate increase?

Definitely not. In that regard, to be deemed just and reasonable, rates should dlow apipeline
carier like Olympic to recover its reasonable operating codts, its origind and additiona
investment through depreciation, and a reasorgble return on its unrecovered investment.
Olympics direct case, however, would alow the collection of unjust and unreasonable rates
from its shippers.

Please describe the major areas in which Olympics rate filing fails to support its

proposed 62% rate increase.
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There are four mgjor areas in which Olympic=stest period cost of servicefailsto support its
request for a62% rate increase. These areas are asfollows. (1) Olympic has based itsrate
base and return allowance on the FERC:s method of setting rates rather than the traditiond

DOC methodology followed by this Commission and, even under the FERC methodology, it
has overdated its rate base; (2) Olympic has substantialy overstated its operating costs, (3)
based on Tesoro=switness Hanley=stestimony, Olympic has substantialy overstated itsreturn,
and, therefore, itstax allowance aswel; and (4) Olympic hassubgtantidly undersated thelikey
throughput which will be achieved under its future rates. Following is a discussion of these
major aress.

A0 RATE BASE METHODOL OGY

Please briefly describe the meaning of theterm " ratebase.”

The Glossary for the Gas Industry published by the American Gas Association (AGA) defines
"raebass" as "Theinvestment va ue established by aregulatory authority upon which autility
is permitted to earn a specified rate of return.'® Asit pertainsto Olympic in this proceeding, it
would apply to the unrecovered investment relevant to the test year used for determining just

and reasonabl e rates.

The Glossary of Terms attached to the NARUC 1990 Report defines "Rate Base' as
"Investment in operating plant, lessdepreciation, uponwhich aregulated utility isentitled toearn
profit."
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Please briefly describe the three basic methodologies which are discussed below in
your testimony.

The methodologies discussed below are (1) the DOC methodology, (2) the vauation
methodology as was st forth in FERC:s Opinion No. 154 (AFERC:s 154 methodol ogy), and
(3) the trended origina cost (ATOC() methodology with atrangition rate base aswas set forth
in FERC:=s Opinion No. 154-B (AFERC:s 154-B methodology).

DOC M ethodoloqgy

The most common method employed by regulatory agencies (federal and state) isthe
DOC methodology. Under the DOC agpproach, the net undepreciated investment is
determined by subtracting the accumulated depreciation reserve from the origina cost of the
facilities. To that undepreciated investment is added an alowance for working capita to
account for fundstied-up on acontinuing basisin materials and suppliesand prepaid expenses.
Deducted from the balance are accumulated deferred taxes as well as other deferrals where
the ratepayers have cortributed the funds. The DOC methodology resultsin cost-based rates
which are designed to compensateinvestorsfor theuse of fundsactualy made availableto the
regulated company. The FERC and virtualy al sate regulatory agencies use the DOC
methodology for establishing the rate base to be used to determine gas and electric rates.
Moreover, every state regulatory agency to have considered the issue has adopted the DOC
methodology for the regulation of petroleum pipelines.

FERC Opinion No. 154 M ethodology (Valuation M ethodology)
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The methodology set forth in FERC Opinion No. 154 was the va uation methodol ogy
previoudy employed by the Interstate Commerce Commission (Al CCp) for regulding interdate
common carrier pipelines. The vauation rate base cnggts of a weighted combination of
origina cost and an eement called "cost of reproduction new™ reduced for depreciation by an
element called "condition percent” and inflated by avaduefor "going concern™ towhich isadded
working capital and the present vaue of lands and rights of way. In effect, FERC:s 154
methodology determines return based upon vauation concepts rather than on the actual net
investment associated with providing service. Assuch, the FERC:s 154 methodol ogy hasbeen
rejected as an ingppropriate methodology for establishing cost-based rates.

FERC Opinion No. 154-B Methodology (Trended Original
Cost With a Transition Rate Base M ethodology)

FERC:s 154-B methodology isadeferra methodology whereby the pipdine defersa
portion of its costsin the earlier yearsin exchange for the recovery of that deferred portion in
thelater years. Ingenerd terms, thisdeferra aspect of FERC:s 154- B methodology, aswell as
amilar deferra methodologies, arereferred to astrended origind cost methodol ogies (ATOC).

As st forth in FERC Opinion No. 154-B, theinflaion portion of the nomina equity returnis
deferred and amortized over the life of the fadilities.

While the deferral aspect of FERC:s 154-B methodology is a TOC methodology,
FERC:s 154- B methodol ogy does deviatefrom aTOC methodol ogy in onesignificant repect.

It dlows apipdine carrier agtarting or trangtion rate base unrelated to actud investment. In
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determining the trangition rate base, the FERC used the val uations that were prepared for the
year ending December 31, 1983, which included figuresfor both origina cost and reproduction
cod new. Thisis, in effect, the blending of a vauation methodology with a cost-based
methodology. The debt ratio was applied to net depreciated origina cost to determinethe debt
portion of rate base. The equity ratio was applied to the reproduction cost new vaue to
determine the equity portion of rate base. The effect of thisisto permit earnings on an equity
rate base which iswritten up above the regulated pipeliness actud net investment.
Please describe what rate base methodology would be appropriate to apply to
determinetherate base for Olympic.
The DOC methodology is the appropriate methodology to use in determining rate base for
Olympic. The DOC methodology resultsin cost- based rateswhich are designed to compensate
regulated companiesfor their actud unrecovered investment in plant. The DOC methodology is
the most common method employed by regulatory agencies (federd and state) for determining
the rate base for regulated companies.

Atthefederd leve, the DOC isthe methodology used by the FERC for the regulation
of interstate natura gas pipelinesand interdate eectrical transmisson systems. Moreover, even
though the FERC has principdly relied upon a different methodology for the regulation of

interstate crude oil and petroleum products lines, it has consstently acknowledged the
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advantages of the DOC methodology even when considering the regulation of those crudeail

and petroleum products pipelines®

In Williams Pipe Line Co., 21 FERC & 61,260 (1982) (FERC Opinion No. 154), the FERC
failed to adopt the DOC methodology, but noted its "not inconsiderable virtues' of smplicity
and objectivity. Id. at & 61,616. The FERC adso noted that the "ail pipeine indusiry

acknowledges the utility and the vaidity of origind cost measurements.” Id. InWilliams Pipe
Line Co., 31 FERC & 61,377 (1985) (FERC Opinion No. 154-B), the FERC adopted a
preferencefor the TOC methodology over the DOC methodology for reasonsirrelevant tothis
proceeding. In doing so, however, the FERC did not question the validity of the DOC

methodol ogy, but described the TOC methodology as an * acceptable cost-based dterdive” to
the DOC methodology. 1d. at & 61,834 (emphasisadded). Subsequent to the FERC Opinion
No. 154-B and notwithstanding the FERC's apparent preference for the TOC methodol ogy,
Adminigtrative Law Judge Zimmet adopted the DOC methodology for use by the Endicott
Pipeline Company. In doing so, he held that FERC Opinion No. 154-B does not establish
complete or absolute guiddines, but invites dternative and innovative solutions based on the
facts of each case. Endicott Pipeline Co., 55 FERC & 63,028 at 65,141 ("Thus, in place of

TOC, the Commisson invited dternative innovative solutions: to be presented to it in agiven
case.").
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At the gate leve, the DOC is the rate base methodology used for the regulation of
natural gas pipelines, crude oil pipelines, petroleum products lines, eectrical and other utilities.
So far as| am aware, every state to have adjudicated the issue of the gppropriate rate base
methodol ogy for the regulation of crude oil and petroleum productslines has adopted the DOC

methodology. For example, the Alaska Public Utilities Commission in Kenai PipelineCo., 12

APUC 425, Order No. R91-2 (11) (12/1/92) rejected smilar arguments advanced by
Olympic and agpplied the DOC methodology. In Kena Pipdine at 438, the Alaska
Commission reasoned:

Present cost-based rates include a reasonable return only on capita

actudly invested in the enterprise. Cost-based rates cannot includea
return on capita that has previoudy been recovered by the carier.

Thus, acarrier would be restricted each year to earning areturn only
on the remaning rate base not yet recovered in rates through
depreciation or amortization, i.e., the depreciated origind cost of its
property, that return deficiency could legitimately betrested asthough
it had been reinvested in the enterprise.

The Commisson will use the depreciated originad cost of KPL:=s
property in service as its rate base. The Commission will gpply its
traditiond DOC methodology to determine rates for KPL in this
proceeding and in future rate cases.

To cite another example, the Wyoming Public Service Commission has ruled that a
DOC methodol ogy isthe appropriate methodology when setting intrastate rates. Wyomingwas
aso presented with arguments similar to the arguments made by Olympic in this proceeding,
that intrastate rates should be set identical b FERC rates and that those rates should be

established gpplying a TOC methodology with atrangition rate base. Wyoming aso rejected
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these arguments. Amoco Pipeline Co., Docket No. 50001-PT-92-1 (Wyo. Pub. Service

Comnen. 1993). In Amoco at 19, the Wyoming Commisson hed

The Commission hasuniformly ruled: that the depreciated origind cost

rate baseisthe most gppropriate rate base determination methodol ogy

that complies with the >used and useful- mandate.

Importantly, the DOC methodol ogy isthe rate base methodol ogy used by the WUTC
to establish therate base for regul ated utilities and public service companieswithin the State of
Washington.

Please explain why the DOC methodology is the most commonly used rate base
methodology.

The DOC methodology isso common becauseit worksto fulfill thefundamenta regulatory god

associated with setting rates for a regulated company. The DOC methodology bases the

caculation of return on the actua unrecovered investment employed to provide the current

serviceto ratepayers, and therefore strikes the proper regulatory ba ance between the regul ated

company and its ratepayers.

Asde from fulfilling this fundamenta regulatory god, the DOC methodology (1) is
smple and accurate, (2) avoids complex accounting and litigation issues, (3) isinexpensveto
determine, (4) is easy to adminigter, (5) does not run the risk of overcollections due to
improperly derived inflationary factors, and (6) isthe most reliable and equitable methodol ogy

avalable,
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Please describe what rate base methodology Olympic purported to useto determine
Olympicsrate base for setting intrastate rates.

Olympic-sdirect case suggedtsit used the FERC:=s 154- B methodol ogy; however, asl explain
below, Olympic has misapplied that methodology in determining the rate base it is proposing.
The FERC:s 154-B methodology was adopted to replace the vauation methodology initialy
adopted by the FERC through Opinion No. 154 (Nov. 30, 1982) after FERC:s 154

methodology was rgjected by the D.C. Circuit Court of Appeasin Farmers Union |l.

Please briefly explain and comment on the primary differences between the DOC
methodology you have recommended and the FERC=s 154-B methodology.

There are two primary differences. (1) the amortization of and incluson in rate base of a
cdculation of an inflaion portion of the nomina equity return from 1983 to date (Adeferred
returns); and (2) the darting or trangtion rate base write-up (Atrangition rate basef).
Essentidly, through its verson of the FERC:s 154-B methodology, Olympic is attempting to

recover deferred returnsit never deferred and areturn on investment it never made.
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Please comment specifically on whether Olympic should be allowed tousearatebase
methodology which includes deferred returnsfrom prior periodsin current rates.
Olympic should not be alowed to use arate base methodol ogy which includes deferred returns
from prior periods for severd reasons. First, Olympic has not demondtrated that it actualy
deferred returnsfrom prior periods. To alow unsupported deferred returnsfrom prior periods
to beincluded within current rates, Olympic should haveto clearly demonstratethat it forewent
those returns during the prior periods. Olympic has made no such showing.

Second, Olympic did naot, in fact, defer any return from prior periods, but has
substantidly overcollected any reasonable caculation of itstota cost of service during those
prior periods. Tesoro witness Grasso has compared Olympic:=s actud, prior revenuesfrom
1983 through 1999 againgt the total cost of service under a DOC methodology for the same
period. Exhibit No.  (GG-7). Hisandyss used the capitd structure and rate of return
Olympicitself has advanced for these same prior periodsinitsdirect case and used Olympic=s
FERC Form No. 6 expensesto caculate thetota cost of service. Hisandysis demondtrates
that Olympic overcollected itstota cost of service under aDOC methodology by $116 million
during the 1983 through 1999 period.

Tesoro witness Grasso has aso compared Olympic=sactud, prior revenuesfrom 1983
through 1999 againgt thetotal cost of service under FERC:s 154- B methodol ogy for the same
period. Exhibit No.  (GG-4). Hisandyss again used the capita structure and rate of

return Olympic itsalf has advanced for these same prior periods in its direct case and used
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Olympic-s FERC Form No. 6 expensesto calculate thetota cost of service. For the purposes
of this cdculation, he dso accepted Olympic=s postion with regard to the calculation of
deferred returnsunder FERC:s 154- B methodologyBan issuein disputein thisproceeding. His
andysisdemondratesthat Olympic overcollected itstota cost of service even under Olympic-s
verson of FERC:s 154-B methodology during the 1983 through 1999 period.

These staggering overcollections during prior periods when compared with the total
cost of service calculated under both the DOC methodology and Olympic:=sverson of FERC:=s
154-B methodology should come as no surprise. Olympic, in fact, collected rates under the
FERC:s 154 (not 154-B) methodology prior to 1996.

Asnoted briefly above, FERC:=s 154 methodol ogy was hot a cost- based methodology,
but was theAva uation methodology( previoudy used by thel CC. Thisvauation methodology
resulted in huge overcollections when compared with any cost-based methodology. It was
rejected as an appropriate methodology for setting rates as early as 1978. The D.C. Circuit
Court of Appedls referred to the valuatiion methodology as Aweak and outmoded) and an

atifact of aAbygone eral Farmers Union| 584 F.2d at 416-18. Similarly, the D.C. Circuit

Court of Appeds again rgjected the underlying vauation methodology in 1984 and held that
FERC:s continued reliance upon the vauation nmethodology in its Opinion No. 154 was

Aarbitrary and capricious.i FarmersUnionll, 734 F.2d at 1490. By 1985, the FERC, thelast

bastion for the outdated val uation methodol ogy, adopted FERC:s 154- B methodology (which
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continues to this day to use vestiges of the vauation methodology through the trangition rate
base).

Notwithstanding the cdear and complete rgection of the underlying vauation
methodology embodied in FERC:s 154 methodology oncein 1978 and againin 1984, Olympic
continued to collect rates based on FERC:=s 154 methodol ogy from 1983 through 1995. The
result of Olympic=syearsof continued collections under FERC:=sdiscredited 154 methodol ogy
wasAwindfdlf revenues. After having collected Awindfdl(l revenuesduring these prior periods,
for Olympic to now advance a methodology which includes a hypotheticad caculation of
deferred earningsfrom these prior periodsfor the purposes of setting current ratesissmply not
credible.

Setting aside Olympic=sover collectionsfrom prior periods, please explain whether a
deferral methodology would bein the public interest to adopt for Olympic.

Adopting a deferrd methodology under the circumstances of Olympic is not in the
public interest and would not result in rationa cost-based rate regulation. The basic concept
behind any deferral methodology isto lower initid ratesto more normalized level sby shifting the
deferred cost or return component into later years. The primary reason the FERC adopted
such an gpproach was to aid new pipelines in their efforts to compete with older more fully
depreciated pipeines and with other aternative forms of trangportation.

While the logic supporting the use of deferrd methodologies may hold together when

setting anew pipdiness rates in a competitive marketplace, it makes no sense when setting an
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older pipdinessratesin anoncompetitive marketplace. Olympicisnot anew pipeline. Olympic
istheonly pipelinewhich may servethefour refineries manufacturing petroleum productswithin
the State of Washington. Olympic has no gpparent competition for the servicesit providesand,
in fact, has been an overnominated pipeline system for the past decade. In fact, Olympic has
recently increased itsinterstate rates by 62% and itsintrastate rates by 24.3% and continuesto
be overnominated. Under these circumstances, the logic underlying the use of a deferrd

methodology as a necessary means to achieve lower and more competitive rates is not

persuasive.

In addition, the application of the deferred methodology, as Olympic has presented i,
will not work toward the normaization of its rates, but will smply work to increase its rates
throughout the remainder of itseconomic life. Under the circumstances of Olympic, Olympic:=s
ratepayers have not realized the theoretica benefit under a deferrd methodology of having
lower normaized ratesin the earlier years. During theearlier years, Olympic=sratepayers paid
rates based on FERC:s 154 methodology which permitted the collection of higher rates than
any nondeferred, cost-based methodology. To now force Olympic=sratepayersto pay higher
ratesin the later years under the concept of a deferra methodology when they have dready
actudly pad rates in the earlier years which are higher than any nondeferred, cost-based
methodology would not be rationa cost-based regulation.

Finaly, there is no reason to add the complexity and potentid risk of improper

callections inherent in the adoption of a deferrd methodology under the circumstances of
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Olympic. Thecdculation of the deferred return, itsamortization, and theinflation factorsaredl
unnecessary complexitieswhich may result in future rates deviating substantialy from a proper
cost-based rate. As a generd regulatory matching principle, current rates should reflect the
current codts of providing the service. Whenever codts or return from prior periods are
included in current rates, the result is to skew this generd regulatory matching principle by
introducing the risk of intergenerationd inequities. While certain circumstances may judtify the
gpplication of such deferral concepts, Olympic does not present those circumstances.
Please comment specifically on whether Olympic should be allowed tousearatebase
methodology which includes a ratebase write-up unrelated to its actual investment.
Olympic should not be alowed to use a rate base methodology which includes a rate base
write-up beyond itsactud investment for severa reasons. First, Olympic hasnot provided any
support for why it should be alowed to write-up its rate base beyond its actud investment.
Absent the clear demondiration of why it is entitled to write-up itsrate base beyond its actual
investment, its position should not even be considered.

Second, there is no basis to adlow the write-up to the rate base set forth under the
trangition rate base caculation. Olympic should not, asthe most basic principle of cost-based
regulation, be permitted a return on investment it did not make. In contradiction to thisbasic
principle, the trangition rate base alows Olympic to recover areturn for investment it did not

make. No cost-based regulatory judtification is possible for Olympic:s position.
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Findly, every court or state regulatory agency to consder the issue of whether a
trangtion rate base may be judtified under smilar circumstances has rgjected it outright. In

FarmersUnion 1 the D.C. Circuit Court of Appealsrejected the need for atrangition rate base

to compensate for the change from an ICC vaduation methodology to an origind cost
methodology. In so holding, the D.C. Circuit Court of Appeds Sated:

FERC faled to give a reasoned bass for its assumption that
Altlransitiona rate bases would have to be congructedi at al.
Regulated industries have no vested interest in any particular method
of rate base caculation. See Federd Power Comm'nv. Natural Gas
Pipeline Co., 315 U.S. 575, 586, 62 S.Ct. 736, 743, 86 L.Ed. 1037
(1942). Accordingly, as FERC acknowledged, aswitchto anew rate
base formulawould not disrupt protected pipeline property. Solong
asthereaulting rates are reasonable, the ail pipdine companies should
have no difficulty maintaining their financid integrity. Wearetherefore
a a loss to understand FERC:s trepidation about a change in its
regulatory method. Similarly, when this court granted FERC'srequest
to remand this case Ao that it may begin its regulatory dutiesin this
aress with a clean datei Farmers Unionl, 584, F.2d at 421, we
specificdly advised that the pipeines reliance on an outdated rate
base formula should not judtify a continuation of the error. Rather,
Athe solution is not to perpetuate that reliance but to end it
prospectively, without allowing reparations based on itsoccurrencein
the past.i 1d. at 419. We till adhere to that principle today.

Farmers Unionll, 734 F.2d at 1517-18 (footnote omitted). See e.g., Cook Inlet PipeLine

Co. v. Alaska Pub. Util. Comnen., 836 P.2d 343, 350 (Alaska 1992) (AEvenif theAPUC:s

regulatory scheme hasadetrimenta effect on ClIPL=searnings, CIPL has made no showing that

the schemethreatens CIPL:sfinancid integrity. SeeFarmer-sUnion|l, 734 F.2d at 1517-18.

We conclude that the APUC:s gpplication of an origind cost rate methodology without a



Exhibit No. (JFB-1T)
Docket No. TO-011472
Page 32 of 62

trangition rate base does not condtitute an uncongtitutiona taking of CIPL:=s property.( Cook

Inlet Pipdline Co. v. Alaska Pub. Util. Comnen., 836 P.2d 343, 350 (Alaska 1992)).

Does Olympic provide substantive or conceptual support initsdirect casefor either
the use of a deferral methodology or the use of atranstion rate base write-up?

No. Olympics witnesses smply mechanicaly gpplied ther verson of FERC:s 154-B
methodology and have provided no substantive or conceptua support for the Commissiorrs
adoption of elther a deferred methodology or a trangtion rate base write-up.

Olympic=sonly argument in support of either the use of hypothetica deferred returnsor
atrangtion rate base seemsto be that because the Commission has alowed Olympic=sratesto
gointo effect without investigation or hearing in the past, the Commission should be obligeted to
smply adopt whatever methodol ogy underlay those rates when adjudicating ratesin the future.
Smply gtated, the fallure to adjudicate theissue of rate base methodol ogy in the past does not
judtify the gpplication of animproper methodology into thefuture. Theissuein thisproceeding
iswhat is the proper methodology for setting future rates. Thisis an issue of first impresson
and should not be treated as though it has previoudy been adjudicated in the past when it has
not.

Moreover, if the Commission sartsdown thisroad, it quickly endsin confusion cregted
by Olympic becauseit hasfiled rates based on more than one methodol ogy and more than one
version of each methodology. Evenin seeking itsrate increasesin the past year, Olympic has

filed three different versons of FERC:s 154-B methodology and gpparently intendsto filea
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fourth soon. None of the various methodologies Olympic has used in the past are correctly
calculated or even consistent with each other.

Finally, even assuming the Commission had adjudicated theissue of aproper rate base
methodology in the past and had decided to apply one of the various approaches Olympic has
utilized in the padt, the Commission ill would not be bound to continue to use the prior
methodology. Itisawdl settled principle of regulation that a regulated facility has no vested
interest in any particular regulatory methodology.*

Does Olympic=s direct case set forth a proper calculation of its rate base under

FERC:=s 154-B methodology?

Thishas been established law for decades. E.g., Federa Power Comm'nv. Hope Natura Gas
Co., 320 U.S. 591, 602 (1944) (Hope) (apublic regulatory commission “wasnot bound tothe
use of any single formula or combination or formulgg)"” in setting arate base; Federal Power
Comm'nv. Natural GasPipeline Co., 315 U.S. 575, 586 (1942); (“Thedesgnation of asingle
theory of rate making asacongtitutiona reguirement would unnecessarily foreclose dternatives
which could benefit both consumers and investors.”); Farmers Unionll, 734 F.2d at 1517
("Regulated indudtries have no veded interest in any particular method of rate base
cdculatiion").
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No. Olympic:s caculated rate base is subgtantiadly overstated under FERC:s 154-B
methodology for two mgjor reasons. (1) Olympic-srate baseisoverstated by theamount of its
cdculation of the deferra of the nomind return on equity from the 1983 through 1995 period
when, in fact, the rates it collected during that same period included not only afull return but
overcollections; and (2) Olympic:srate base is overstated by an unsupported and erroneous
calculation of AFUDC.

Please explain why Olympicsinclusion of thedeferral of thenominal return on equity
in rate baseisimproper under the FERC=s 154-B methodology.

Asnoted above, through FERC Opinion No. 154-B, the FERC established itsbasi ¢ approach
to regulating ol pipelines. Inrdevant part, FERC=s 154-B methodol ogy was used to establish
rates for those pipeline carriers who had open rate cases, but FERC did not require pipeine
carierswith exigting find ratesto file new rates based on its new methodology. In Olympic=s
case, at thetime FERC adopted its 154- B methodology, Olympic hed ratesin effect. Itdidnot
file rates under its verson of FERC:s new 154-B methodology (TOC with atrandtion rate
base) until 1996. Accordingly, prior to 1996, Olympic=s rates could not possbly have
contained any deferrd of the nomina portion of the equiity return aswould have been otherwise
required under the FERC:=s 154- B methodology. Setting aside the conceptua contradictionin
atempting to collect the nomind portion of the equity return twice, Olympic has cumulatively

overcollected any total cost of service based on any cost-based approach to setting rates.
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Please explain why Olympics calculation of AFUDC under the FERC=s 154-B
methodology is unsupported and erroneous.

Olympic=scaculation of AFUDC initsdirect caseis unsupported, erroneous, and incons stent
with its own initid tariff filing. Tesoro witness Grasso details the errors in Olympic=s own
cdculation. Essentidly, Olympic included an abandoned project in the Construction Work In
Progress ACWIPQ) costs in its July 30, 2001, filing. This had the effect of overdating
Olympic=s rate base, its overdl return dlowance, its income taxes, and the rates Olympic
placed in effect on September 1, 2001. In Olympic:s direct case, Olympic removed the
abandoned-project costs from its CWIP, however, to date, Olympic has not modified its
presently effective ratesto remove the overstated costsincluded in thoserates® Also, Olympic
has changed its Ain service) ratio of AFUDC from its origing tariff filing of 50% to its direct
casefiling of 100%. This change is completely unsupported.

B. RATE BASE

Aside from the methodology issues you have discussed above, are there other

potential rate base issuesthe Commission may need to decide?

Olympics intrastate rates have been suspended until September 1, 2002. Hence, if the filed
rates are permitted to become effective at that time, they will be overstated because of the
inclusion of this abandoned project in CWIP and the resulting AFUDC.
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Yes. Olympic:=sdirect caseincludesthe Bayview termind asproperty in service. The Bayview
termind was intended to be a batching termind which, when in service, would increase
Olympic=sthroughput from 35-40,000 barrels per day (ABPD{). Eventhough Olympichasand
iscontinuing to treat the Bayview termind as property in service, the Bayview termind wasonly
subgtantialy utilized for afew months prior to the Whatcom Creek incident and is currently out
of sarvice. Asit gandstoday, Olympic istreating the Bayview termina asplant in service, but
is not including the throughput which Olympic has represented will be avallable when the
Bayview termind isin sarvice. Olympic cannot be alowed to have it both ways. Either the
Bayview termina should betreated as plant in service and its represented throughput should be
included intherate caculation, or the Bayview termina should not betreated asplant in service
and its represented throughput should not beincluded in therate caculation. Given Olympic=s
representations that the Bayview termind may be put in sarvice in the near future, my
recommendation is to alow Olympic to continue to treet the Bayview termina as plant in
service provided that the represented throughput is aso included in the rate calculation.

C. RETURN ON RATE BASE

Please explain your position asto Olympic=s calculation of return.

Tesoro-s witness Hanley is arate of return expert, and | would defer to histestimony on this
meatter. That being said, thereisapoint brought forward by Mr. Hanley that | believe one does
not have to be a rate of return expert to express and is important to emphasize--Olympic

should not be rewarded for financia imprudence.
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A pipdine carier should maintain sufficient equity (or have owners willing to invest
additional equity as may be needed) to attract capita and to respond when the risks of
trangporting petroleum products are redlized. Olympic put itself unnecessarily at financid risk
by imprudently adopting a dividend policy of 100% of net income for the past decade while
dso inveding $21.5 million in the failed and now abandoned Cross-Cascades project. When
Olympic digtributes its equity to its owners and then takes substantia ownership risks without
the safety of additiond equity and when Olympic=s owners refuse to reinvest equity when
needed, the result isan undercapitalized company without accessto the equity capital necessary
to manage the risks of ownership. The Whatcom Creek incident smply redized Olympic=s
imprudently taken financid risk of operating an undercapitalized pipeline carrier.

In the case of Olympic, its undercapitdization is an owner issue not aratepayer issue.
The shippers may only be expected to pay just and reasonable rates based on Olympic:=s
prudently incurred costs of providing the servicethey receive. Just and reasonablerateswill not
and should not eiminate the risks of ownership which are associated with failed projects, such
as the Cross-Cascades Project, or catastrophic events caused, in part, by operator
imprudence, such as the Whatcom Creek incident. Beyond the point of just and reasonable
rates, Olympic or its owners will have to assume the risks of ownership and not expect that
their ownership losses may be shifted to their ratepayers through asking for rates based on

equity cagpitd they are unwilling to maintain or invest.
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Please explain what steps the Commission should take to ensure that Olympic is
properly capitalized.

Tesoro witness Hanley has recommended that Olympic=sownersinvest additiond capital and
forgive muchof the debt they have burdened Olympic with asthe result of their unwillingnessto
redize the losses from the Whatcom Creek incident. He has aso suggested that the
Commission st rates based on Olympic=s actud capita structure unless it is recapitdized
prudently. He has aso suggested limiting the payment of dividends. Again, | agree with his
recommendations and believethat proper regulation of Olympic mandates such stepsbetaken.
D. OPERATING COSTS

Please explain what baseand test year periodsareappropriatefor settingratesin this
proceeding.

Olympic hasindicated thet it will rely upon its Case 2 base and test periods. For smplicity of
comparison in this proceeding, | recommend Olympic=s Case 2 base period of October 1,
2000, through September 30, 2001, be used. With regard to the test period, | believe
Olympic=s proposed test period provides hel pful guidance but should be applied flexibly when
good cause requires.

Please explain whether you are concerned with Olympics inability to provide
information asto itsactual costs which have been subject to a proper external audit.
| am very concerned with Olympic:sinability to provide audited financial books and records.

Typicaly aregulated common carrier hasitsfinancia booksand records audited each year and
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will have an unqudified audit letter issued by an independent accountant that states that the
company-s financia books and records accurately reflect the company:s actud financid

condition. The lack of an audit and the lack of an unqudified auditor=s |etter isavery red

concern under norma circumstances. Absent an unqualified audit |etter, thereisno assurance
that the financid information Olympic has provided in support of its rate increase or to the
parties through discovery accurately reflectsits actud financia condition.

Under the conditions of this proceeding, however, there is even more reason for
concern. This proceeding concerns a 62% rate increase--an extraordinary request from a
pipeline carrier who was alowed its full requested rate increase just three years ago. Also,
during every prior rate request of which | am aware, Olympic has provided the Commission
with financia information based upon financia books and records which have been subject to
audit and upon which an unqudified audit letter has beenissued. Thefact isthat Olympic has
been unable to get its 1999, 2000, or 2001 audits completed or an unquaified audit letter
issued notwithstanding its effortsto do so over thelast three years. Olympic hasaso had three
changes in its basc accounting system in as many years. Its former operator used one
accounting system and was discharged in June of 2000. Its current operator started using a
second accounting system when it wasretained in July of 2000, and then changed its accounting
system to athird accounting system in May of 2001. Tesoro, through difficult discovery, has
taken the extraordinary step of requesting Olympic:s auditors: workpapers so that it could

independently review the causes for the delay.
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Findly, Olympic has continudly represented that obtaining its audit and getting an
unqualified audit letter would not take very long or beamgor problem. WhenthisCommission
raised its concern with the lack of audited financia information during the interim proceeding,
Olympic minimized the issue and indicated that it would have the audit completein timefor its
generd rate case. Specificdly, the exchange was as follows:

COMMISSIONER HEMSTAD: | have onequestionfor Mr.
Marshdl. Would the company be able to have avallable for the
generd rate case, inan appropriatetimeframe, an audit of the books?

MR. MARSHALL: | spoketo Mr. Fox yesterday about this
veryissue. | sad, Wdl, help meunderstand whét thisred issueis. He
sdit=sactudly afarly minor issue about amounts on books, and he
thinksthat that can beresolved herein ardaively short time. But hess
gone back to the auditors and said, Look, this has created an issue.
So | believe | can represent to you, Commissioner Hemstad, that that
will be resolved and we will have audited financid statements.

And it's only because '99 is hung up that the others get hung
up. You know, you hang up one and then it stacks up, like the
freeway. So not only can we get you audited statements here, |
believe in the next couple weeks, certainly before-- much beforethe
end of the genera rate case, before, | think, Commission Staff hasto
put on their rate case, but we can get you the cdlosing numbersfor the
2001 year, which unfortunately are nowhere near as rosy as the
predictions were when we made them in November, unfortunately.
But we will be amending and providing additiond data.

WUTC Interim Hearing, Closing Argument, Tr. Vol. 11, Jan. 24, 2002, p. 1303, I. 25,
through p. 1304, |. 25 (underscore added).
Olympic has not completed its audit as it represented it would. Unhder these

circumstances, neither this Commission nor | may have any confidence that the operating cost
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information that Olympic has provided in support of its rate case accurately reflectsits actua

financid condition. Thisis very troubling.

Please briefly explain the importance of the proper rate treatment for base period

costs so they may reflect expected future cost performance.

It is very important to assure that future rates most accurately reflect future costs. To givean
example, if Olympic were not to remove a $100 one-time expense from its base period, then
Olympic would collect the $100 expense as arecurring expense each and every year the rates
werein place, when, in fact, it only incurred a$100 nonrecurring expense under its prior rates
inaprior period. Assuming therateswerein effect for five years, then, under thisfirst example,
Olympic would collect $500 when its true expense during the period the future rates were in

effect would be $0. Similarly, if Olympic were to inadvertently characterize a $100 capitd

expense asarecurring expensein its base period, then again it would collect the $100 expense
asarecurring expense each and every year therateswerein place, when, infact, it should have
added only $100 to its rate base and recovered it through a depreciated expense with return
and atax component over the life of the pipeine. Asmay be seen, the proper adjustmentsto
base period expenses are very important when establishing rates for future periods.

Please identify the major areasin thisproceeding in which Olympic has substantially
over stated its operating costs.

Based upon my review, Olympic has failed to support its test period adjustments or has

subgtantidly overdtated its cods in the following five mgor cost categories (1) Outside



Exhibit No. (JFB-1T)
Docket No. TO-011472
Page 42 of 62

Services, (2) Other Expenses, (3) Materidsand Supplies; (4) Rentals; and (5) Operating Fuel

and Power. Importantly, except as set forth in the testimony below, | accept Olympic-sCase2
test period operating costs. My acceptanceis, however, conditiona upon my further review of

the prefiled testimony of the other parties to this proceeding. Following isadiscussion of the
reasons why Olympic=s Case 2 test period operating costs are not acceptable for rate setting
purposes with a recommendation as to what operating costs would be appropriate.

Please explain how Olympic has over stated or failed to support its Case 2 Outside
Ser vices costs.

InExhibitNo.  (CAH-4), Schedule 21.5, In. 16, Olympic requested approximately $9.3
million in test period adjusted cogts for Outside Services. Through this request, Olympic has
overstated or failed to support these costsby improperly induding (1) $5.6 millionin one-time
maintenance codts, (2) $1.2 million in remediation cods, (3) an unamortized $1 million in

regulatory expenses for legd and consulting services, and (4) $455 thousand in
operator-trangtiond costs. When properly adjusted, Olympic=stest period costsfor Outside
Sarvice should be gpproximately $1.2 million.

Please explain why $5.6 million in one-time maintenance costsshould not beincluded
in Outside Services costs.

Olympic has adjusted its base period costs for Outside Services upward by $5.6 million to
reflect budgeted one-time maintenance costs for 2002. Future rates should not include one-

time maintenance items from either the base period or the test period. When setting future
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rates, the base period actual costs may not be adjusted upward based on some future budget
for one-timeexpenses. By their very nature, one-time expenses may not be expected to recur
during the future periodsin which the future rates are to be collected. Also, $4.3 million of this
$5.6 million isinduded in Olympic-s books asacarry-over expense. Thus, theexpenseisnot
only a one-time expense, but an expense for an item which should have aready been
completed. Accordingly, | recommend one-time maintenance cogts of $5.6 million beexduded
from Outside Services.

While Olympic did not provide support for any dternativerate treetment for any of the
items within this $5.6 million, one-time maintenance category, it may well be that a portion of
this$5.6 million isassociated with capitd itemsand not expenseitems. For example, withinthis
$5.6 million is $455,000 for lowering the pipeline over the East Creek. Clearly, thisisnot a
recurring expense, but it may well be a capital expense which should have been added to
Olympicsrate base. At any rate, Olympic is not entitled to adjust its base period cogts for
Outside Services upward to include one-time maintenance items as recurring expenses.
Please explain why $1.2 million in remediation costsshould not beincluded in Outside
Services costs.

Olympic accrued $6.4 million for remediation by December of 2000 and estimated that, of this
$6.4 million, $1.2 million would be spent for remediationin 2001. The $1.2 million should not
be permitted for rate purposes. Thereis no support that Olympic actudly spent or will spend

any remediation fundsduring either the base or test period. A revenuerequirement isbased on
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actud, not estimated expenses. Olympic has not demongtrated that it has or will incur any
actua costs associated with its estimated remediation. Additiondly, it appears that the $6.4
million includes estimated remediation expenses for both Bellingham and Sea Tac. The
Bdlingham egtimate is reated to the Whatcom Creek incident and the Sea Tac edimate is
related to afacility Olympic no longer owns. Neither of theseis proper to include within rates.
As to the remediation of the il spilled during the Whatcom Creek incident, Olympic has
represented that the direct costs associated with the Whatcom Creek incident should not be
included withinitsrates. Notwithstanding making this representation, Olympic hasimproperly
included the projected costs associated with the remediation of the petroleum products spilled
during the Whatcom Creek incident. Findly, there is no evidence that Olympic-sremediation
costs will be recurring or will even be spent and so should not be permitted in future rates.
Accordingly, | recommend Olympic=s estimated $1.2 million in remediation cost not be
permitted for rate purposes.

Please explain why an unamortized $1 million in regulatory expenses for legal and
consulting services costs should not be included in Outside Services costs.

Olympic has adjusted its base period costs to include gpproximately $1 million in regulatory
expenses for legd and consaulting services. Again, Olympic has not supported its estimated
spending. Moreover, the $1 million expensereflectsunusua circumstancesfor Olympicwhich
will not recur each year. Olympic has two full rate cases as well as compliance requirements

imposed upon it by OPS and DEC. This heightened leve of regulatory activity may not be
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expected to continue. Typicaly, under such circumstances, the regulatory expense would be
amortized over aperiod of timeto reflect anormalized leve for these expenses. Accordingly, |
recommend thet the $1 million be amortized over afive-year period to normdize the expense.
Please explain why $455,000 in operator transitional costs should not beincluded in
Outside Services costs.

Olympic has included $455,000 in cods for changing from one operaor to another. This
$455,000 is based on a five year amortization of $2.3 million in totd trangtiona costs
purportedly charged Olympic by BP for becoming Olympic's new operator on July 1, 2000.
Fird, thisexpenseisrelated to an event which occurred prior to the base period of October 1,
2000, through September 30, 2001. Hence, thereis no basisfor inclusion of such cost in the
test period cost of service.

Second, the change from one operator to another isnot related to the service provided
to the shippers. Olympic has not advanced any reason related to the serviceit providesto its
shippersto support the need for achange from one operator to another. Infact, Olympic has
asserted that the pipeline was operated safely by its prior operator. Moreover, to the degree
Olympic could have had any concern with the safe operation of theline, it could haveimposed
new or different operating standards on its prior operator rather than changing operators.

Finaly, and just as importantly, the change of operators ssemsto have arisen asa
direct result of a change in the mgority ownership of Olympic. The new mgority owner

decided, for unsubstantiated reasons, that it would prefer to have an affiliated entity operating
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Olympic. While the new mgority owner may chooseto haveitsaffiliate operate Olympic, the
changewas not for the benefit of Olympic=s shippersand they should not berequired to pay for
the trandtion costs associated with the change of operators. Accordingly, | recommend the
$455,000 be excluded from Outside Services costs.

Please explain how Olympic has overstated or failed to support its Case 2 Other
Expense costs.

In Exhibit No. _ (CAH-4) Schedule 21.8Ins. 1 & 2, Olympic hasindicated its adjusted
test period expenses for Other Costs were $3.2 million whileits actua base period expenses
for Other Costs were $2.3 million. Olympic:s request represents atest period adjustment of
approximately $900,000. This $900,000 test period adjustment is entirely unsupported. It
appears to be based upon an amount which was initidly budgeted in 2000 for the year 2002
based on the estimates in the management contract with the new operator. Stated differently,
the $900,000 represents the additional amount Olympicinitialy budgeted; however, Olympic
has not presented any evidence that the additiona has been, or will be, spent. 1n other words,
thereisno basisfor includingin Olympic'stest period costs an amount which was budgeted two
years ago. Accordingly, | recommend that the amount actualy incurred by Olympic during the
base period beincluded inthetest period costs. Thismeansthat $900,000 should be excluded

from Other Expenses costs.
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Please explain how Olympic has over stated or failed to support itsCase2 M aterials
and Supplies costs.
In Exhibit No. _ (CAH-4) Schedule21.4 Ins. 1 & 2, Olympic hasindicated its adjusted
test period expenses for Materid and Supplies were $1.9 million while its actua base period
expenses for Materid and Supplies were $1.3 million. Olympic:s request represents a test
period adjustment of approximately $600,000. This $600,000 test period adjustment is
entirdly unsupported. In fact, based on the testimony of Olympic=s witness Hammer, the
amount proposed by Olympic for Materiasand Suppliesisthe budgeted amount for 2002. In
view of the completelack of support for the amount proposed by Olympic, the amount which
should be included for rate setting purposes is the actua expenses during the base period and
not the amount which was previoudy budgeted to be spent during that period. Accordingly, |
recommend that the adjustment proposed by Olympic of gpproximately $600,000 be excluded
from Materids-and- Supplies cods.
Please explain how Olympic has overstated or failed to support its Case 2 Rental
costs.
In Exhibit No. _ (CAH-4) Schedule 21.9Ins. 1 & 2, Olympic hasindicated its adjusted
test period expensesfor Rental were $712,000 whileitsactua base period expensesfor Rental
were $540,000. Olympic:s request represents a test period adjustment of approximately
$172,000. This $172,000 test period adjustment is entirely unsupported. As with Other

Expenses and Materias and Supplies, the greater amount proposed by Olympic, per the
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testimony of witness Hammer, isthe amount budgeted for theyear 2002. Inview of thefailure
to support the proposed amount, the amount which should be included for rate- setting purposes
isthe actudl expensesduring thebaseperiod. Accordingly, | recommend that the adjustment of
$172,000 be excluded from Rental costs.
Please explain how Olympic has over stated or failed to support its Case 2 Fuel and
Power Costs.
In Exhibit No. _ (CAH-4), Schedule 21.6, Ins.1 & 4, Olympic hasindicated its adjusted
test period expenses for Fuel and Power Costs were $9.4 million whileits actual base period
expenses for Fuel and Power Cogts were $4.8 million. Olympic=s request represents a test
period adjustment of gpproximately $4.6 million. This adjustment is supported by a schedule
which determinesthetest period unit pricefor eectrical power based on the highest rather than
the average dectricd rate during the test period. This calculation skews the Fuel and Power
Costs sgnificantly upward and does not reflect the likely dectric rates during the period in
which the rates at issue in this proceeding will be in effect. Tesoros witness Grasso has
recal culated the Fuel and Power Cogts based on the more likely rates and has determined that
$8.2millionisan gppropriateleve for those expenses. Accordingly, | recommend $1.2 million
be excluded from Fuel and Power Costs.

It isimportant to note that thisfuel caculation by Tesoro witness Grassoisbased onthe
likely cost of dectricity for trangporting a barrel of product multiplied by the total number of

barrels expected to betransported. Assuch, the$8.2 millionisthe cost of Fuel and Power for
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trangporting 121,349,000 barrels per year (ABPY () and not the 105,897,000 BPY Olympicis
using as the basis for its revised rates. Accordingly, the $8.2 million would be substantialy
overstated for Fuel and Power cogtsif Olympic:s estimate of 105,897,000 BPY were to be
used.

In making recommendationsasto thelevel of operating coststo beincluded in rates,
haveyou taken into consider ation whether the costsyou arerecommending will allow
Olympic to oper ate safely?

Yes, | catanly have taken safety into condderation. It is in everyoness best interest that
Olympic operatethe pipdine safely inthefuture. Thelong-term costsand potentia disruptions
to business caused by the unsafe operation of Olympic are far greater than the costs of
operating safely.

The rates | have recommended alow Olympic to recover every dollar it hasinvested
into every capita project Olympic hasidentified as necessary to comply with OPS:sand DEC=s
safety requirementsaswell asevery capitd project Olympic hasidentified as necessary for any
reason to continueto operatethe pipeline. Thisisno smal matter given that Olympicisadding
approximately 24.3% tota gross plant in service in only three years. The rates dso dlow

Olympic significant increases in severd operating costs areas such as Management Fees,

Sdaries, and Insurance. The rate structure | have recommended will provide an apparently
needed incentive for Olympic to more expeditioudy comply with OPS's safety requirements

and return its pipeline to norma operating pressure. It should be smply unacceptable that
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Olympic will take five years or more to comply with the safety requirements necessary to
operate a norma operaing pressures.  Findly, the capital dructure and return
recommendations by Tesoros Witness Hanley, which | endorse, will provide another
gpparently needed incentive for Olympic and its owners to operate a prudently capitalized
company, ingead of continuing to operate a petroleum products line without the equity or
accessto equity capital to properly managetherisksof ownership. Inshort, theratesand rate

gructure | have recommended will provideneeded improvementsto the safety performance of

Olympic.

| would like to emphasize one point regarding safety--the largest single risk to
Olympics safe operation of the pipdine is its imprudent capitaization. Equity capitd is
necessary to prudently manage the risks of ownership. Moreover, Olympic=s decisons to
digribute dl its equity capitd to its owners, to invest heavily in faled projects, and to
imprudently operate the pipeline are the reasons Olympic isundercapitaized. Stated differently,
the reason Olympicisundercapitaized isnot Olympic=sunder recovery of itsproper costsfrom
its ratepayers. In fact, as Tesoro=s witness Grasso demonstrates, Olympic has overcollected

rates from its ratepayersin prior years.
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THROUGHPUT

Please explain the importance in this proceedng of properly determining a
representative level of throughput for the yearsin which the rates at issue will be
collected.

Once a revenue requirement is determined, the revenue requirement is divided by expected
annud throughput to determinejust and reasonable ratesfor thefuture. To thedegree Olympic
isableto undergate throughput for rate setting purposes but achieve higher throughput in future
operations, it will redlize aAwindfdlf profit. Inthisproceeding throughput isasubstantid issue.

It isadso adifficult issue to esimate with a high degree of certainty.

Olympic has based its direct case on a throughput estimate of 105,897,000 BPY or
290,000 BPD. My recommendation, which | believe understates likdly actud throughput in
future periods, is to base rates on 121,349,000 BPY or 332,500 BPD. Thus, my
recommendation is gpproximately 15,452,000 BPY or 42,500 BPD greater than Olympic:s
recommended throughput. As one can tell, the resolution of the throughput issue may
ubgtantialy impact rates.

Y ou haveindicated that Olympic hassubstantially under stated itsthroughput for rate
setting purposes. Please explain.

To begin, Olympic has advanced an unsupported and erroneous calculation of its expected
throughput. Olympic=scd culation assumesthat itsthroughput during the period future ratesare

collected will be 105,897,000 BPY or 290,000 BPD. Olympic:scaculation of throughput (1)
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improperly excludes throughpuit attributable to the pressure restriction imposed by OPS asthe
result of Olympic=simprudent operation of the pipeline; (2) fallsto takeinto condderation the
throughput impact from the downtime and disruptions associated with Olympic=sunusualyhigh
level of capita and mgor maintenance projects during the test period; (3) fails to take into
condderation the throughput impact from the Bayview termind; and (4) fails to take into

condderation the increased throughput resulting from Olympic=s new batching and throughput
control procedures, systems, and software.

Your first reason Olympic under sated throughput wasthat Olympic did not calculate
throughput at normal operating pressures. Please explain further.

On June 18, 1999, OPS limited Olympic to operating its pipeine system at 80% of itsnormal

operating pressure. This pressure redtriction subgtantialy reduced the amount of throughput
which may be shipped through Olympic:s pipeline sygem. Olympic has assumed that this
pressure redtriction and the lower leve of throughput will continue during the future periods
when its rates may reasonably be expected to be collected.

There are four reasons why Olympic=srates should be set based on itsthroughput a a
norma operating pressure in this proceeding: (1) the pressure redtriction is the result of
Olympic=s imprudent operation of its own pipeline, and the economic consequences for its
imprudent operation should be borne by Olympic and its ownersand not by itsratepayers, (2)
the pressure restriction wasimposed approximetely three years ago, and Olympic should have

prudently taken the necessary steps to comply with OPS:s safety requirements to have the
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pressurerestriction lifted well before now; (3) the pressureredrictionislikdy to belifted within
the near future assuming Olympic=s prudent operation of the pipeline; (4) setting ratesbased on
full operating pressure will serve as areasonable and apparently needed incentive for Olympic
to expeditioudy comply with the regulatory and safety requirements of OPS as may be
necessary to bring the system into full operation. Under these circumstances, Olympic=srates
should be set based on its throughput at normd rather than restricted operating pressure.
Please explain why the pressure restriction is the result of Olympic=simprudent
operation of its pipeline.

Olympic=s pressure redtriction isaregulatory restraint which wasimposed on its system asthe
result of OPSs heightened regulatory oversight of the pipeline. OPSsheightened regulatory
oversight resulted directly from the Whatcom Creek incident of June 10, 1999. As such, the
financid impact from theimpaosition of the pressure restriction arose out of Olympic=simprudent
operation of the pipeine and should be borne by Olympic and its owners and not by its
ratepayers.

The Whatcom Creek incident resulted in the deaths of three young people due to the
escgpement into Whatcom Creek and subsequent explosion of gasoline being transported
through the pipdine by Olympic. Crimina charges have been brought against Olympic and
certain of itsemployeesfor their rolein the Whatcom Creek incident. There are currently over
20 civil lawsuits to which Olympic has been named aparty for itsrole in the Whatcom Creek

incident. OPS imposed the largest fine in its history ($7 million) on Olympic as the result of
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Olympic-srole in the Whatcom Creek incident. 1t would be hard to imagine aclearer case of
imprudent operation of apipeline. Under such circumstances, the direct and indirect financia
impacts of Olympic=simprudent operation of the pipeline should be borne by Olympic and its
owners and not by Olympic=s ratepayers.

For its part, even Olympic has agreed that the direct costs associated with the
Whatcom Creek incident should not be recovered from itsratepayers, and it has asserted inits
direct case that it has removed dl of the direct costs associated with the Whatcom Creek
incident fromitsratefilings. What Olympic has not doneisremovetheindirect costs associated
with the Whatcom Creek incident fromitsratefilings. Astotheindirect costs, Olympic has, by
judicid admission, acknowledged that it has not even accounted for or tracked the indirect
costs associated with the Whatcom Creek incident.

With regard to the pressure redtriction, the pressure restriction is but one of many
consequences resulting from Olympic=s imprudent operation of the pipeline. As such, the
financid impact resulting from the pressure restriction should be borne by Olympic and its

ownersand not by itsratepayersthrough understated throughput and consequently higher rates.
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Please explain why the prudent operation of the pipeline would have resulted in
compliance with OPS=ssafety requirementsfor liftingthe pressurerestriction before
NOW.

Olympicisoperated by BP Pipdines, and prior to its operation by BP Pipelinesit was operated
by Equilon. BP and Equilon are both large, capable operators. Olympicisowned by Atlantic
Richfidd (ARCO) and Equilon. Olympic=s owners have billions of dollarsin cash assets. Its
current operator, BP Fipelines, is the second largest liquids pipeline company in the United
States. BP Pipelinestrangportsover 450 million barrel milesof liquidseach day or 9 percent of
the entire United States: liquids pipeline market. Given thisvast network of resources, Olympic
has no excuse for not having yet fully complied with OPS:s safety requirementsto operateits
system at normal operating pressures.

Notwithgtanding the availability of such resources, three yearsis more than an adequate

time to have complied with the safety requirements of OPS necessary to operatethe pipeline a
normal operating pressure. [nmy opinion, the prudent operation of the pipelinewould dictate
that the safety requirements to operate at norma operating pressure would be the highest
priority for Olympic. Instead, it appearsthat Olympic hasdevoted resourcesto other projects.
Olympic=songoing failureto comply with OPS:s safety requirements necessary to operatethe
pipelinea normd operating pressure should beamagjor regulatory concern. At any rate, even
if impaosition of the pressure redtriction was not the result of Olympic=s imprudence (which it

gppearsto be), Olympic should be expected to act in aprudent and efficient manner to comply
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with OPSs safety requirement as may be necessary to operae its system at its norma
operating pressure. To date, it has been dmost three years since the Whatcom Creek incident
and Olympic has yet to even complete the testing of its pipeline system necessary to evauate
any outstanding safety issues. This smply should be unacceptable.

Please explain why thepressurerestriction islikely to belifted within thenear future.
Olympic seems operationally capable of complying with OPS:s safety requirementsin order to
operate its system a normal operating pressure within the very near future. As noted above,
Olympic has dready had more than enough time to comply with those safety requirements.
Instead of making compliance with OPS:ssafety requirementsapriority, however, Olympic has
gpparently chosen to complete unrelated projects. While Olympic may argueit should be able
to operate asit chooses, its ratepayers should not be required to pay for theimprudent choice
of falling to promptly comply with OPS:s corrective action order.

Please explain why setting the rates based on Olympic=sthroughput at full operating
pressure will operate as an incentive for Olympic to mor e expeditiously comply with
the OPS:=s safety requirements.

Olympic gpparently needs an economic incentive to more promptly comply with the OPS's
safety requirements and bring its system up to normal operating pressures. Olympic has
advanced adirect case which assumes that the OPS:s safety requirements may not befulfilled

until 2004--five years after the events resuting in the safety requirements being imposed on
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Olympic. This is a wholly unreasonable assumption under the circumstances, and seems
designed to ensure its rates are set based on artificialy constrained throughput levels.

Itisof notethat Olympic=s estimates of when the pressure restriction may belifted have
subgtantialy changed throughout the course of this proceeding. 1t origindly estimated it would
have the pressure redtriction lifted by 2003. Now, it is estimating that the pressure restriction
will not be removed until 2004 or possibly in 2005.

Allowing Olympic to recover its full revenue requirement a atificidly lowered
throughput levelswould remove any incentive Olympic may haveto comply with OPS s safety
requirements, at least during the period in which itsrates are contested. In short, Olympic has
no incentive to operate its system at normal throughput levels or a norma operating pressure
during the period in which its rates are in disoute. Olympic:s rates should be set based onits
throughput at norma operating pressures to provide along overdue incentive for Olympic to
fully and expeditioudy comply with OPS:s safety requirements.

Your second reason Olympic under stated throughput was that Olympic did not take
into consideration unusually high levels of down time. Please explain further.

One of themost important condtraintsto a pipeline=sthroughput during aparticular periodisthe
amount of downtime for the system. Olympic=sthroughput estimate aswell asitsrecent actua

throughput performance does not take into consideration what may be expected to be an

unusua and nonrepresentative amount of downtime for the system as the result of the historic

levels of capitd and magor maintenance projects Olympic has recently undertaken.
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Your third reason Olympic under stated thr oughput wasthat Olympic did not takeinto
consideration the additional throughput from the Bayview terminal. Please explain
further.

In 1998, Olympic had filed for and received afull rate increase which was dlowed to go into
effect without arate proceeding. Thebasisfor itsrateincrease wasits representationsthat the
increase was necessary to bring the Bayview termind on line. The Bayview termind is a
batching termina which, when operating, will dlow Olympic to increase throughput on the
pipeline system from 35-40,000 BPD®. Olympic has collected increased rates to reflect the
Bayview termina costs and has depreciated thistermind asthough thetermina werein service
for over three years.

It now is gpparent that the Bayview terminad was only subgtantiadly used as a batching
termind for a few months prior to the Whatcom Creek incident. It is very clear that the
Bayview termind isnot in servicetoday and has not beenin service sinceit was bypassed after
the Whatcom Creek incident.

Olympic has not advanced any reason which adequately explains why the Bayview

terminal continues to be out of service. Moreover, thereis no reason to believe the Bayview

Initsfiling to increase its rates to reflect the Bayview Termina cogts, Olympic stated that the
termina would enable to increase in throughput of 35-40,000 BPD.
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termina will continueto be out of service during the period in which therates at issue will bein
effect. Under these circumstances, thereisachoice. Either the Bayview termina should be
taken out of therate base becauseit isnot in service or the Bayview termina should be dlowed
to remain in the rate base and its represented throughput should be considered when setting
futurerates. My recommendationisto alow the Bayview termind to continue tobeindudedin
rate base and to aso include its represented throughput when setting future rates.

Y our fourth reason Olympic under stated throughput wasthat Olympicdid not takeinto
consderation the increased throughput resulting from Olympic:s new batching and
throughput control procedures, systems, and software. Please explain further.
Beginning in 2000, Olympic has implemented new batching and throughput management
procedures, systems, and software. The import of these new procedures is to enhance the
throughput capacity of Olympic=s system. In effect, Olympic is ableto run longer batches of
smilar productsthrough the pipdineto minimizetheinefficiencies associated with shifting among
batches.

Given the flaws you have pointed out in Olympics estimate of throughput, please
explain your recommendation as to how throughput should be determined for rate
setting purposes.

When filing for its rate increase for the Bayview terminal, Olympic represented that once the
Bayview termind was on line, its pipeine system would operate at 121,349,000 BPY or

332,500 BPD. Olympic=s representations are the most recent and only estimates as to
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Olympic=s throughput capacity with the Bayview termind in service and with the pipeine
operating at normal operating pressures.

Stated differently, the 121,349,000 BPY capacity isaso the throughput which Olympic
used when caculating its current find rates, the ratesit hasfiled to revisethroughitsratefilings
initiating this proceeding. In effect, Olympic is attempting to reduce the throughput underlying
itsown current fina ratesfrom 121,349,000 BPY to 105,897,000 BPY. Olympic hasnot met
its burden of proof necessary to establish that its proposed throughput is representative of its
likdy future throughput. Olympic=s attempt to reduce the throughput basis for its underlying
ratesby 15,452,000 BPY or gpproximately 13% in an attempt to justify its presently proposed
rates is smply unsupported by any reasonable estimate of the throughput likey to be
transported during the period in which the rates at issue will be in place.

It isimportant to note that Olympic=s representations asto itsown capacity underlying
its current find rates represent a minimum throughput leve for the Olympic pipdine sysem
during thefuture. | suggest thisisaminimum leve of throughput for thefully operationd system
because Olympic-s estimated throughput at thetime of its Bayview filingsdid not reflect severd
changes subsequent to thefiling that would increase Olympic=sthroughput capacity beyond the
represented level. To cite one example, Olympic has adopted new batching and throughput
control procedures, systems, and software. The effect of these changes has been to dlow
Olympic to operate with larger batches of smilar product and therefore attain higher levels of

throughput than under previous operating procedures.
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To cite asecond example, even though Olympic represented that the operation of the
Bayview termind would increase throughput 35-40,000 BPD, Olympic actualy only increased
throughput by approximately 13,000 BPD above the actua throughput for 1998 (the year
immediately prior to the time the termind was placed in service) when it established its current
find rates. Hence, once the Bayview termind is brought back on line, Olympic's throughput
may reasonably be expected to exceed the 121,349,000 barrel s| have recommend be used for
Setting rates.

CONCLUSION

Please state the conclusion you have reached.

Olympic-sdirect case does not support arateincrease. Olympic wantsitscost of serviceto be
based on one-time expenses when they may not be expected to recur, a very high leve of
equity when it hasno equity at al, ahypothetical caculation of deferred earningsfrom aperiod
when it actualy overcollected its return, a return for invesment when it never made the
investment, and throughput a artificidly constrained levelswhen it may be expected to operate
normaly inthefuture. Smply stated, Olympic should not be alowed, through any method, to
shift its prior ownership losses due to faled invesments, imprudent operations, and
extraordinary events onto its shippers through these various ratemaking contrivances.

Does this conclude your testimony?

Yes, it does.
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OLYMPIC PIPELINE COMPANY, INC. WUTC STAFF
Steven C. Marshall, Esg. Donald Trotter, Assistant Attorney General
Counsel for Olympic Pipe Line Company Counsel for Commission Staff
Perkins Coie LLP Attorney General-s Office
One Bellevue Center, Suite 1800 Utilities and Transportation Division
411-108" Ave. N.E. 1400 S. Evergreen Park Drive SW.
Bellevue, WA 98004-5584 P.O. Box 40128

Olympia, WA 98504-0128
William H. Beaver, Esq.
Counsel for Olympic Pipe Line Company TOSCO CORPORATION
Karr Tuttle Campbell Edward A. Finklea, Esg.
1201 Third Avenue, Suite 2900 Counsel for Tosco Corporation
Sesttle, WA 98101 Energy Advocates LLP

526 N.W. 18" Avenue
Portland, OR 97209-2220

Elaine Houchen



Exhibit No. (JFB-1T)
Docket No. TO-011472
Witness. John F. Brown

BEFORE THE WASHINGTON UTILITIESAND
TRANSPORTATION COMMISSION

WASHINGTON UTILITIESAND )
TRANSPORTATION COMMISSION )
) DOCKET NO. TO-011472
Complainant, )
V. )

OLYMPIC PIPE LINE COMPANY, INC.)

Respondent. )

GENERAL RATE CASE

Prepared Direct and Answering Testimony of

JOHN F. BROWN
Brown, Williams, Moorhead & Quinn, Inc.

on Behalf of Intervenor
Tesoro Refining and M arketing Company

May 13, 2002



VI.

VII.

Exhibit No. (JFB-1T)
Docket No. TO-011472

Pagei
TABLE OF CONTENTS
TO
PREPARED DIRECT AND ANSWERING
TESTIMONY OF JOHN F. BROWN

INTRODUCGCTION ... .ot n e nn e nne e 1
PURPOSE OF TESTIMONY ...t 2
SUMMARY OF TESTIMONY ... 2
REGULATORY STANDARDS.........ooooiiieie s 6
A. PROPER RATE FILING ... oo 6
B. JUST AND REASONABLE RATES ... 7
C. BURDEN OF PROOF-........cccoiiiierieeeesie e sne e nneens 10
OLYMPIC:SRATE FILINGS.....c.eei e 11
OLYMPIC:SRATES.....c e e 15
A. RATE BASE METHODOLOGY .......ooiiieiiieieesee e 18
B. RATE BASE ...t 34
C. RETURN ON RATE BASE ... 35
D. OPERATING COSTS ... 37
E THROUGHPUT ... e 50
CONCLUSION. ...t r e sn e sn e nne e nnneenne e s 60

Appendix A: Resume



