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PROCEEDI NGS

JUDGE WALLI'S: Let's be on the record,
pl ease, for our Thursday, July 11 session in the matter
of Conmi ssion Docket TO-011472. | will acknow edge for
the record recei pt of reduced copies of Exhibit 1708,
the chart, in conjunction with the testinmony of M. Fox,
and have noted recei pt of that docunent.

When we concluded yesterday, we were engaged
in the cross-exam nation of Staff w tness, M. Elgin.

M . Beaver, are you ready to continue?

MR BEAVER: | am

JUDGE WALLI'S: Pl ease do.

MR. BEAVER: Initially in an effort to reduce
the anount of time that I'mgoing to take, | thought
that rather than go through some points in the
deposition, which is Exhibit 2113, | would just at this
poi nt of fer Exhibit 2113.

MR. BRENA: And, Your Honor, of course that
is Tesoro's cross-exam nation exhibit. | have discussed
this with M. Beaver and have no objection to him
offering it.

JUDGE WALLIS: Is there any objection to
recei pt of the docunent?

MR. FI NKLEA: No objection.

JUDGE WALLIS: Let the record show that there
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is no objection, and Exhibit 2113 is received.

Wher eupon,
KENNETH L. ELG N,
havi ng been previously duly sworn, was called as a
wi tness herein and was exam ned and testified as
fol | ows:
CROSS- EXAMI NATI ON
BY MR BEAVER

Q M. Elgin, we left off last night, | think we
agreed that from 1990 to 1998 A ynpic paid out 76% of
its net incone to its owners in the form of dividends;
is that correct? That's on Exhibit 2116.

A. Yes, | agreed that the math was correct.

Q And from 1996 through 1998, they paid out
approximately 44% is that correct?

A Yes, again the math is correct.

Q And from 1996 through 1998 al one, that neant
that O ynpic retained $11 MIlion in earnings; is that
correct?

A | assune that that -- | will accept that
nunber subject to check

Q Ckay. And if | would have included 1999 in
nmy cal cul ation, the percent paid out actually would have

been | ess, because A ynpic actually had earnings in
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1999, correct?
A Yes, it had | ess earnings. At the sane token

t hough, that's -- would be again weighted by the fact

that -- the cal cul ated payout ratio would be wei ghted by
the fact that the payout -- dividend payout ratio was
zero for that year. It paid out no -- O ynpic paid out

no divi dends.
Q Correct. In other words, the earnings that

it had in 1999 were retai ned?

A Yes.
Q Can you tell me what happened to this $11
MIlion in net earnings that O ynpic retained as

earni ngs, and essentially what I'mgetting at is did
t hat becone equity?

A. Yes, it's -- it's retained earnings, and
retai ned earnings is a conponent of sharehol ders' equity
when you cal cul ate book equity, so it's a conponent of
equity. To the extent that there were no other -- if
there was negative equity and you retain -- and then you
all of a sudden had retained earnings, that would, you
know, act to offset that. But in this circunstance in
1999, that would have added to equity.

Q And the sanme is true with the retained
earnings from 1996 through 1998, correct?

A That's correct.
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Q And obviously the same woul d have been true
for all the retained earnings since 1990, in other
words, that would have been equity into O ynpic?

A Yes, that is what the dividend policy is al
about. Once a conpany has earnings, the board of
directors have two options. They can pay the earnings
out in dividends, or they can elect to retain their
earnings for investment in the future, whether it be
buyi ng anot her conpany, investing in new facilities, in
new capital projects. It's retained earnings, and the
board has elected to retain the noney and invest it for
the benefit of shareholders in lieu of giving it back to
sharehol ders in the form of dividends, and then the
sharehol ders then in turn reinvest that or do whatever
they would like with those dividends.

Q Now do you agree that the vast mmjority of
the expenses that O ynpic incurred with regard to Cross
Cascades and Bayvi ew were from 1996 through 19987

A. I have not studied the specifics. | can't

answer that.

Q | take it you don't have any information
suggesting that what | just said is incorrect?

A No, | don't.

Q And do you know whet her the reason that the

A ynpic board decided to retain the $11 MIlion in
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1 earnings from 1996 to 1998 was because of the Bayvi ew
2 and Cross Cascades projects?
3 A I think the best way to answer that woul d be
4 to I ook at Exhibit 21 fromthe interimcase. And it's
5 my understanding that that is precisely why the conpany
6 chose to retain the earnings was that one of the owner
7 -- one of the owners at that tine felt that it was no
8 | onger prudent to continue to pay out virtually all of

9 the earnings in dividends due to the conpany's

10 i nvestment in Bayview and prospect for substantia
11 i nvestment in Cross Cascades.
12 Q So in other words, those two projects, in

13 fact, were not funded exclusively with debt?

14 A. Well, again, it -- you have to | ook at al

15 the projects and all the sources of capital. But again,
16 the choice was to retain some earnings, but at the sane

17 time the conmpany did have to acknow edge that part of

18 its capital expenditures that it foresaw in the next few
19 years were for investnents in Bayview and Cross Cascades
20 and that they would need both equity and additional debt
21 to finance those projects. And | believe it's

22 consistent with the testinony that | have offered that a
23 prudent financial policy would be to have both equity

24 and debt supporting the new investnents.

25 Q And t hat apparently is exactly what happened,
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correct?
A Well, it's a matter of degree.
Q Do you know the purpose of the Chase |oan?
A Well, under the state's public -- | don't
know the specific purpose. | can say that the Chase

| oan, there's three purposes for which under the state's

public -- well, I will -- no, | don't know the
speci fics.
Q And do you know the purpose of the Prudentia

| oan that we have heard about?

A The specific purpose, no.

Q Do you know i f either of those | oans were
designed to pay sone of the expenses for either Cross
Cascades or Bayview or both?

A. Well, again, the capital -- the capita
budgeti ng process, you identify projects, and then the
financing decision is independent of the projects. So
the way -- the way capital budgeting works is you
identify projects, and then the conpany goes and secures
the capital in a balanced and reasonabl e nanner that
woul d mininmze the cost of capital and mexini ze the
value to the firm and so the decisions are independent.
You deci de how you want to invest the noney, and then
you go and say how am | going to secure the noney. So

they -- to the extent that they -- there's a nmatching on
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t he bal ance sheet, the capital budgeting process doesn't
say |'mspecifically going to identify projects and fund
it exclusively with this security. That's ny
under st andi ng of the process.

Q Do you know how t he 44% di vi dend payout t hat
O ynpic had from 1996 t hrough 1998 conpared to the
i ndustry norm that is the pipeline industry norm in
this country?

A Well, that -- M. -- | think | will correct
you here -- that is a misnoner. | agreed with the math,
but to say that the dividend payout ratio for that three
year period is an incorrect statenment. Your math is
correct, that if you take the total earnings for those
three periods and conpare that to the total dividends
paid in those three periods you get 44%

Q But - -

A But just -- I'mnot finished. But to say
that it is a 44% payout ratio, that is incorrect. The
concept of payout ratio is related exclusively to the
year in which earnings are identified and the board's
decision to deal with earnings in that specific year
So that you can do the math the way you did, but you can
not say that the conpany had a 44% payout rati o.

Q Do you know what the industry normas far as

di vi dend payout ratios was in the pipeline industry from
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1996 to 1998?

A Again, the industry norm would be cal cul ated
on a yearly basis, and it would be nmy recollectionis if
-- if there were an industry norm you would -- you
woul d say we would | ook at those five limted
partnershi ps, and the payout ratios for those conpanies
woul d be | think we established that it was -- ranged
from70%to 105% However, | also noted that those
limted partnerships, the payout ratio was unique in the
respect that it was not only a payout of earnings but
also a return of capital

Q M. Elgin, do you know what the typica
di vi dend payout rate is for utilities regulated by this
Conmi ssi on?

A. 60% to 70% and again, that would be on an
annual basis, the annual earnings. And then the board
woul d pay generally 60%to 70% of those earnings out in
di vidends. That's the, for regulated utilities in the
energy industry in particular since they're highly
capital intensive, that would be kind of the industry
norm

Q Do you still have Exhibit 2116 in front of
you?

A One nonent, please.

Yes, | have that now.
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Q Wul d you agree that the equity ratio of
O ynpic from 1990 to 1998, the last full year before the
1999 accident, actually went from9%in 1990 to

essentially 20%in 1998?

A Yes.

Q And - -

A That is the way you have cal cul ated on this
exhi bit.

Q Well, do you have any reason to believe that
that -- you have to understand, | did the calculation
and |'mnot, you know, an accountant. | nean | was a

bi ol ogist, now|l'ma lawer. But | nean to ne it seened
like a pretty sinple calculation, so do you have any
reason to believe that that nunmber is inaccurate?

A. Well, again, no, | don't, but | would note
that | calculated it a little bit differently because
was | ooking at in my Exhibit 2102, 2102-R, is that it
did increase from 1990 from about 8.4%to 16% and
cal cul ated that on the basis of the ampunt of book
equity conpared to the property in service. So there's
probably a little difference, and it's the way it's
cal cul ated based on -- | would assunme that this
cal culation, and to explain the difference, is this is
based on the total debt and equity, and so this is

equity to the sumof equity and debt, whereas ny
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calculation in 2102 is the ampbunt of equity as related
to property. So there's a slight difference, but
depends on how one wants to calculate equity ratio.

Q And your 16.2% was actually the 1999 number;
is that correct?

A Yes.

Q And do you know i f that nunmber was actually
i npacted by either the Whatcom Creek incident or the

seam failure in Septenber?

A. Well, that nunber -- in 1999, the conpany
still had net incone, so | would expect as | look at it
t hat number changed primarily because of the -- | can't

tell fromlooking at 2102 what caused that, but there --
all |1 can say is there was sone equity, but that --

those two nunbers are not materially different.

Q Do you nean my nunber and your nunber?
No.
Q Okay. Do you know how it is that the equity

ratio from 1990 through 1998 essentially doubl ed?

A That arithnetic woul d be correct, from
roughly 9% to 18% i s doubling.

Q Ri ght, but I'm wondering if you know how or
why it doubl ed.

A Yes, | can explain that from Exhi bit 2102,

and that's because in 1998 the conpany elected to retain
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its earnings and not pay a dividend. | should say the
board el ected, not the conpany.

Q So in other words, it was because of retained
earnings that the equity ratio went up?

A Yes.

Q I would Iike to explore a little bit with you
what woul d have happened if O ynpic during the 1990
t hrough 1998 period would have paid out let's say 50% of
its earnings in dividends and retained 50% which as |
understand from your testinmony a mnute ago woul d be
actually nore conservative than the typical entity that

this Comm ssion regul ates, okay?

A | have that assunption in mnd.
Q And if you |l ook at 2116, what was the dollar
anount that equated to the al nbst 20% equity? | think

if you look it's about $15.1 MIIion.

A In '98, correct.

Q Sois it --

A That's what 2116 --

Q Ri ght .

A Ri ght .

Q So I"massunming that if you doubled the

equity ratio to 40% it would be, what, $30.2 MIlion;
is that correct?

A That math works, yes.
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Q So a difference of essentially $15.1 M1 Iion,
that's what we're tal king about?

A Yes.

Q Now i f you also |l ook at the earnings versus
di vidends from 1990 t hrough 1998, if you change the
payout rate for that entire period from76% which is
what it was, to 50% can you tell nme what the difference
in the retai ned earni ngs would have been? And | think
if you do the math, it will cone out to al nost exactly
$18 M1 1ion.

A I will accept that subject to check, but that
does -- that hol ds everything el se constant, so you're
| ooking at just the change in retention, but you have to
look at it in conbination of what was happening to the
conpany at the time. And the conpany at the tine
t hrough that period, you will see that there was a three
fold increase in property in service. So | agree with
your math that if you look at it with those narrow
assunptions in mnd, | will accept that math subject to
check. But | would say that froma prudent financial
policy, you also have to | ook at what was happeni ng and
what were the company's total needs for capital over the
sane time period, and you will see, as | said, there was
over alnost a tripling of the ambunt of property in

servi ce.
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Q And, M. Elgin, I"'msinply trying to find out
what woul d have happened if O ynpic woul d have retained
50% not 24% of its earning from 1990 through 1998.

And again, we're talking about an $18 MIIion

difference; is that correct?

A. Under those -- under those narrow
hypot heticals, | will accept your nath.
Q And if that $18 MIIlion had been retained by

O ynpic during that period, its equity ratio would have

been sonewhere between 40% and 50% is that correct?

A No, it's not correct.
Q Why is that not correct?
A Because of the offsetting factors to the

conpany's property accounts and the amobunt of debt that
it issued at the tine.

Q Well, in 1998, if you would have added j ust
$18 MIlion to its equity, we have already established
that $15 MIlion would bring it up to 40% so |I'm
assum ng that 18%or $18 MIIlion would bring it to sone
poi nt above 40%

A No, if you look at 1998, look at -- |ook at
-- do not |ook at 2116, because that does not have
conplete information. If you |look at 2102, you will see
that if you add $18 M IIlion of equity under your

hypot heti cal, you get --
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CHAIl RWOMVAN SHOWALTER: M. Elgin, can you
just work, I'"'mstruggling very hard to follow this, can
you point to what columm, that is what year and what
rows you are talking about. | knowit's just second
nature to you, but it really isn't to us.

THE W TNESS: | apol ogi ze, thank you for
hel ping me with that.

A If you |l ook at the colum that's on the top
it says 98.

BY MR. BEAVER

Q And there's an equity line on that, right?
A Yes, one thing at a tinme, please.

Q Ch.

A And if the -- in that colum, the fourth

nunber down is equity.

Q Okay.

A And that says $15 MIIion.

Q Okay.

A If you add $18 MIlion to that, you get $33

MIlion. Now the next two nunbers above that equity
nunber is the anount of short-term debt outstanding and
the amount of long-termdebt. And in 1998, there was
approximately $61 MIlion in total debt. So if you add
18 and 15 you get 33, and 33 plus 60 is approximtely

90, so 33 over 90 would be approximately a 30% equity
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ratio. O | can do the specific maths, but it wouldn't

-- it would be approximting 40, but noving towards 40.

Q Okay. In other words, it would be close to
409®

A Yes.

Q Okay. | hate to ask you this, but how did

you cal cul ate your equity ratio, the 17.40% which |I'm
assum ng is based upon the $15 MIlion in equity in
1998?

A. Yes, and divide that into the property, and
you get 17.4%

Q Okay.

A So the fourth nunber divided by the first
nunmber equals the very |last percent nunber in that
col um.

Q Okay. And apparently based upon the
testi mony you have given earlier, there are other ways
to calculate equity ratios such as the way | did it on
2116, which provides a slightly different nunber. 1It's

very close, but it's slightly different; is that

correct?
A That's correct.
Q Ckay. And dependi ng upon whi ch net hodol ogy

you use, apparently adding this $18 MIlion gives you a

nunber that's either close to 40 or a nunber that's
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going to be probably closer to 44%

A | don't know that. All |I'msaying is that
the reason why | calculated it this way was it's
consistent with my testinony regarding the principle
that | was trying to focus on, and that is the
connection between the bal ance sheet and the capital on
the liabilities, the equity and the debt, as it's
related to useful property for service. |n other words,
there has to be a connection, and that was the principle
I was trying to focus on, and that's why | calculated it
this way. So that this is the nunber, this is the
anount of equity as it relates to the book investnent on
t he conpany's bal ance sheet and net carrier property,
and that's why | did it that way.

Q And, M. Elgin, | think on page 17, lines 19
t hrough 22 of your testinony, you were suggesting --

A One nonent, please, may | get there.

Q Sorry about that.

CHAl RMOVAN SHOMALTER: What page?

Q It's page 17, lines 19 through 22.
A Yes.
Q You apparently are suggesting that your

recomendati on woul d have been that O ynpic have an
equity ratio of sonewhere between 40% and 50% is that

correct, prior to June 10, 19997
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A Yes.
Q Do you know how nmuch noney O ynpic has had to

borrow si nce 1998?

A Yes, it's $53 MIlion to $54 MIlion is the
nunmber, | believe.
Q So substantially above what ever nunber woul d

have been required to get Aynpic's equity ratio from
the approximately 20% it was in 1998 to 40% correct?

A Well, that math works, but again | would
refer you to Exhibit 2102, and had the conpany put in
equity, and again equity can conme fromretained earnings
or additional nmoneys supplied by the owners, if you | ook
-- turn to 2102 and you |l ook at the sum figure in 2000,
so the $53 MIlion represents the anpunt of noney
borrowed, if you | ook at the property nunber, the very
top nunber in the colum | abel ed 2000, you will see $97
MIlion. And so had there been approximately 50%
equity, there would have been, oh, about $44 MIlion
$43 1/2 MIlion in book equity on the bal ance sheet. So
my point is that it would have provi ded the necessary
cushion and -- but that's not to say that investors
gi ven the circunstances of the Watcom Creek incident
woul d have not had to provide even additional equity to
mai ntai n a bal anced capital structure.

Q I think | was trying to find out just what --
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how much nore noney O ynpic had to borrow than this
additional equity to get the equity ratio to 40% and as
| understand it, it would be substantially above that
nunber under either your cal cul ati on or m ne?

MR, TROTTER: Can we have the question read
back, | think he said anpunts of noney O ynpic woul d
have to borrow to have equity ratio, and that didn't
make sense to me. Could we have the question read back.

A Yeah, that's what confused me as well.

Q Sure. 1'masking you to assune that O ynpic
had an equity ratio of 40%in 1998, not the
approximately 20% that it had.

A | have that assunption in mnd.

Q And I'"'mtrying to find out fromyou how nuch
nore noney than that, that additional equity, that it
woul d have had to have had to get up to 40% it had to

borrow after 1998?

A Wel |, again, that's why |I'm having trouble.
If you -- you don't borrow equity.
Q | understand that. |'m asking you to assune

that it had an additional amunt of equity to get the
conmpany fromits 20% equity ratio to 40%in 1998, which
under either your calculation or mne is either going to
be somewhere around $15 MIlion or $20 MIIion.

A Well, let's do it this way. 40% of $87
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MIllion is $34.8 MIlion, and the conpany had equity of

$15 MIlion, $15.1 MI1lion.

Q So ny guess of 20 was cl ose?
A $20 MIlion, yes.
Q And how much nore than $20 M I1ion has

O ynpi c borrowed since 1998?

A Well, it's 53 minus 20 is $33 MIIion.
Q Ri ght .
A I think that's the math you wanted me to do.

MR. BEAVER: Thank you.

EXAMI NATI ON
BY CHAI RWOVAN SHOWALTER:

Q I just can't resist a foll owup question at
this point, because |I'mjust wondering if everybody is
on the sane page. But if you begin at a certain point,
let's say 40% equity, and then you borrow another $50
MIlion, don't you i mediately at that point change your
equity ratio?

A Yes.

Q In other words, in order to maintain the same
equity ratio, you couldn't sinply borrow, you would have
to also put in sone nore equity if you wanted to
mai ntain the sanme ratio?

A Correct. That -- I'manswering his
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hypot heticals in the narrow sense that he's posing those
qguestions, Madam Chai rwonman, and you are correct that
that is one of the financing decisions. You have the
nmoney that you need, and now you choose, and if you
choose to finance with debt, that reduces equity rati o,
all else being equal

CHAl RWNOVAN SHOWALTER:  Ckay.

CROSS- EXAMI NATI ON
BY MR BEAVER
Q M. Elgin, could you turn to page 5, lines 3

through 5 of your testinony.

A One nonent, please.
| have that.
Q And I"'mtrying to figure out from your

testinony, are you suggesting that O ynpic should not

have invested in Bayview or Cross Cascades?

A No. Again, that question is just a statenent
of fact. There's nothing to say that -- nothing about
whet her they should or should not have. |It's just

nerely to say what the conpany did.

Q | understand that. Just so | understand your
testi nony, you are not suggesting that it was sonmehow
i mprudent for A ynpic to invest in either project

when - -
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A No.

Q -- those decisions were made; is that
correct?

A I"msorry to interrupt your question. The

answer i s no.

Q Do you believe that a public service entity
ever has an obligation to expand its service to neet the
growi ng demands of its custoners?

A Yeah, | believe they do have that obligation.

Q Do you know i f that potential obligation was
considered by Staff with regard to its recommendation to
t he Commi ssion here in this matter?

A Well, it was considered in the sense that
nobody made any representations in any of the neetings
that we woul d take on the question of prudence with
respect to the conpany's investnments in facilities, so
it was an inplied kind of assunption that we all were
wor ki ng on that the question of prudence was not to be
rai sed.

Q Do you know i f the refining capacity of the
four refineries that are served by O ynpic's pipeline

has actually increased since 1990?

A I don't know.
Q Is that an issue that in your mnd is at al
rel evant ?
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A. Well, again, it would be relevant in the
sense that to the extent that the conpany nmde
i nvestments to expand the capacity and hence increase
t he throughput because of expanded capacity at the
refineries, that would be an issue as to whether or not
-- | nean that would be a factor to eval uate regarding
the prudence of investnments | think is the best way to
answer your question.

Q And do you know if the demand for petrol eum
products in Western Washi ngton has actually increased
since 19907

A | don't -- based on the growth in Washi ngton
in terms of general freeways and what know edge,
anecdotal know edge, | would assune that there would be
a connection and a correlation between growh in
Washi ngton and the demand for petrol eum products.

Q And that again also mght be an inportant
i ssue when determ ning whether an entity like O ynpic
should try to expand its service?

A Correct.

Q And what about the demand for petrol eum
products in Eastern WAashington, do you know if that has
i ncreased since 19907

A I would give you the sane answer as | did

bef ore.
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Q Do you know the percent of the production of
the four refineries served by Aynpic's pipeline that
was transported by O ynpic prior to June 10, 1999?

A | don't know.

Q Is that an inportant consideration at all in
evaluating O ynpic's investnent decisions?

A Yes.

Q You woul d agree, wouldn't you, that a
substantial percent of the production of the four
refineries served by Qynpic are actually or is actually
transported by barge and tanker truck?

A | don't know.

Q Assunming that it is, do you believe there's a
benefit to the state of Washington to actually increase
the capacity of AQynpic's systemto reduce
transportation by barge and tanker truck?

A You asked ne yesterday eveni ng about ny
general research in pipeline industry, and I -- ny
opinion is that transporting products via a pipeline is
the preferable nethod based on many factors. But as |
-- the research | did led ne to believe that in general
transportation through pipelines is the preferable
met hod.

Q And we're in 100% agreenent there.

As far as safety goes, fromwhat you read,
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1 you woul d agree that transporting by pipeline is

2 generally the safest way to transport product?

3 A Absol utel y.

4 Q Do you know i f the shippers supported Cross

5 Cascades?

6 A. | don't know.
7 Q Do you know - -
8 A I have heard representations that the

9 shi ppers have supported Cross Cascades, but | have not
10 done an independent study with respect to that issue.
11 Q Do you know i f the shippers supported
12 Bayvi ew?

13 MR. BRENA: At this point, | think I wll
14 object. The witness indicated that this is, well, that

15 this is beyond the scope of his testinony.

16 MR, TROTTER: Your Honor, | was about to step
17 in here, this does seemto be beyond the scope, but if
18 counsel can show us contrary, then I'm-- |'m open

19 m nded on the subject.

20 MR, BRENA: And just to suppl enent that

21 objection slightly, he's indicated that Staff didn't
22 take a position with regard to prudence on these

23 i nvestnments. His testinony goes to the way that they
24 chose to finance. So we're going through an entire

25 prudence |ine of cross when he has already stated nore
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than five mnutes ago that Staff is not taking a
position on it, and neither did he.

JUDGE WALLIS: M. Beaver.

MR. BEAVER: Well, on page 5, | nean there's
a substantial amount of testinony about Bayvi ew and
Cross Cascades with representation that, at |east as |
interpreted this, that these were -- substantial sums
were invested in these facilities that failed to deliver
any revenues. O course, Cross Cascades has been
elimnated fromthis case, and Staff is attenpting to
dramatically essentially adversely inpact O ynpic by
treating the Bayview investnment differently than we feel
it should be treated. And | think it's appropriate for
me to explore a little bit about Staff's know edge of
the facts surrounding O ynpic's decision to build
Bayvi ew.

MR, TROTTER: Your Honor, | think the witness
for that is M. Colbo, he's the one that sponsored the
Staff treatnment of this. Al M. Elginis doing in his
testinony is pointing out that part of the, in response
to, of course, the Commission's order in interimrelief,
where it addressed several -- raised several issues,
what are the causes of -- sonme of the causes of
A ynpic's current financial position, and he's just

tal ki ng about here the Bayvi ew terninal was bypassed,
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they invested a lot of noney init, and it's not
produci ng revenues right now, and that's contributing to
their financial problens. | nean that's the scope, as |
understand it, of his testinony.

MR, BRENA: And | agree with that, and
woul d add that the basis for Staff's recomrendati on has
nothing to do with the Iine of questions that he's
asking. It's either used or useful, and it's available
for service or it's not. That's the reason that Staff
is recomending the shift that it did. It has nothing
to do with prudency. It's either in use or it's not.

MR. BEAVER: Could | respond just briefly. |
think we're getting to a legal issue. I'mtrying to get
into the record certain facts that allow us to argue the
case as we want to argue it. And we have actually spent
nore tinme discussing this than my two questions were
going to take up

JUDGE WALLIS: So with that representation,
we will overrule the objections and allow himthe
guesti ons.
BY MR BEAVER

Q And, M. Elgin, | think nmy question was

si nply whether you know if O ynpic shippers supported
Bayvi ew.

A I don't know. | have heard representations
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to that effect.
Q Do you know when the final hearing on the

approval of the Cross Cascades pipeline was set to

begi n?

A I can't -- | did know, | can't renenber it
ri ght now.

Q Subj ect to check, will you accept June 11,

1999, as that date?

A Yes.

Q Do you have any reason to believe that it was
not a prudent decision by O ynpic given what happened on
June 10, 1999, and what happened in Septenber 1999 to
post pone the Cross Cascades project?

MR, TROTTER:  Your Honor, | guess | will
object. This is beyond the scope or |acks foundation.
I don't know if he has an opinion one way or the other
and just to ask one side of that question is unfair. So
I will object on the basis of |ack of foundation since

Staff is not exam ning or taking a stance on the

position of prudence of Cross Cascades. |It's not
rel evant.

MR. BRENA: | would like to also join in the
obj ection, but for different reasons. | didn't object

to the first 10 or 15 questions on this line, and

t hought he had 1 or 2 nore, and now he's up to 4 or 5
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and with no end in sight. So he's perfectly willing to
expl ore whatever facts he thinks explore -- supports his
case so long as it's within the scope of this witness's
testi mony, and this has not been for sone tine.

MR, BEAVER: Could I respond. Wen we just
had this discussion about the |ast objection, | said
had two questions, this is actually the second question,
this is ny last question, and this actually is a
gquestion that | think relates to a coment that
M. Elgin made | ast night about his belief that it is
i mprudent to wite off Cross Cascades. |'mtrying to
find out what information he actually knows about the
Cross Cascades project, and | am actually going to be
asking later on sonme questions that relate to that
comment that he made last night. And to nme at |east,
this information is inportant.

JUDGE WALLIS: The objection is overruled.

A Woul d you pl ease repeat the question, so
make sure | have it in mnd
BY MR. BEAVER

Q Do you have any reason to believe that it was
not a prudent decision on the part of Aynpic to
post pone the Cross Cascades project after what happened
on June 10, 1999, again given that the hearing was to

begin the next day, and al so what happened in Septenber
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of 1999?

A I have no opinion about that. However, | do
have a coment as to tie this back to ny testinony is
t hat gi ven what happened in 1999, froma financing
perspective, what woul d have been prudent woul d have
been for the conpany to put in equity to represent its
i nvestnment in the Cross Cascades pipeline, in other
words, not to issue additional debt. That's the inport
of nmy testinony. It's got nothing to do -- the
i nvest ment decision and the financing decisions are
i ndependent, and ny testinony is related to how they
chose to finance, not whether they those to invest.

MR. BEAVER:  Your Honor, | don't believe that
has anything to do with the question that | actually
asked, and | would nove to strike it as nonresponsive.

JUDGE WALLIS: MWell, | think it does relate
to the question, and the notion to strike is denied.

BY MR. BEAVER
Q M. Elgin, I'"'massun ng that you're
suggesting that by the conpany you nean sonmebody ot her

than A ynpic?

A A ynpic's board.
Q Aynpic's board was to put in nore equity?
A A ynpic's board shoul d have taken what

actions necessary to finance its operations in a
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reasonabl e manner. And once the events of Whatcom Creek
occurred and it was |ooking at the need to restore the
pipeline in light of the prior investnment decisions, it
needed to at that point make a deternination that the
proper way to finance this conpany would be to invest
equity and to build up the equity ratio on the bal ance
sheet in order to restore the operations of the pipeline
after the explosion. That's my testinony.

Q M. Elgin, the board of O ynpic obviously
doesn't have any equity, correct? | assune you're
tal ki ng about sonebody el se outside the conpany
i nvesting equity in this conpany?

A Well, yeah, the owners, but the -- Oynpic's
board is responsible for taking the reconmendation to
the owners and saying we need equity in this conpany.

That's the way | understand how the financing decisions

and the -- are nade with respect to this conpany.
Q And if the owners say, well, we don't think
that's a great idea fromour standpoint, but we'll |oan

you a heck of a |l ot of nbney and not nmake you pay any
interest or principal, what's the conpany supposed to
do?

MR, BRENA: (bj ection.

MR, BEAVER: | will withdraw the question

BY MR. BEAVER
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Q M. Elgin, I want you to assunme that a
conpany has on its books an asset, and it's eval uated
what is on its books as far as the value of the asset,
and it has concluded that that value is not accurate and
that --

A | have that --

Q -- and that inreality the value is a heck of

a lot |ess.

A I have that in mnd.

Q What in your mind is the conpany supposed to
do?

A At that point, it has two options. [t can

choose to determ ne what woul d be necessary to nake the
asset valuable, in other words what additiona
investment. It's a sunk cost, but at that point the
capi tal budgeting decision is what increnenta
i nvestment is necessary, and what would be the interna
rate of return or the net present value of that
investment. And if it turns out that that does not neet
the hurdle rate, then the conmpany in ny estimtion
shoul d di spose of the asset.

Q Actually, | probably m sstated ny question
I"'mtrying to find out froman accounting standpoint.
Let's say you're sonebody who is | ooking at the books,

and you see a nunber for an asset, and you don't believe
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it's accurate. Just from an accounting standpoint, I'm
not asking from a nmanagenent standpoint. Because as |
understand it, you have never nmanaged a pipeline, you

have never been involved in pipeline operations,

correct?
A. No, but | am an expert in capital budgeting.
Q So what I'mtrying to find out is if you have

an opinion or if you know just from an accounting
standpoi nt, you know, what should a conpany do with
regard to the nunber on its books if it concludes that
it's got an asset whose nunber is grossly inflated?

A And t he accounting entry is derived fromthe
management deci sion regarding the econom ¢ val ue of the
asset, so that the accounting nerely records the
deci sions of the managenment with respect to that asset.
So accounting foll ows what specific managenent deci sions
were made with respect to that asset, and that is al
tied to the capital budgeting process.

Q And i f managenent says there's no way that
we're going to be able to get the kind of value out of
this asset that's on our books, |I mean what is the
conmpany supposed to do with regard to the nunmber on the
books?

A The nunber on the books reflects the decision

maki ng of the managenent. |f the nanagenent chooses to
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sell the asset and it sells the asset, it gets the cash,
and now the accounting follows -- the accounting
descri bes the action of the conpany. That's what
accounting is. |It's a description of the actions of the

managenent of the conpany.

Q So if we assune that we have an asset let's
say that's $10 MIIlion on the books, and management says
it's worthless, we can't even sell it, and we can't use

it, and it tells its accountants that, what are the

accountants supposed to do with that nunber, that $10

M1 1ion nunber?

A The accountants are supposed to renove it
from the bal ance sheet, and that renoval wll reflect
that period's earnings, and there's the -- that's the

connection between the income statenent and the bal ance
sheet. So when the decision is nade to renmove the
asset, that $10 MIIlion goes to the conpany's earnings
in that year. So to the extent that the conpany had $20
MIllion of earnings and it wote off a $10 MIlion
asset, so now the asset side of the bal ance sheet is
reduced by $10 MIlion, you also through the inconme
statement, because the incone goes to retained earnings,
you have to now renmove the $10 MIlion fromthat year's
earnings. And if there isn't $10 MIlion in earnings

that year, now that $10 MIlion reduces the owners
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equity investnent.

That's the accounting, and that's the
connecti on between the accounting transactions and the
di scl osure of the financial statenents on -- for public
account -- either whether it's public accounting
purposes or for this conpany FERC Form 6. That is the
accounting description of the actions of the nanagenent
and the inpact on the owners of the conpany.

Q Okay. Have you reviewed all the materials
that O ynpic provided in response to discovery
concerning the Bayview terninal ?

A I"'mhesitant to say all the materials. |
have revi ewed some materials.

Q Have you revi ewed enough materials to know
that the purpose of building the Bayview term nal was to
i mprove the utilization of Aynpic's main |ine and
achi eve greater total annual throughput?

A That' s my understandi ng of the purpose.

Q And woul d you agree that the Watcom Creek
i ncident and the Septenber 1999 hyper test failure where
an ERWseam failed continued -- and as a result our
pressure was limted to 80% on the entire system has
del ayed A ynpic's ability to fully acconplish its
original objective with the Bayview term nal ?

A I don't have that understanding. | can't
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speak to that. | wish | could, but | have not done a
study to speak to it fully.

Q So you don't know one way or the other?

A I have sonme understandi ng but not to the
extent that | would be able to testify today.

Q Were you here when M. Talley testified as to
all the uses that the Bayview termnal is currently
bei ng used for?

A Yes.

Q Coul d you turn to page 5 of your testinony,
lines 15 through 18.

A Yes, | have that.

Q And you state the company, excuse ne:

Fol | owi ng t he Whatcom Creek expl osion,
the conpany issued additional debt to
pay operating expenses.
Do you see that?
A Yes.
Q Now al |l of the loans that QO ynpic obtained

did not go to sinply pay operating expenses, did they?

A No, but --

Q Did you -- oh, I'"'msorry.

A. Yeah, so -- I'msorry, go ahead.

Q Do you know how nmuch of those | oans was

actually used to pay capital expenses?
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1 A. Yeah, | could probably figure that out for
2 you if you would like. G ve ne one second, please.
3 Q I think | have heard testinony it was |ike

4 $36 MI1ion.

5 A. That number is about right, yes. For

6 purposes of this cross, | think we can use that nunber.
7 Q Okay.

8 A And that's not just in one year, that's over

9 a period of time. That's between the point of the
10 expl osion and | guess the end of 2000 I think was what

11 t hat nunber represented.

12 Q Okay. And you indicate that:

13 I ssuing this additional debt conpounded

14 the effects of its prior aggressive

15 financial policies.

16 And |' m assum ng based on your testinony that

17 what you're referring to as far as financial policies
18 related to the funding of the Cross Cascades and Bayvi ew
19 projects and this dividend payout that you have been

20 tal ki ng about?

21 A | was going to refer, if you will give me a
22 monment, | will refer you to a specific citation place in
23 my testinmony. It would be on page 4, line 19. It's a

24 conmbi nation of three factors, the dividend policy, its

25 i nvestment decisions, and its decisions with respect to



4874

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

fi nanci ng.
Q And those investnent decisions | assume are
Bayvi ew and Cross Cascades. | mean isn't that what you

have been tal ki ng about ?

A. Wel |, those are the two nmjor components. In
the next page, page 5, line 6, | note that the total
expenditures were $65 1/2 MI1lion on new construction,

so there was an additional $20 MIlion for other
projects, but those were part of the expenditures, the

capital projects, and they needed to be financed.

Q And that's going all the way back to 19907?
A That's correct.
Q Okay. And you also indicate at lines 17

through 18 that the conpany's total short term debt went

from$2.1 MIlion to over $100 MIlion; is that correct?
A Yes.
Q Do you know what O ynpic's | ong-term debt was

at the end of 19987

A $17 M11ion.

Q Do you have Exhibit 2115 handy? That's
QA ynpic's 1997 FERC Form 6.

A One nonent, please. 1997 or --

Q 1997. Unfortunately, 1998 is not an exhibit
as far as | know.

A | have your 1997 Form 6 in front of me now.
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Q Ckay. And this is, of course, a document

that O ynpic filed with this Conmi ssion; is that

correct?

A Yes.

Q As it's obligated to do by regul ation?

A Yes.

Q Coul d you look at page | think it's 225, |ine
30, excuse ne, it's page 227, line 30.

A Yes.

Q And what was O ynpic's |ong-term debt?

A $44.5 M1lion and $1 1/2 MI1lion payable

Wit hin one year

Q Do you know where you canme up with the $17
Mllion figure for the end of 19987

A Yes, | do know. G ve ne a second, and | wll
find it.

Pl ease | ook at exhibit -- what has been

marked for identification as Exhibit 2117. At page 113,
colum -- this is the 1999 FERC Form 6, and if you | ook
at the balance at the end of the previous year in
dollars, colum D, line 57, it says |ong-term debt
payabl e after one year $17 MIlion. That's where | got
that figure.

Q Okay.

MR. TROTTER: Excuse ne, Your Honor, could we
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just ask the witness, | don't think he read that colum
exactly as it's stated, if it could be read into the
record.
THE WTNESS: It says, balance at end of
previ ous year.
MR, TROTTER: Thank you.

A So since 1998 FERC Form 6 isn't in an
exhibit, this one is, so the FERC Form 6's have the
exi sting year and the prior year, and so that's where |
got that figure. But |I pulled that figure directly from
the 1998 FERC Form 6 that was submitted by Equilon, the
former owner.
BY MR BEAVER

Q Ckay. The short-term debt that you indicated
went from$2.1 MIlion to over $100 MIlion from 1998 to
2000 on page 5, lines 17 and 18. Who | oaned that
additional $98 MIlion in short-term debt?

A The specifics are in the record in
M. Batch's Exhibit 2-T fromthe interimcase. There's
a table and the -- it's on page 3, Exhibit 2-T, and the
-- there's Prudential, Texas Conmerce which is now
Chase, Equilon which is an owner, and ARCO or BP ARCO.

Q How much of the short-term debt that you're
referring to was | oaned by O ynpic's parents from 1998

to 2000?
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A. Well, let's -- it depends on how you want to
calculate and | ook -- what we actually nmean by |oaned to
and how you want to cal cul ate, but we have a nunber of
$53 MIlion, and then there's approximtely $43 M1 Ilion

that represents the | oan from Equil on, so the sum of

those two figures is $96 MI1lion.
Q And that was from 1998 to 20007
Well, | just -- again, the best evidence of

those ampbunts are Exhibit 2-T on page 3, and that's
where we're at. That's the numbers to | ook at.

Q And again, |'m-- the nunber that you just
gave for both Equilon and BP, those were amounts | oaned
to Oynpic after 1998; is that correct?

A. Yes. Again, | did not reconcile M. Batch's
colum with the ampunts that are outstanding on the FERC
Form6. | just reported what's on the FERC Form 6. |If
you want to know who is holding the notes and the
anounts, Exhibit 2-T is the place in the record to see
t hat .

Q And the reason |'m asking actually is I'm
trying to reconcile that nunber, which | believe is
accurate, with the number you gave earlier when | asked
you how much noney O ynpic had to borrow since 1998, and
| believe you said sonething |ike $56 or $58 MI1lion?

A Well, if you look at M. Batch's exhibit,
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it's, you know, since 1998, the nunber -- | will give
you a nunber. We have $30 MIlion in the Chase, excuse
me, $43 MIlion from Equilon plus another $2 MIIlion so

approximately $45 M Ilion from Equil on and approxi mately
$50 MIlion fromBP ARCO And | took those nunbers from
M. Batch's 2-T, so those would be the owners' |oans to
A ynpic since 1998.

Q Okay. Now has O ynpic paid any interest on

any of those | oans?

A No.

Q Has it paid any principal on any of those
| oans?

A No.

Q So froma cash flow standpoint, as far as

O ynpic is concerned, those |oans are no different than
if they had been called equity? And again |'m asking
about a cash flow standpoint for O ynpic.

A In other words --

Q Well, maybe | can ask it a different way. |If
t hat noney had been called equity, O ynpic wouldn't have

paid any interest or principal on it, correct?

A Correct.
Q And - -
A So to the extent that it's not paid any

principal or interest on the loans, it's simlar. |
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woul d agree with that.

Q Well, as far as the anpbunt of noney that
A ynpic has had to pay, it's been the sane, correct? |
mean it's not just simlar, it's the sanme?

A. I"m having trouble with your question. Mybe
you could try to rephrase it.

Q That's okay, | think the point has been made.

I would Iike to go back intine to late 1999,
and what | would like to do is run through the scenario
that Qynpic was in at the tine. And after Septenber of
1999, you agree that Qynpic's entire 16 inch main |ine
pi peline was shut down; is that correct?

A That' s my under st andi ng.

Q And that was by order of the Federal Ofice
of Pipeline Safety, correct?

A That's, again, | have heard representations
to that. | have no independent -- | nean that's what |
have heard and understand, come to understand.

Q And it also just had an ERWseam fail during
a hyper test; is that correct, in Septenber?

A Agai n, that's nmy understanding.

Q And do you know where O ynpic has the sane
type of pipe inits system in other words, the sane
type of pipe that failed in that hyper test?

MR, BRENA: Your Honor, at this point, |
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think I would object as beyond the scope of this
witness's testinony. Most of this is in the record
already. |It's been testified by people who do have
know edge of it. M. Talley has testified, there's been
extensive testinmony on it.

I would also like to point out we're supposed
to be in the last day of hearing. Their estimate for
how |l ong they had to cross this w tness was an hour and
a half. W have been over that now for a while, and
don't see an end in sight. So | guess | would like to
know where we're going and how we're going to get there
at sone point. If we're going to sit here and just --
if we're going to exceed the scope and if we're going to
ask this witness engineering questions. | nean |I'm
trying to go hone.

MR, BEAVER: Can | respond?

MR, TROTTER:  Your Honor

JUDGE WALLIS: M. Trotter.

MR. TROTTER: Just to the extent that we're
not holding M. Elgin out as a pipeline engineer or an
expert on ERWpipe, so it is getting pretty far afield
as far as | can tell.

MR, BEAVER: Actually, it's not at all. M
guestion at the end of these assunptions is going to ask

M. Elgin what | ender, what comrercial |ender out there
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woul d have | oaned O ynpic in late 1999, in fact any tine
since 1999, over $90 MIlion at 7% interest and then
forgive the interest and principal paynents. And

think this is -- goes to the very core of his testinony.
This is very inportant, and | think it's very inportant
for everybody to understand the situation that O ynpic
was facing in late 1999, and | can only ask himthe
ultimate question after going through these situations
that O ynpic was in.

JUDGE WALLIS: The objections are overrul ed.

The second question relating to the
exam nation is how we're doing.

MR. BEAVER: Not as fast as | had hoped, but
I"mdefinitely going to try to be done at 11:00 if
that's --

MR. BRENA: Well, Your Honor, | have, after
M. Elgin, | have our entire case to put on, and one of
ny concerns throughout has been that people stay with
their tinelines so that our case isn't squeezed out at
the end, so | just -- |I'mnot suggesting that will or
won' t happen, | just want to express ny concern

JUDGE WALLI'S: Your concern is noted,

M. Brena, and we have tal ked about scheduling options
and believe that we do have the opportunity in the

remaining time in this hearing to allow you to present
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your case
MR, BRENA: Well, and if | may, you know, it
woul d be nmy clear preference to have all three
conmmi ssioners present during the presentation of ny case
so that Conm ssioner Henstad, who is not avail able
tomorrow, has an opportunity to ask questions. |
understand that he will read the transcript, but it's
di fferent whether you're here or not here and whet her
you can ask questions or not ask questions. So |I'm not
just asking for the time, I'masking for the right tine,
the right spot.
JUDGE WALLI'S: W understand your concerns.
BY MR. BEAVER

Q M. Elgin, you al so understand that shortly
after, like three days after the seamfailure, the
O fice of Pipeline Safety put the entire rest of the
A ynpic system on an 80% pressure restriction?

A I will accept that.

Q And you understood that the throughput and
thus revenue for Oynpic at the tinme was down by over
409

A I will accept that.

Q And, in fact, Oynpic's operating expenses
actually went up, not down, at this point; isn't that

correct?
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A. Wel |, what they were recording as operating
expenses | will accept. In '99, | think the ngjor
change in operation and nai ntenance was i n 2000.
woul d have to check M. Twitchell's exhibit. He has
that, I don't have that in front of ne.

Q Woul d you accept that they certainly didn't

go down at |east?

A No.

Q You woul d not --

A. They did not go down. | would not expect
t hat .

Q And also at the tinme there was no way to

reasonably predict when, if ever, Aynpic's system would
be allowed to be back into normal operation?

A. I woul d accept that.

Q And al so are you aware that an oil pipeline
that actually has a rel ease regardless of fault is

strictly liable for various danages resulting fromthat

rel ease?
A | don't know
Q Woul d you just accept that for the purposes

of ny question?
A Yes.
Q Now | al so want you to assume that O ynpic

had an equity ratio prior to this accident of 40%to
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50% as you have indicated in your testinony you think
woul d have been prudent, and had foll owed the financing
policy that you believe it should have. And what |'m
trying to find out is if you can tell me the nane of any
outsi de commercial | ender that would have | oaned O ynpic
over $90 MIlion at 7% interest and then not required

O ynpic to pay that interest or any principal?

A I have answered that question on, to sone
extent, not specifics, on page 17.

Q I couldn't find the nane of a commercia
| ender in your testinmony, and |'mtrying to find the
nanme of a commercial |ender that would have done what |
just nentioned with the circunstances facing A ynpic in
| ate 1999.

A. | believe that had the conpany had a 50%
equity ratio and at the tine of the accident recognized
t hat Bayvi ew and Cross Cascades coul d not be used as
i ntended, that with an equity investnent and at that
time had 40%to 50% equity rati o, when the revenues
dropped and the conpany needed to borrow nore noney, had
there been equity in the conpany, the conpany coul d have
financed and gone out and -- | don't have a specific
lender in mind, but it's ny estimation that the conpany
make those in equity investnments, and with the new | eve

of revenues it was experiencing, with equity cushion,
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they could have financed. | don't have a specific

| ender in m nd.

Q Have you ever been a conmercial |oan officer?
A No.
Q And have you ever tal ked to any comrercia

| enders about whet her under these circunstances they
woul d have | oaned O ynpic over $90 MIlion at 7%
i nterest and then not required the conpany to pay the

interest or the principal?

A. No, | have not. But | can tell you that if |
woul d have been working for the conpany, | would have --
and in the finance departnment, | would have devel oped

some kind of financial plan, and part of that financia
pl an woul d have included equity investnment. It was --
it's -- it would have been critical and that the -- the
i mportant piece is to recognize the fact that
particularly that the principal two assets, Bayview and
Cross Cascades, needed to have equity support. That's
what | woul d have recommended to the managenment and
shepherded that through to the best of ny ability is
what | woul d have done.

Q And this equity investnment, you're talKking
about trying to convince outside entities to invest
equity in the conpany?

A No, it's the owners, the owners woul d have
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made the equity investnent.

Q Apparently in addition to the $93 MIlion
t hey | oaned?

A No, you're m xi ng apples and oranges. The
$93 MIlion was the choice that the owners nade in lieu
of equity, and that was what is producing in ny
testinmony what | believe is irrational bal ance sheets
that prohibit the conpany from devel oping a credible
long-termfinancial plan to get out of this predicanent.

Q M. Elgin, this equity cushion that you're
mentioning, isn't it in essence a risk nmanagenent issue?

A Yes, it's a financing decision which is
related to the amount of |everage, and we have heard
testi nony what financial |everage is when we tal k about
financial risk. That's what financial risk means, how
we choose to finance, we neaning the managenent, and how
in light of their business what risks they accept in the
consequences of their decision to finance the operations
of this conpany.

Q M. Elgin, are you aware of how the pipeline

i ndustry in the United States manages risk?

A No.

Q M. Elgin, what is the basic purpose of
i nsurance?

A To offset risks.
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So in other words --

That woul d otherwi se be too costly to self

i nsure.

Q Have you studied A ynpic's insurance
coverage?

A No, | have not.

Q Wul d you agree that the nore insurance that

you have and the nore risks that are covered by
i nsurance, then at least in your mnd you woul d need
| ess of an equity cushion to handle those risks?

A Again, it depends on which types of risks you
are insuring, but no. One of the basic principles of
finance is that the conpany needs to have a bal anced
capital structure given the business it's in, and it
needs to mnimze its cost of capital, and it needs to
have prudent financial policies in respect to the
busi ness that it's in

Q Okay. WM. Elgin, could you turn to page 20,
lines 1 and 2 of your testinony.

A Yes, | have that.

Q And | believe you are suggesting that a
managenment contract of a pipeline should be submitted to
the Commi ssion prior to its effective date; is that
correct?

A That's my interpretation of what the statute
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requires.

Q You' re not suggesting that this agency has
any ability to approve or disapprove a contract to
manage an interstate pipeline, are you?

A. No, all I"msaying is that the contract, the
managenment contract, should have been, at |east ny
interpretation of the affiliated interest statute,
requires a filing of the contract.

Q Do you know when the Conmi ssion was first
aware that BP had been sel ected as the new operator of
A ynpi c?

A | don't know

Q Do you know i f the Conmi ssion ever asked to
see a copy of the contract?

MR, TROTTER: | will object, that question is
shifting the burdon of conpliance to the Conm ssion, not
to the conmpany where it belongs, and I will object to
t hat questi on.

MR, BEAVER: |I'mjust asking if he knows if
they asked for it.

MR, TROTTER: And there is absolutely no
obligation to ask for it, and he's just -- he's
attenpting to shift the burdon to the Comm ssion, and
I'"mjust going to object to that.

JUDGE WALLIS: W will sustain the objection.
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BY MR BEAVER

Q M. Elgin, on page 12, lines 1 and 2 of your
testi mony, do you have that?

A Yes.

Q You indicate that the conpany has made
several different conmtnments regarding when it wll

have unqualified audited financial statenents; is that

correct?

A Yes.

Q Qbviously the auditor is the entity that is
primarily responsible for determ ning when that will be

conpleted; is that correct?

A Wel |, the auditor and the conpany.

Q Wel |, the auditor has sonething to say about
it, correct?

A It's a joint effort. The auditor -- what the
audi tor does is certify that the books and records are
an accurate representation of the financial condition of
the conpany and conformto generally accepted accounting
principles. I'mnot a CPA, but that's nmy understanding
of what auditors do.

Q Okay. And you're aware that Aynpic is
currently being audited by Ernst & Young, correct?

A | heard M. Fox testify to that fact.

Q And are you aware that O ynpic has been told
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t hat

year

t hat

t hat

which |

it will

2001 this sumer?

A

fact.

Q

that's incorrect?

A

Q

A

have an audited financial statenent for the

I"'mnot aware. | heard M. Fox testify to

And do you have any information suggesting

No, | do not.

Okay.

Coul d you turn again to Exhibit 215,

believe is the 1997 FERC Form 6.

CHAl RMOVAN SHOWALTER:  2115.

MR, BEAVER

Yes.

BY MR. BEAVER

Q

And | will

I'"msorry, you're right.

represent that this actually is a

copy that we obtained fromthis Conm ssion.

A

Q

Okay.

And if you,

for example, |ook on page 113,

and actually there's several places in here, there's

handwriti ng that

A

Q
A

i ke that,

Q

A

Yes.

is on the docunment.

Do you know whose handwiting that is?

bel i eve |

recogni ze who nmekes those nunbers

but I can't say for sure.

Who do you believe does?

bel i eve those were M. Col bo's.
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Q So apparently these FERC Form 6's are
supposed to be reviewed by sonebody when A ynpic files
them as it's obligated to do by regul ation?

A Vell, no, M. Colbo testified that the first
thing they do is they cone into the business office, and
then the business office verifies that the regulatory
fee that's being paid is consistent with the statute or
what the Conmission has. And then the FERC Form 6's and
all the annual reports go to the records center. | can
tell you that over the years the analysis of both the
annual reports and the budgets in terns of Staff effort
t owards anal yzi ng and | ooki ng at them and doi ng
sonmething with them has changed over tine, and our
enphasis is no longer to really devote any resources to
that effort.

Q So is that why the 1997 FERC Form 6 has a | ot
of handwriting on it, but the later ones don't? 1In
ot her words, somebody actually evaluated 1997, but they
did not evaluate, for exanple, 19997

MR, BRENA: (Obj ection, scope.

MR, TROTTER: Well, | will object also, Your
Honor. | don't see a lot of handwiting, and there's no
evi dence as to when this handwiting was placed on this
docunent, so any answer would call for pure specul ation

MR, BRENA: |f you can tie it back to the
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testi nony, that would be hel pful to ne.

MR, BEAVER: |I'mjust asking himif he knows.

MR. FINKLEA: Well, then, Your Honor, Tosco
will join. Just the fact that there aren't margina
notes doesn't nmean sonebody didn't carefully reviewthe
numbers.

JUDGE WALLIS: M. Beaver, | am concerned

that from what the wi tness has said so far, going any

further would involve speculation. |If you desire to
pursue this line, | think you need to reword the
questi on.

MR. BEAVER: Sure, wll do.
BY MR. BEAVER

Q M. Elgin, do you know if, in fact, M. Col bo
revi ewed the 1997 FERC Form 6 that was submitted to this
Conmi ssi on pursuant to its regulation?

A No, | don't.

Q You woul d agree having yoursel f revi ewed
these FERC Form 6's, which you have indicated were the
source of your Exhibit 2102, that they contain a
substanti al amount of financial information concerning
O ynpic Pipeline, correct?

A. It contains a substantial anpunt of summary
i nf ormati on.

Q It will, for exanple, indicate what any
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2 A Yes, it does. There's a specific page for
3 the conpany to identify that.
4 Q And in order to save tine, I'mnot going to
5 go through all of the various line itens, but, for

6 exanpl e, Exhibit 2117, which is the 1999 FERC Form 6, on

7 page -- oh, |I'msorry.

8 A Oh, yes, on page?

9 Q 225.

10 A Yes.

11 Q Actual ly shows the obligations of O ynpic

12 that were paid by Equilon to the tune of $38 plus

13 MIlion, correct?

14 A. Not page 2, this shows --

15 Q Pai d on behal f of?

16 A Correct.

17 Q And if we | ooked at the 2000 FERC Form 6,

18 agai n page 225.

19 A Yes.

20 Q We woul d see the notes, payable to Equil on
21 and to ARCO?

22 A Yes, you would. And again for 2001, you

23 woul d see the sane thing on page 225.

24 Q Ri ght. Have you eval uated what you believe

25 woul d have happened to O ynpic Pipeline if its owners
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had not | oaned O ynpic over $90 MIlion since 1998 and
not required that it pay interest or principal?

A | expect that it would have been likely that
A ynpi ¢ woul d have gone into receivership and that an
owner woul d have cone al ong and done what was necessary
to restore the operations. But in ny estimation, it's a
critical essential facility in the state of Wshi ngton
and sonmebody woul d have cone al ong and operated and nade
t he necessary investments and returned the pipeline to
the state it probably is today. That's my estimation.

I have not done an independent study, but that's ny
feeling of what woul d have happened.

Q Have you determ ned whether there is, in
fact, any owner or operator out there that, in fact,
woul d have cone in and bought this pipeline and done
what BP has done?

A. Well, clearly a different operator owner
woul d not have done what BP has done, but it would have
done sonething different, but the road map woul d have
been different to the same end result, and that's
returning the pipeline to operation and noving petrol eum
products in the state of Washington

MR. BEAVER: That's all | have
Before | end, | do want to offer the exhibits

that | have di scussed, which | believe are 215
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t hrough --

THE W TNESS: 2115.

MR. BEAVER: | nean, excuse ne, 2115 through
2118 in addition to the 2113.

JUDGE WALLIS: 2113 has been received.

Is there objection to 2115 through 2118?

Let the record show that there is no
response, and those docunents are received in evidence.

JUDGE WALLIS: Let's be in recess for 15
m nut es, please.

(Recess taken.)

JUDGE WALLI'S: Let's be back on the record,
pl ease.

M. Finklea, you have volunteered to take up
the baton for cross-exam nation; is that correct?

MR. FI NKLEA: That's correct, Your Honor

CROSS- EXAMI NATI ON

BY MR. FI NKLEA:

Q Good norning, M. Elgin.
A Good nor ni ng.
Q In your testinmony, you | ook back at the

situation that O ynpic is in, and | take it that a |ot
of your | ooking back was pronpted by the questions from

the interimorder; is that correct?
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A. Not precisely fromthose ei ght questions that
t he Commi ssion raised in that order

Q And in an interim proceedi ng, one of the
inquiries is whether the conmpany is in a financia
ener gency, correct?

A Correct.

Q But in a nornmal rate proceeding, the question
that we're trying to answer through this proceeding is
what rates to set prospectively that would be just and
reasonable; is that correct?

A Yes.

Q So in sonme sense, how the conpany got here,
does it matter or not for this proceeding?

A. Well, | think it does because of the way the
conpany has presented its case. And why | say that is
the conpany is saying that they need a substantia
increase in rates in order to attract capital on
reasonable terms. Unfortunately, the record that they
have presented in terns of their case is we don't know
what that neans. There's nothing to find. |[It's just
we're going to -- we're going to get additional nobney
fromthe owners because the Comm ssion is going to grant
a rate increase. W don't have a specific financing
pl an, we don't have specific terns and conditions, we

don't know how much equity they're going to issue in the
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future. That's what's so troubling fromny perspective.
And so to the extent that we got to this point -- and
it's also related to the Whatcom Creek explosion. |
think it was inportant to | ook at historically how we
got to the position that we are and then what woul d be
an appropriate response.

And ny testinony is or reconmendation in
response to one of the Comm ssion's questions is that if
t he conpany does not issue additional equity and support
this conmpany, the only way we're going to get there is
over a period of time and provide a small increnent of
equity, a small equity cushion, and then therefore over
time, and | can't say how long that that will take, but
over tinme the conpany will get there.

The other part of the Staff recommendation is
that part of going to that end state over tine is
subsequent rate filings so that we know the conpany has

over a three year period approximtely $20 MI1Ilion of

further capital additions. That will add to rate base,
and that's -- we also know that over time when they neke
those capital additions that they will |ikely inprove

t hroughput. So that we will have a series of slowy

building their earnings, slowly filing for newrates to
capture those investnents, and then a slow buil dup of

equity.
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Now t he other part of the Staff
recommendation is that if the conpany chooses to invest
equity and go to what M. W/l son recomends is an
appropriate capital structure, 50% equity, then they can
also file and will provide the return on equity and
associ ated i ncome taxes once they nake that equity
contribution. So | think it's inportant in this case
because of the circunmstances, and we had to | ook at how
we got there in order to nmake a recomendati on of what's
a fair, just, and reasonable rate and how we proceed in
the future.

Q For purposes of establishing rates, the
Commi ssion has to adopt sone type of a capita
structure, correct?

A That's correct.

Q But the Conm ssion doesn't ultimately contro

what capital structure the conpany chooses to have?

A No, that's a managenent deci sion.

Q So --

A O excuse ne, a board decision. Wen | use
managenment in that context, | nean the board.

Q So when you have opi ni ons about how t he

conpany m ght have structured itself different than how
it has, that in sone sense goes to what's the proper

capital structure going forward; is that correct?
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A. I"mnot sure | understand your question, if
you could maybe rephrase it or --

Q I's your analysis of where the conpany is
today and how it got there relevant to Dr. WIlson's
recommendati on on capital structure?

A Yes.

Q But if the Conmi ssion adopts either
Dr. Wlson's or Dr. Means' approach to capita
structure, we as shippers, we don't have any guarantee

that that's the capital structure that the conpany wil |

choose?
A That's correct.
Q And in subsequent rate cases, whether the

conpany has chosen any particular capital structure, the
Conmi ssion will still have to make a decision as to
what's a reasonabl e capital structure for purposes of
establishing rates, correct?
A Yes.
MR. FINKLEA: | have no further questions.
JUDGE WALLIS: M. Brena.

MR. BRENA: | have just one foll ow up.

CROSS- EXAMI NATI ON
BY MR. BRENA:

Q Foll owi ng up on M. Finklea's questions,
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woul d it be reasonable for this Comri ssion to encourage
equity infusions through rewardi ng equity?

MR. BEAVER: |1'mgoing to object, it's
clearly friendly cross, and as such, the question is
| eadi ng.

MR, TROTTER: |'m going to object on the
basis he just answered that question in terns of
recommendati on of Dr. W]/ son.

MR. BRENA: Let's see, taking the friendly
cross, you know, Staff and Tesoro are at different
pl aces with regard to these matters, and |'mjust
exploring -- tonme it's a logical followup from
M. Finklea' s question, which is asking him you know,
what steps can this Comm ssion take to encourage rea
equity in this public service conpany.

JUDGE WALLI'S: The question is allowed.

BY MR, BRENA:

Q Is one step that the Commi ssion could take to
encourage real equity to give equity returns when equity
is invested?

A Yes, and that is the basis of the Staff
recommendati on on the 20% equity, 80% debt capita
structure reconmmendation of M. WIlson is that to
provi de some equity where none exists and to provide the

incentive to say -- and it's kind of consistent with the
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Commi ssion's order in the American Waterworks, there is
no equity, we need you to nove there, here's additiona
equity. And it's not unprecedented, there have been
prior utility cases where the Comm ssion has done the
sane thing. It has provided in rates equity where there
is none to encourage the conmpany to build the retained
earnings in order to build up its equity so it has a

bal anced capital structure.

Q To the degree that Aynpic is a conpany whose
owners are unwilling to invest their equity in the
conpany, doesn't that nake the question of capita
structure even nore inportant to the public interest?

A Well, if the Conmi ssion were to nake a
finding and felt that on the basis of this record that
the conpany wasn't willing to invest equity and wanted

to do sonething different, it has that discretion.

Q | understand, but to the degree that that is
a risk that's been introduced into this, I nean isn't
the -- isn't a proper regulatory response to that risk

is totry to ensure that the public service conpany has
even greater equity if it's going to be -- if there --
if the parents aren't going to stand behind it?

A Well, the Comm ssion would need to exercise
its judgment and determ ne what would be the way it

wanted to respond in |ight of the evidence in the record
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in front of it. But yes, that would be sonething for it
to consider, | think, as | understand your question.
MR. BRENA: | have nothing further

JUDGE WALLIS: Conmi ssi oner questions.

EXAMI NATI ON
BY CHAl RMOMVAN SHOWALTER

Q M. Elgin, I"'mmndful of the tinme pressures,
and | have what | consider to be a set of short answer
guestions and then maybe a few essay questions after
t hat .

A Al right.

Q But my first set of questions really has to
do with ny |ack of understandi ng of certain accounting
and financing issues, and so they're asked nore in an
abstract way than for this particular conpany.

If you were a prospective third party | ender
and you were | ooking at one conpany with a 50% equity
rati o actual and another conmpany with 100% debt but al
of the debt was guaranteed by the owners, would you as a
third party | ender |ook at those two conpanies
differently in terms of attractiveness of |ending?

A Yes.

Q And why?

A Because even though the debt is guaranteed by
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the parents, there's always the prospect of default.
And so if -- the hypothetical, let's just say you have
$100 of assets and you finance it with 100% debt and you
default, all the owners of debt have similar clainms on
t hose assets, so in bankruptcy you sell the assets and
then the proceeds are distributed. And whereas when you
have 50% equity, you only have $50 of debt, and so in
the event of default, the likelihood of your getting
your noney back is enhanced by the fact that only half
of the investnment or half of the assets that are there
that could be sold have a claimin terns of the
di ssolution of the disbursenent of the assets through a
sale, and so that's the difference

Q Al right. This is about this case. Have
the lenders in this case, that is the owner |enders,
forgiven the principal or interest on their |loans as far

as you know?

A No, they have not, and in fact --
Q Do they remain on the books?
A Yes. Would you like me to show you where

it's at on the books?

Q No, you don't need to.

A. They are on the books, both the principal and
the accrued interest.

Q Al right. | think | deferred this question
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to you, or maybe M. Colbo did. |[If a conpany has
negative equity and a | ot of debt obviously and the

interest on the debt is forgiven, does that create

equity?
A No.
Q And so is the interest, is it just |ess debt

but no nore equity?
A. Yes.

Q All right.

A. If you look at their bal ance sheet, you can
see it. If you look at Exhibit 2118, |ook at the
bal ance sheet, you will see it. And if they forgive --

if they forgive the interest payment, all that does is
take of f the bal ance sheet accrued interest, so that's
no longer a liability.

Q Al right.

A It does not create any equity. Because the
equity has already been reduced by the loss in the year
that the | oss was incurred when the conpany coul d not
service debt.

Q Al right, and that question was about
interest. Now if the loan is "converted" to equity, and
| take it that neans the principal is not -- neither the
princi pal nor the debt would be owed, does that create

equity?
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A Yes.

Q And why is that?

A Because again it's a balance sheet item The
principal of finance is that assets equal liabilities.
And so on the liabilities side of the bal ance sheet
let's say for argunent purposes there's two sources of
capital, debt and equity. |If it's all debt, then that
shoul d equal the assets. But if you convert it to
equity, now you have a bal ance sheet that reflects
equity and debt. And so the first thing that has to
happen is that as the equity is infused, you basically
-- the account is, my best understanding, would go to
additional paid in capital, and all of a sudden now that
additional paid in capital anmobunt grows, the debt is
taken off the books, and you now have created equity.
Because equity is the par value or the common stock, the
additional paid in capital, which in this conmpany's
specific circunstances would be the equity infusion. In
a publicly traded conpany, it's the difference between
the par value of the stock and what they actually
recei ved when they sold the stock to the public and
retai ned earnings.

Q So but when you say the word equity infusion,
you include in that concept converting debt to equity

and no nore, not actual dollars plunked into the bank?
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A Well, it could be both. But in this
circunstance, the first step is the -- clearly the
transaction of taking the debt and converting it so that
it goes to the additional paid in capital. And then the
next thing would be the actual cash, that would be
additional paid in capital, which would now provide the

cash to fund the operations.

Q And what cash are you tal ki ng about?

A A check

Q Right, but that's a different -- that's new
nmoney, | will call that new equity fromny point of
Vi ew,

A That's right.

Q As distinct fromconverting debt to equity.

A That's a good way to look at it.

Q But in both cases you would call that an

i nfusion of capital?

A Ri ght, but the old -- the old debt that we're
converting was also cash. It was a check. The cash
came in, it was represented by a -- you got a -- now on

t he bal ance sheet you have cash, now the liability is
$10 MIlion of |oans.

Q Right, and | think that's why |I'm having a
probl em since that cash that really existed was provi ded

say three years ago, and now we're going to instead of
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calling that debt we're going to call it equity. The
cash nmay not be there any nore.

A That's right.

Q And yet you're saying froma financia
stability point of view and a bal ance sheet point of
vi ew, the conpany does have equity that it didn't used
to have?

A That's right, because the liability has been
converted fromdebt to equity through the transfer of
that anpunt to the additional paid in capital account.

Q Al right. Here's another accounting 101
question. There was discussion about retained earnings
as being part of equity. This is simlar to the
previous question. |If you start with 100% debt, no
equity, and then retain sone of the earnings, is that
retai ned earnings now equity?

A. Yes.

Q Okay. Another el enentary question, are
retai ned earnings calcul ated before or after paynent of
expenses for things |ike maintenance?

A They're after paynment of all expenses,
mai nt enance, interest, taxes.

Q So if you have conpany A that say is doing a
very good job every year of expendi ng noney for

mai nt enance versus conpany B who hasn't done that for
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1 several years, if they both pay out, if they both have

2 the sane equity ratio | think was the term

3 A MM hm

4 Q Are those conpanies the sanme in ternms of

5 guess | will say fiscal responsibility?

6 A No.

7 Q Al right. And --

8 A | can expl ai n why.

9 Q Okay. Yes, do

10 A. Because prudent nmanagenent woul d not defer

11 the O&M \What you're doing is robbing Peter to pay

12 Paul. And so if you rob Peter to pay Paul, you have

13 | ess O&M and so you increase earnings, all else being

14 equal. And so by increasing earnings, now you have

15 earni ngs, retained earnings, one or two things, you can
16 invest in new facilities, or you can pay it out. So if
17 you keep the equity ratio constant over tine, the

18 conpany that maintains its facilities is in a better

19 position, because it doesn't have deferred mai nt enance.
20 And at sone point, the conpany that robbed Peter to pay
21 Paul will have to pay the piper, and that's why they're
22 not the sane.

23 Q And so if we're asked to conpare equity

24 rati os of one conpany to its industry or one conpany to

25 anot her conpany or another industry, isn't it only
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meani ngful if you also |ook at that other side of the

equation, that is, what happened before you got to those

ear ni ngs?

A Yes.

Q Al right. You had discussion which | nore
or less followed on the $10 MIIion asset and what woul d
happen if it were decided -- if the nanagenent deci ded

it was worthl ess, and you went through some consequences
on the bal ance sheet.

A Mm hm

Q I had the sense that you were tal ki ng about
something in this case, and if you could just tell ne
what that discussion was relevant to, | would appreciate
it.

A. It's related to M. Peck's testinmony when we
heard for the first time that one of the elenments to get
unqual i fied financial statements would be to wite off
Cross Cascades. So let's just assume for hypothetica
purposes it's not $10 MIlion but it's about $20
MIlion. Wen the nanagenent determnines that an asset
that it has on its books, $20 MIlion, is worthless, it
has to now charge that to earnings, and there is a
connecti on between i ncome statenents and a bal ance
sheet. The bal ance sheet is -- says at this point in

time for this 12 nonth period, here is the assets and
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liabilities, here is the firm The incone statenment is
a 12 nonth period that says, over this 12 nonth period,
this is how revenues, expenses, and incone, and then,
you know, what we choose to do with the incone.

So when there's -- lets assune there's no
di vi dend payout, so we have earnings. The earnings in
retai ned earnings now reflect owners' equity, because
it's on the bal ance sheet. It gets transferred fromthe
i ncome statement as retained earnings onto the bal ance
sheet, and you have value. You increase the value of
the conpany by that anmount of earnings.

Q So --

A Okay. So now in the hypothetical that Cross
Cascades is worthless, $20 MIlion, the first thing you
have to do is charge that to current earnings. |It's
exactly what's been going on with all of this accounting
is they're saying these assets that we have put on our
books are no -- they're inpaired, and we have to now --
when you hear the phrase they're taking a charge, that's
exactly what they're doing. They're saying this asset
is inmpaired, it no | onger has the value, we nade an
i nvestment, we thought we would have a certain kind of
revenue stream we're no |longer -- we have made a
decision that it no |onger has that value, we have to

charge it to earnings. And that's exactly what's
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related to this case so that -- and if there are no
earni ngs, now the loss has to go to prior earnings. And
if there's not enough prior earnings, nowit goes to
additional paid in capital. And if there's not enough
there, now all of a sudden you have negative equity.

But it has to flow fromthe inconme statenent
to the bal ance sheet, and that's financial accounting.
That's the fundanental principle of reporting earnings
and reflecting credible information to investors about
the status and the nature of this firmas an ongoing
economc entity.

Q Okay, thank you. There was another question
deferred to you, and it had to do with the ratio, and

you're going to have to fill in of what to what, but do
you renenber of 1.75 to 2.25 that M. Fox found -- said

was the norm anmong the oil pipeline industry?

A Yes, | renmenber that testinony.
Q VWhat was the ratio, of what to what?
MR, TROTTER:. Can | just interject, | think

his testinobny was it was the ratio of BP Pipelines, but
the record will speak for itself on that.

CHAl RAOVAN SHOWALTER:  Okay.

MR, TROTTER: But | just wanted to make sure
-- it may not be quite exactly as you indicated.

CHAl RWOVAN SHOWALTER:  All right.
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1 BY CHAI RWOVAN SHOWALTER
2 Q I"'mreally just trying to get at your
3 eval uation of that range of ratios, if you are able to

4 gi ve any opinion on it.

5 A Well, the -- | can.

6 Q First of all, can you just remnd ne --

7 A VWhat was the ratio?

8 Q Yes.

9 A The ratio was total revenues to operation and

10  nmmi ntenance expense.

11 Q Ri ght .

12 A And the Commi ssion uses that as a neasure for
13 rate of return in transportation. It's another way to
14 evaluate rate of return. |It's called the operating

15 ratio. And we use it because there are a lot of

16 transportati on conpanies that don't have a lot of rate
17 base. And so when we regul ate them on operating rati o,
18 if you take that 1.75 and just take the inverse of it,
19 in other words divide it into 1, that is operating

20 ratio. And when we say we regul ate conpani es and we
21 provi de a 90% operating rati o or whatever we -- the

22 standard that we have adopted for this particul ar

23 carrier, it's just another way to nmeasure rate of

24 return.

25 But the reason why it works for those
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1 conpanies is the fact that they don't have a rate base.
2 They turn over -- they have -- they need |l ots of
3 revenue, they need higher rates of return because they
4 turn over. A good exanple is like a grocery store.
5 They turn over their inventory a lot. They have quick
6 turn over. They have higher operating but |ow amunts
7 of assets. Their inventory gets turned over.

8 A conpany like Oynmpic or an electric utility
9 or even to sone extent a gas conpany, they have nore
10 rate base. It turns over less. And so that's why in

11 preference of operating ratio we use rate of return

12 regul ati on.

13 Q All right. Last night there was sone

14 di scussi on about cost allocation anong jurisdictions.
15 Do you agree that Puget, for exanple, has transm ssion
16 lines that are used to serve both its retail function
17 regul ated by this State as well as its whol esal e

18 function regul ated by FERC?

19 A Yes.

20 Q And do you agree that when you use a

21 tel ephone to nmake either a |ong distance interstate cal
22 versus an instate call, you're using the same tel ephone
23 and tel ephone wires?

24 A Yes, and for telephones it's even nore

25 conplicated, because the sanme copper pair gives you
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interstate, intrastate services, conpetitive services,
di scretionary services, a whole nyriad of services
t hrough that dual copper pair into your hone.

Q And are those functions regul ated by both or
different functions regulated by the State in the case
of intrastate and by the FCC in the case of interstate?

A Correct.

Q And does there need to be allocations of cost
among those different functions and jurisdictions?

A. Yes, and ny understanding is there's very
prescriptive rules for those types of cost allocations.
Those are the part X regul ati ons under the FCC, and we
-- you have a separate jurisdiction -- even though it's
t he sane copper pair, the FCC has jurisdiction over the
interstate piece and how -- and we have to allocate
costs of that copper pair in the central office to the
interstate, and they determ ne what their cost is under
their jurisdiction, and the Conmi ssion has its way of
determining costs for its intrastate piece.

Q Okay.

A They're separate even though it's the sane
copper pair.

Q Ckay.

A And this pipeline is the sane way.

Q And |i kew se, take the case of Pacificor, do
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you agree that it's regulated by six different states as
wel |l as the FERC for whol esal e operations?

A Yes.

Q And in all of those cases, aren't there
di fferent nethodol ogi es by either our state versus FERC
or FCC or our state versus other states --

A Yes.

Q -- for determning the appropriate regul ation
for the conponent under that jurisdiction?

A Yes. And, in fact, it's different, and each
state is allowed to exercise its discretion in ternms of

how it chooses to regulate and deternine costs for its

jurisdiction, for its piece, its -- the part that it
regul at es.
Q Now do you agree that there is a tension that

devel ops because of the different jurisdictions with

their different methodol ogi es?

A Yes, it's called the regulatory gap or | have
heard it called the black hole or -- but yes.
Q Well, then in that respect, if you determ ned

that the FERC net hodol ogy was reasonabl e but different,
woul d you agree that we should seriously consider for
consi stency's sake deferring to a different nethodol ogy
if we found it to be reasonabl e?

A That's your discretion.
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Q But to the extent that we find that it is not
a reasonable formof regulation, does that offset the
value for sinplicity of consistent regulation from one
jurisdiction to another?

A. No. And, in fact, in tel ephones and in
states, it's -- this -- this is part of being a
regul ated conpany, things -- that's what you have to
deal with. | can tell you during nuclear construction
and the big power plant constructions for states |ike
Paci ficor, they had each state had its own different
way. The states have their own rate making policies,
FERC has its own rate making policies, you know, in many
di fferent things.

The inportant thing is to, based on what you
feel is the right way to regulate, it's you naeke that
deci sion, and the conpanies deal with it. And it's not
-- | don't think it's saying that, well, one is paying
nmore of their fair share of costs than another. It's
this is a reasonable rate based on your regul atory
principles and policies in determning what's a fair
rate.

Q Are there some conpani es such as Verizon that
operate in 50 states with 50 state regul ations as wel
as the FCC?

A Yes.
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Q I want to get at the question of whether the
Staff recommendation will or won't induce BP to continue
to invest in order to get up to 100% You have heard
M. Fox and others say fairly flatly, if it's the
Staff's recomendati on, there's no way that London is
going to agree to give themnoney. And |I am wondering
what you think of that consequence, if that is the
consequence?

A Well, if -- 1 think the consequence is that
there's still the public service conpany, and under your
authority, you have, if you feel that this record is
adequat e enough that investing the $66 M I1ion over
three years to get the conpany up to full operating
pressure and to fully integrate Bayview again into the
operations of the conpany so that it's a fully used and
useful facility as originally intended, you can order
themto do that, and then it would be incunmbent upon
themto make those investnents and get the pipeline up
to full operating pressure and then cone in and seek
appropriate rate recovery. It's, inny mnd, this is
al nrost |ike a ganme of chicken, but they're a regul ated
conpany, and | believe they have an obligation to build
and mai ntain adequate facilities and nmake the necessary
i nvestments to get this line up to operating pressure.

And once they make those investnents, they can cone in
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and get a fair rate.

Q Well, | agree, that's the vision of the
Staff's proposal and that the Staff would propose a
certain rate now, and as | read the Staff's
recomendati on, you would like us to nore or less |lay
out a road map in our order giving sone confort to BP or
QO ynpic that should it invest nore, it stands a good
chance of getting it recovered. |Is that nore or |ess
t he concept?

A. Well, but | don't think it's really the road
map you have to lay out in your order. It is | wouldn't
use the termregul atory conpact, but you heard the
testimony of Dr. Means in that regard, and that's the
regul atory paradigmthat | think is in the public
interest. You provide a fair rate now based on the
record that's in front of you. |If they choose not to
make the investnents, if you feel that they're in the
public interest, you have the authority to order those
i mprovenents. And then if they still choose not to,
then they're in violation of the Conm ssion's order
You have sanctions under the statute.

And then at some point if they choose to say
we don't want to be an operator, they can now choose to
sell or whatever, get a different operator, but that is

the kernel of the Staff recommendation. And this is --
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the existing regulatory paradi gmin Washi ngton provi des
for fair conpensation on facilities that are serving the
public, and the conpact is that you nake the

i nvestments, you do the upgrades, and you're entitled to
a fair rate once you nmake those investnents.

Q So what I'minterested in is kind of when
push cones to shove if people are just not seeing eye to
eye, you are saying that if we adopt the Staff
recommendation, ultimately if Oynpic or its owners just
don't see it the way we see it, that ultimtely we could
require the conpany to invest, and if they didn't, we
have the ability ultinmately to find a new operator. |Is
that nore or |ess what you're saying?

A. Yes, what I'msaying is that they' re the
regul ated conpany, and you're the regulator. And under
my reading of the statutes are that you can tell them--
you can | ook at them and stare them down and say, this
is afair rate. And if they choose on the basis of that
not to invest, you can order themto neke the
i nvestments. And then if they choose to ignore that
order, you have sanctions. And it's ny -- the Staff
recommendation is to use your authority under the
State's public service laws to provide a fair rate and
make these investnents happen and get this pipeline back

up to full operating pressure. Wat | hear the conpany
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doing is they're forcing you to stare them down, and the
Staff recomendation is that --
Q Stare them down?
A -- you have to stare them down.
CHAl RWOMVAN SHOWALTER: Al l right, thank you.

I have no further questions.

EXAMI NATI ON
BY COW SSI ONER HEMSTAD:

Q I have only one, and | have asked this
before. In light of the references to other states, do
you have any know edge about how other states respond to
the i ssue of adopting FERC regul ati on or using
al ternative net hodol ogi es?

A. | don't have any now, but | could -- |
bel i eve NARUC publishes that information, and | think we
could find it fairly readily if you would like it. But
as | sit here now, | don't have the specifics. MW
general understanding is that depreciated original cost
is the preferred nethod for the reasons that | have
stated in previous testinony, but | don't have any
speci fic know edge right today.

COW SSI ONER HEMSTAD:  Thank you.

COW SSI ONER OSHI E: | have no questi ons.
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CROSS- EXAMI NATI ON
BY MR. BRENA:

Q I have one perhaps series, but Chairworman
Showal ter and you just had a very interesting
conversation about who is the regulator and who is the
regul ated and how that paradi gm should be treated. Do
you have those questions and answers in m nd?

A Yes, | do.

Q Okay. | want to reverse this. Let's say
that the regulator blinks. Do you think it's in the
public interest for the regulator to blink and set
hi gher than a just and reasonabl e rate because an owner
bal ks and they wi thhold investnent; do you think that's
a signal that should be sent through the state of
Washi ngt on?

A No, that's why | answered the question to her
the way | did.

Q So if we're going to | eave cost based
regul ati on because an owner may wi thhold investnent,
then are we in a better place that's in the public
interest or a worse pl ace?

A Well, we're in the worse place, and, in fact,
I don't think, |I mean this is again |I'mnot a | awer,
but | think that |egislature was very specific inits

direction to the Comm ssion. |It's saying -- | |ook at
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1 the public service |laws and say that is not the way we

2 want you to act and execute those public service |aws.

3 MR. BRENA: Thank you.

4 JUDGE WALLIS: Are there foll owup questions?
5 MR. BEAVER: There are.

6

7 CROSS- EXAMI NATI ON

8 BY MR BEAVER

9 Q M. Elgin, did | hear you correctly a mnute
10 ago in response to the Chai rwonan's questions to say

11 that you believe this agency has the authority to order
12 Oynpic to invest $66 MIlion to get its interstate

13 pi peline up to 100% pressure?

14 A. | didn't say that. | said that the

15 Conmi ssion has the authority to order the conpany to

16 make whatever investnments it feels are necessary to

17 adequately provide service in the state of Washi ngton
18 whet her that be up to 100% or whatever, but it does have
19 the authority. And how it chooses to exercise and what
20 are the circunstances that it would exercise that

21 authority, | did not specify.

22 Q Do you know what agency actually has the

23 regul atory authority over 80 sone percent of Aynpic's
24 pi peline systen?

25 A | don't know. | don't -- | don't know.
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Q Was the assunption that this agency in fact
has the ability to order Oynpic to invest a basis for
or in any way a basis for the Staff's recommendati on?

A I don't understand your question. Maybe if
you could rephrase it and try it again.

Q Al right. The response that you gave to the
Chai rwonan' s question a m nute ago about your belief
concerning this agency's authority to order investnent,
was that assunption in any way a basis for the Staff's

recomrendati on?

A No.

Q Is BP regul ated by this agency?

A No, O ynpic Pipeline is.

Q So is it your belief that this agency has the

authority to order BP to invest noney in O ynpic?

A No, it has the authority to order the
regul ated public service conpany.

Q Okay. And | want to ask you sone foll ow up
guesti ons about sone of the other questions that the
Chai rwonan asked you. She asked you a question about a
conpany that had 50% debt and 50% equity versus a
conmpany that was 100% debt, but that debt was guaranteed
by the parents, and whether there would be a preference
in your mind to |l ending noney to one of those two

entities. Do you renenber that question?
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A Yes, | do.

Q I want you to mamke another assunption, and
that assunption is that with regard to this conpany that
is 100% debt that you actually get, you as the new
I ender, a priority security interest ahead of all of the

parent debt and all of the parent guaranteed debt.

A Okay.

Q In other words, you are first in |ine.

A | understand your assunption.

Q In fact, wouldn't that entity be the entity

that as a | ender you would be nore interested in | ending
nmoney to with all el se being equal?

A Always if you're first in line, yes.

Q I want you to assune anot her situation
Again we have this 50/50 debt equity conmpany versus 100%
debt, and that debt is nmade by the parents or guaranteed
by the parents. And you as the new | ender are offered
by two entities with a conbined equity of over $117
Billion a guarantee for that new | oan. Again, wouldn't
that be the entity that you would be nore likely to
i nvest noney in?

A Wel |, again, you would have to eval uate the
circunstances of the loan, but if the conmpany had that
kind of equity and was standing behind it, you would

have different assurances. Yes, | would agree with your
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hypot heti cal .

Q Okay. You were asked questions | think again
by the Chai rwoman about this ratio between tota
revenues to operating and nmai nt enance expenses; do you
remember that?

A Yes.

Q Are you aware that the WUTC tariffs that have
been allowed to go into effect for O ynpic previously
have provided a ratio of 1.9 that is revenue to
operation and mai nt enance expenses?

A | don't know that.

Q Woul d you accept that subject to check?

Well, the problem | have with accepting that
is that if you' re saying that when the conpany filed
that it provided evidence that showed that its O&M was X
and the revenues were 1.9 tines that; is that what your

guestion is?

Q Yes.

A. And for which filing so | can check that, for
whi ch?

Q It would be the npst recent.

A Vi ch is?

Q ' 98.

A I"'mlooking to the back of the roomto see if

| can -- we can check that.
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1 Q Thank you. [|'m al nost done

2 M. Finklea asked you some questions that

3 pronmpted you to talk about this equity cushion concept.
4 A Yes.

5 Q And | think you were suggesting that a 50%
6 equity cushion would be kind of a good idea to maintain;
7 did | get that correct?

8 A Yes.

9 Q Now obvi ously O ynpic prior to the 1999 year
10 had equity, either as you calculated it | think it was

11 close to 18% or as | cal cul ated about 20% correct?

12 A Yes, about 20% equity.

13 Q And that equity di sappeared, correct?

14 A Yes.

15 Q Well, let's assume that it was either 20% or

16 50% either one, you know, is it your testinony that you
17 beli eve the owners have an obligation to maintain that
18 equity ratio if some disaster happens that wi pes it out?
19 A Well, in that circunstances, if the -- would
20 be -- if they choose not to nake the equity investnent,
21 the other option is receivership. So you nmeke judgnents
22 about the circunstances that give rise to the erosion of
23 revenues, and when those revenues are insufficient to

24 nmeet debt service and pay O&M and are continuing to eat

25 into earnings, then -- and then at sone point when the
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debt can't be serviced, then the decision has to be made
as to whether or not additional equity will be provided

or the business no | onger operates.

Q well --

A. That's the essence of Anerican enterprise.
Q Oynpic is still operating, correct?

A That's correct.

Q And it apparently didn't do either one of

those things, did it?

A No.
MR, BEAVER: Ckay. | have no other
guesti ons.
CHAIl RMOVAN SHOWALTER: | have a fol |l ow up.

EXAMI NATI ON

BY CHAI RAMOMAN SHOWALTER

Q Well, | have a followup to M. Beaver's
hypot heti cal that was a variation of ny hypothetical,
the third party lender. And we have seen in the | ast
year several multi tens of billion dollar conpanies go
fromthose kinds of values to virtually nothing, so
wi |l ask the question again but using his hypothetical
If you had two conpani es, one has a 50/50 actual equity,
and the other has 100% debt, and they're both owned by

multi multi billion dollar conpanies, and now the third
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party I ender can loan to the first conpany, which has
the equity, or the second conpany but have its | oan cone
first inline. So all I"'mtrying to test for is the

val ue of equity, all other things being equal, but this
tinme let's say the | oans are guaranteed. Are those two,
does the third party | ender | ook at the conpany with
equity nore favorably than the one wi thout even though
the loan is backed by the owner?

A Well, the way | answered his question was the
hypot heti cal had the condition of you get to be first.

Q Ri ght .

A And but lots of times when there's already
debt outstanding, for exanple, there's restrictions,
they don't allow you to do that. So | answered it in
the narrow sense of his hypothetical, but in reality
there are covenants in existing debt instrunents that
prohi bit sonebody -- the conpany from doing just that,
so.

Q Okay. But | guess the question I'mtrying to
get at is even if let's say you're first in line,
there's really nobody el se around. But on the one hand,
the third party loan has equity to |l ook to should things
go wong. On the other hand, in the other case it
doesn't have any equity to look to, but it does have the

guarantee of a big other conpany, but you don't know
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1 what's going to happen to that big other conpany.

2 A You don't.

3 Q That is had the other conpany been Enron or
4 been Qmest or been Worl dCom the third party |ender

5 woul dn't be very happy right now.

6 A. Ri ght .

7 Q Looki ng at sone equity in the conpany.

8 A Ri ght.

9 Q That's what | would have thought, but that's

10 what | want your opinion on.

11 A Yes, and that is -- that is fundanentally --
12 your hypothetical -- |I nean when you're on the stand and
13 you get these hypotheticals, the question is how -- at

14 what point then does the hypothetical approach what

15 real ly happens, okay.

16 Q Okay.
17 A So your hypothetical is in nmy mnd nore based
18 in terms of what would likely happen. |If you have a

19 firmthat's | ending noney and it has sone equity, if I'm
20 a potential lender, |I look at the equity, and | also

21 | ook at the assets and to the extent what are the assets
22 on the bal ance sheet, and | will evaluate the |ikelihood
23 of the inpairnment, in other words what can those assets
24 produce, and also where | will be in the context of the

25 loan. And if you have equity, you al ready have a 50%
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cushion, you already have half of it, so that if in the
likelihood that the assets are only worth half, you are
still going to get your noney, your principal back

Q I nmean | would think another way to put it is
that all other things being equal, and |I nean all other
things, so the guarantees, whatever the situation is,
all other things being equal, a third party, a
prospective third party | ender would rather see equity
there than not.

A. Right. And in the hypothetical that
M. Beaver presented ne, if you go first in line, you
know, you're now a bond hol der, and | answered, | said,
yeah, now |I'm better than any other bond hol der. And
then to the extent that there is a parent guarantee,
woul d still need to | ook at the underlying econom cs of
that parent who is guaranteeing the |oan and the assets
supporting that guarantee. But all else being equal, if
you have sone equity and I'm choosing to invest, | mean
that's exactly when you | ook at these bond covenants.

If you recall when we went through the thing
about Avista and you recall those covenants and those --
the testinmony and exhibits regardi ng coverages and debt
and equity ratio, those are all things designed to
protect investors, third party providers of capital and

debt, additional debt. And that's why equity is there,
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all else being equal, and you will see incone, and it's
traditionally a restriction on the amount of total debt
that you can issue.

CHAl RMOMAN SHOWALTER:  Ckay, thank you.

MR, BEAVER: One fol | ow up.

JUDGE WALLI S: M. Beaver.

CROSS- EXAMI NATI ON

BY MR BEAVER

Q Maybe we shoul d have brought a | oan officer
in here, but you nade a coment about what you woul d
| ook to, which confused nme actually quite a bit, in your
response, and you indicated that you would | ook at the
assets and the equity. What about the liabilities,
woul d you ook at the liabilities of this entity that
you were thinking about |oaning to?

A That's what equity is, it's aliability, it's
aliability to the owners.

Q | understand that. But, for exanple, if this
entity was involved in a nyriad of lawsuits with al
kinds of clains against it, | nmean is that sonething

that you woul d think about?

A Yes.
MR, BEAVER: | have no other questions.
MR. BRENA: | have one.
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CROSS- EXAMI NATI ON

BY MR. BRENA:
Q M. Elgin, have you ever tried to collect on
a multimllion dollar guarantee?
A No.
Q Do you think that would be an easy process?
MR. BEAVER: |'m going to object. Cbviously

he just said he hasn't, so this clearly calls for
specul ati on.

MR, BRENA: Well, and | am exploring the
val ue of having something, equity, versus a guarantee
and what the relative benefits of those are. |t goes
directly to the Chairwoman's |ine of questioning, and so
| would like to be able to --

JUDGE WALLIS: The witness may respond to the
extent of his know edge.

A I would think that the larger the amount in
terms of a guarantee, the nore |likely there would be
some issue regarding recoverability, but | think as |
under st and what your hypothetical question was.

BY MR BRENA:
Q I nmean --
A It's different than equity still.

Q The way the real world works is the guarantor



4933

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

really doesn't think it's his debt because it's
primarily due by the principal, correct?

MR. BEAVER: |I'mgoing to object. First of
all, it's clearly speculative, it's also |eading, this
is friendly cross.

MR, BRENA: \Which one shall | respond to
first. I'mjust exploring the Chairwoman's hypothetica
between the difference between equity and a guarantee in
the hypothetical. | don't see that it's friendly or not
friendly.

JUDGE WALLIS: We will allow this question,
but we think you're getting pretty close to the line
here, M. Brena.

MR, BRENA: All right.

BY MR. BRENA:

Q Well, I"mjust trying to reduce this down to
the real world, and that's what you were trying to do.
In the real world, would you agree that it's not rea
easy to go out and get soneone to wite a nmultimllion
dol I ar check to honor their guarantee of sone third

party debt?

A That would be an issue. | would agree with
t hat .

Q | nmean you're buying a lawsuit, aren't you?

A | can't answer that.
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MR. BEAVER: (bj ection, speculative.

MR. BRENA: |'m done.

MR. TROTTER: Your Honor, | reconmend we take
our lunch break. That will help us streanm ine our
redirect, and | pronmise there will be no questions about
wor k papers supporting the conpany's cross exhibits.

But | think we have had now over three hours of
cross-examni nation, and we would like to be able to focus
it, and I think we will be able to do that.

MR, BEAVER: | will give you my work papers
if you want.

JUDGE WALLIS: Very well, let's take our noon
recess now, and we will be back at 1:30.

(Luncheon recess taken at 12:15 p.m)

AFTERNOON SESSI ON
(1:30 p.m)
JUDGE WALLIS: Let's be back on the record,
pl ease, for our afternoon session.
M. Trotter, | believe at the point we broke
you were prepared to proceed with redirect.

MR. TROTTER: Yes, Your Honor.
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REDI RECT EXAMI NATI ON
BY MR TROTTER

Q M. Elgin, during the lunch break, were you
able to confirmwhether or not NARUC reports state
regul atory practices with respect to oil pipelines?

A It does not.

Q Also | think you said just before the break
that equity is a liability; can you clarify what you
meant ?

A. Yes, | amsorry for that confusion there. |
nmeant it's on the liability side of the bal ance sheet.

Q You were al so asked sone questions or gave
sonme testinony regarding this Comm ssion's authority to
order Aynpic to invest or BP to invest and so on. Do
you recall that |ine of questioning?

A Yes.

Q And you're not a |l awyer, so your testinony is
based on your understanding of the state statutes; is
that right?

A That's correct.

Q Did you have the statute in front of you when
you gave that testinony?

A No, | did not.

Q Just referring you to 81.28.240, does that

statute speak in terns of the Conmi ssion ordering a
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public service conpany to provide anong ot her things
sufficient facilities to be furnished?

A Yes.

Q Does it speak in ternms of investing noney
specifically?

A No.

Q You were asked a question by M. Beaver
conparing equity to debt in an instance where the |ender
permits the principal and interest paynents on the debt

to be deferred; do you recall that?

A Yes.

Q Is equity the sanme as debt in that context?
A No, it's not.

Q What are the distinctions that imediately

cone to mnd?

A The biggest distinction is the fact that debt
is a contractual obligation between two parties to nmake
principal and interest paynents in some kind of fashion,
and to the extent that debt is a contractual obligation
to pay, if the conpany does not pay, it then puts the
deferred paynment on its bal ance sheet in the liability
side as accrued interest and is under a contractua
obligation to pay it at sone point in time. \Wereas if
it were equity, there is no contractual obligation.

Equity owners are only entitled to the residual earnings
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of the firm and they're -- so to the extent that there
are no earnings, there is no obligation to receive any
return or principal repaynment. So that is a mgjor
di stinction.

Q Woul d the debt in that hypothetical be

carried on the books as equity?

A No.

Q Wuld it be carried on the books as debt?
A Yes, it woul d be.

Q You were al so asked sone questions whet her

A ynpic could have financed under certain circunstances,
and in the context of one of your answers, you said if
you were at Oynpic at that time, you would have
prepared a financial plan; do you recall that?
A Yes.
Q Woul d a conponent of an appropriate financia
pl an be a decision to pronptly file for rate relief?
MR. BEAVER: (Obj ection, the question is
| eadi ng.
JUDGE WALLI'S: The question is perm ssible.
A Yes, in it would be a credible financial plan
woul d i nclude what specific actions would be necessary
to enhance the revenues of the conpany.
BY MR TROTTER

Q Are financial plans also inportant in terns
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of managi ng the risk of a conpany?

A Yes.

Q You were asked sonme questions about payout
rati os for other public service conpanies in this state
being in the 60%to 70% range; do you recall that?

A Yes.

Q Do other public service conpanies in this
state have substantial equity ratios?

A Yes, to the extent that there is an average
payout ratio of conpanies in the 60%to 70%range, it's
not unusual for also to see those conpanies have equity
ratios in the 40%to 50% range as well.

Q I would like you to turn your attention to
Exhi bit 2102-R, and you were asked a nunber of questions
from M. Beaver regarding the timng of |oans from

A ynpic's parents and the amobunt of earnings O ynpic

retai ned over various periods of time. | think he used
1998 forward and 2000 forward. | would |ike you to use
this exhibit to explain -- explain how this exhibit

describes Aynpic's equity ratio in light of the noney
the owners | oaned in the 1998 to 2000 tinme frane and
what happened to the proceeds.

A. Yes, if you look at the 1998 colum, you will
see that under the seventh line or the --

CHAl RWOVAN SHOWALTER: M. Elgin, can you
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1 just tell us what row, the title of the row

2 THE WTNESS: Yes, it's the title of the row
3 is '98.

4 CHAl RWOMAN SHOWALTER:  No, the columm is '98

5 and the row is?

6 THE W TNESS: The row i s construction.

7 CHAI RWOVAN SHOWALTER:  Thank you.

8 THE W TNESS: Ckay.

9 A You will see in 1998 the conpani es used $25
10 1/2 MIlion for construction. Also in 1998 you will see

11 on the long-termdebt columm that the conpany have $44
12 1/2 MIlion of |ong-term debt which now was reduced to
13 $17 MIlion of long-termdebt, so that change of

14 approximately $27 MIlion and -- there's a delta there.
15 In the next row, you will see short-term debt, and you
16 will see short-termdebt went from$2 MIlion to $44 1/2
17 MI11lion.

18 BY MR TROTTER:

19 Q That's between 1997 and 1998?

20 A '98, that's correct. So the conpany invested
21 in new facilities of about $25 1/2 MIlion, which

22 corresponds to the property line. And then you can see
23 that in 1998 where the $25 MIlion is in construction,
24 t he conpany at that point had issued $42 MIlion in new

25 short-term debt, of which it appears that $27 MI1lion of
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that was for -- to take down -- to pay off sone
| ong-term debt.

Then in the next year you will see the
conpany only spent $4 MIlion in new construction so --
and only -- there was very little change in net
property. So it appears that in 1999, nost of the
conpany's needs for construction, cash for construction,
was provi ded by depreciation. Now you see that the
short-term debt colum increased by another $24 MI1lion
So what has happened between '98 and '99, there was $24
MI1lion that was issued, and the cash cane into the
conpany, and it's ostensibly for a |oss.

Now we go from'99 to 2000, and we see that
the property figure went from87 to 97, so approxi mately
$10 MIlion, and we see that there's a correlation
bet ween that and the construction expenditure of $12
MIlion. So there's a -- of about that. Sone of that
was provided through cash flow through depreciation, but
the remai nder was needed to be financed sonewhere, so we
| ooked where did the noney cone from So we go up and
we see that $1 1/2 MIlion was used for long-term-- to
-- the principal repaynent under the -- one of the
| ong-term notes, but the short-term debt went from $68
MIlion to $100 MIlion, so it's a delta of $32 MIlion.

So $32 MIlion minus the $12 MIlion in construction
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| eaves about another $20 MIIion.

So what this is saying is between '99 and
2000, there was approximately $45 MIlion to $50 MIlion
that was | oaned, cash canme into the conpany, and it went
to fund the operations, and it was a |l oss. And so what
this exhibit shows is how the conpany used the cash from
the loans fromthe parent, where it spent that on
facilities, and then where -- which to support ny
testimony is the debt was issued to support prior
operating |losses, and this supports that testinony, and
it's approximately $45 MIlion to $50 MIlion

MR, TROTTER: Those are all ny questions,
t hank you.

JUDGE WALLIS: [Is there anything further of
the w tness?

MR. BEAVER: Yes.

JUDGE WALLI S: M. Beaver.

RECROSS- EXAMI NATI ON
BY MR BEAVER
Q M. Elgin, do you still have Exhibit 2102 in
front of you?
A Yes.
Q It says that the source of this information

is the FERC Form6's; is that correct?
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1 A. That's correct.
2 Q Is that where all of this information canme

3 fromthat is on this exhibit?

4 A Yes.

5 Q Except obviously for the cal cul ations that
6 you did, | nmean but the calcul ations were based on

7 i nformati on fromthe FERC Form 6's?

8 A Yeah, these are -- these nunbers are

9 exclusively fromthe summary |lines on the bal ance sheet
10 and i ncome statements and the statenent of cash flows
11 that are in the Form 6.

12 Q Coul d you turn to Exhibit 2118, which is the

13 2000 FERC Form 6, and I'm not going to go through all of

14 t hese nunbers, |'mjust going to go through one.

15 A. Okay.

16 CHAI RWOVAN SHOMALTER: What page?

17 Q And if you could turn to page 113

18 A Yes.

19 MR, TROTTER: Counsel, ny page nunbers are
20 ki nd of blocked off, can you tell us what -- describe
21 it?

22 MR. BEAVER: At the top it says conparative

23 bal ance sheet statenent continued.
24 MR, TROTTER: Okay, thank you.

25 BY MR. BEAVER
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Q And I'm | ooking at line, this particular one
is line 47 where it says notes payable right under the

current liabilities.

A Yes.

Q You were aware that O ynpic took out $30
MIlion in long-termdebt from Chase; is that correct?

A Yes.

Q And we have on this line $30 MIIlion; do you
see that?

A Yes.

Q Now can you tell nme where that $30 MIlion is

on your exhibit?

A It's enbedded in the short-term debt col um.
You will see that line nunber 47 and 48 are notes
payabl e and payables to affiliated conpanies, and $30
mllion plus $70,579, 000 equal s $100, 579, 000, which is
the amount of short-term debt for the year 2000. So
that's the way -- it's a note payable, and | added those
two together to get that figure.

Q And do you know why you added the long-term
Chase debt of $30 MIlion to -- under the short-term
debt 1ine?

A Because it's under the columm current
liabilities, and so it's due within -- under current

liabilities, that nmeans it's due within a year, so it's
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short-term debt.

Q You understand that O ynpic still owes that
nmoney?

A Yes.

Q So it obviously didn't --

A. Well, it owed it -- it reported it at the end
of Decenber 31st, 2000, so between -- | guess |

m sunder st ood your question. Wen it published this
nunber, it owed it. But the question is, does it stil
owe it now. | believe the -- there's been sone change
in that. The $30 MIIlion now between end of 2000, 2001
if it's due in a year, it would have been paid off, and
so it would need some additional source of funds, so
-- I"mjust reporting this with respect to the FERC Form
6, and you asked me where | got the nunber.

Q You're aware that O ynpic actually produced

for the Conm ssion the actual Chase notes?

A Yes.

Q Have you revi ewed those notes?

A Not since the interimcase. For purposes of
this testinony and this exhibit, |I didn't do that.

didn't go back and review the notes.
Q But you understood fromreviewi ng those notes
when you reviewed themthat those were actually

| ong-term debt, in other words payable after one year?
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A. The Chase note was, yes.
MR. BEAVER: Ckay, | have no other questions.
CHAI RMOVAN SHOWALTER: | have a followup to

t hat .

EXAMI NATI ON

BY CHAI RWOVAN SHOWALTER

Q Looki ng at the FERC Form 6, it appears to ne
that all you can tell fromline 47 is that there is an
entry under current liabilities, that you could infer
fromthat that it should be a short-term debt, but you
can't tell, can you, just fromit's being listed in this
slot that it is or isn't a long or short-term debt?

It's supposed to be a short-termdebt, is that --

A Yes.
Q Okay.
A Yes, by definition current |liabilities nmean

somet hing due within the year

Q Al right. But that neans if the formis
filled out properly, it is a short-term debt?

A That's correct.

Q Al right. And what the agreenent actually
says isn't revealed on this particular fornf

A No, it's not, mm'am

Q Al right. So | just saw sone raised
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1 eyebrows, and so | take it that either it was a
2 short-term debt and properly put here, or it wasn't and

3 it was inproperly put here?

4 A That's correct.

5 CHAI RMOVAN SHOWALTER:  Al'l right.

6

7 REDI RECT EXAMI NATI ON

8 BY MR. TROTTER

9 Q Just as long as we're with that page

10 M. Elgin, if you could turn to still on page 113, |ine
11 58.

12 A Yes.

13 Q Is that where | ong-term debt would be

14 reported if it was |long-term debt?

15 A Yes.
16 Q Okay.
17 A And that is -- represents the $14 MIlion

18 figure that's right above the $100 MIIlion figure.

19 Q And with respect to your answer to ny

20 qguestion in which you raised these figures and brought
21 these figures to the Comrission's attention, does it

22 really matter whether the $100 MIlion was short-term or
23 long-term it was still debt; is that right? Dd it

24 matter to your conclusions whether it was short-term or

25 | ong-ternf
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1 A No.

2 MR, TROTTER: Thank you.

3

4 RECROSS- EXAMI NATI ON

5 BY MR BEAVER:

6 Q | hate to ask one, and this is solely for

7 clarification, and | don't know if it matters, but the
8 line 58 entry that counsel just asked you about, do you

9 understand that that is actually the Prudential |oan?

10 A. Yes.
11 MR, BEAVER: That's all | have.
12 JUDGE WALLIS: Nothing further for the

13  witness?

14 M. Elgin, thank you for appearing, you are
15 excused fromthe stand.

16 THE W TNESS: You're wel cone.

17 JUDGE WALLIS: We will be off the record
18 while M. Brown prepares to step forward. And during
19 our break, we will get sorted out the exhibits for

20 M . Brown.

21 (Recess taken.)

22 JUDGE WALLI'S: Let's be back on the record,
23 pl ease. Tesoro has called to the stand at this tinme its
24 wi t ness John F. Brown.

25 M. Brown, is ny recollection correct that
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you have previously testified in this docket?

THE W TNESS: Yes, sir

JUDGE WALLIS: | will nerely rem nd you that
you have been sworn under oath.

And, M. Brena, the witness is avail abl e.

Wher eupon,

JOHN F. BROWN,
havi ng been previously duly sworn, was called as a
wi t ness herein and was exam ned and testified as

foll ows:

DI RECT EXAMI NATI ON

BY MR. BRENA:

Q Good afternoon, M. Brown.

A Good afternoon, M. Brena.

Q I have a few questions for you.

A I would say, don't we cover the errata first
or |ast.

JUDGE WALLIS: Let's note for the record that
Exhi bit 2301-T has previously been identified and that a
nunber of additional documents have been distributed for
use with M. Brown. These consist of the foll ow ng:
2302, which is an alert notice ALN8801; 2303 which is 49

CFR Part 195 fromthe Federal Register of Novenber 4,
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1998; 2304 is pressure restriction exhibits; 2305 is one
time expenses exhibits; 2306 is CIPL Suprenme Court
deci sion; 2307 is an order P85(16) for CIPL; 2308 is an
order P82-6(25); 2309 is order P91-2(11); 2310 is a
deci sion involving Anbco Pi peline Conpany; and 2311 is
conparative rebuttal information.
MR, BRENA: Thank you, Your Honor

BY MR BRENA:

Q Are you sponsoring 2301 through 2311

M. Brown?

A Yes, | am
Q Do you have an errata for 2301-T?
Yes. On page 3, line 5, it currently reads,

Pi peline Safety's (OPS) and Departnent of Environnental
Conservations. That should be Departnment of Ecol ogy,
and just to be on the safe side, change the designation
to DOE. |I'mnot sure if it's used anywhere else in the
testinony, but change it to DCE
And then on Iline 6, the first word is safety,

and after that first word add and environnental .

Q Are you al so sponsoring an exhibit that was
previously prepared for M. Beaver, Exhibit 10067

A. Yes, | am | thought that was on this |ist
of -- but maybe it's not. |In any event, yes.

Q Yeah, it is on the list of 2304, but it was
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not sponsored because M. Beaver did not appear
Wth that errata, do you accept the testinony
inits current fornf®
A Yes, | do.
MR. BRENA: | would nove for the introduction
of the marked exhibits.
MR, MARSHALL: Your Honor, the testinony was

subject to a notion to strike two phrases, which was

granted by Your Honor on June 13th. Those are still in
the testinony. |If you recall, the notion dealt with the
unproven crimnal allegations, and they still appear

here. And for the sane reasons, we have an objection to
t hose exhibits that were marked for M. Beaver's

exam nation as well. Those are unproven all egations,
and there's no foundation for this witness either to
prove any of those unfounded all egations.

JUDGE WALLIS: What docunent or documents are
you referring to in your letter?

MR, MARSHALL: The letter, what | have right
here is the notion to strike, which again, Your Honor
granted. Lines 16, 8 to 9 of the testinobny, and page
52, lines 18 to 20, which again was granted on June
13t h.

MR, BRENA: Would you go back to that,

pl ease.
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MR, MARSHALL: Sure.

CHAl RNOVAN SHOWALTER: What was the page?

MR, MARSHALL: Page 16 is the first place
where that appears.

MR, BRENA: W do not oppose that correction.

THE WTNESS: Wuld you give ne the --

MR, MARSHALL: Certainly.

THE W TNESS: Thanks.

MR. MARSHALL: After we repeat it |ong
enough, we probably shouldn't even strike it. That's
one of those issues where ignore that.

JUDGE WALLIS: Could, M. Brena, seeing as
how you won the, or I"'msorry, M. Marshall, seeing as
how you won the notion on this, could you provide
corrected copies or pages with that material excised.

MR, MARSHALL: Certainly, that would be good,
we'll do that.

THE W TNESS: Can you tell ne what |ines were
stricken, | don't know.

JUDGE WALLIS: Let's be off the record.

(Di scussion off the record.)

JUDGE WALLIS: M. Marshall, you are going to
provi de corrected copies of the testinony for the
record; is that correct?

MR, MARSHALL: Yes, excising those portions
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relating to the notion.

JUDGE WALLIS: Very well. And you're
objecting to reference in M. Brown's Exhibit for
i dentification 2304 to a document proposed for
presentation through M. Beaver. As we recall
M. Beaver declined to testify following a ruling about
his eligibility to testify earlier in the proceeding, so
t hat docunent was never offered to the record.

Now just as a procedural matter, | take it,
do |, M. Brena, fromthis reference that M. Brown
seeks to sponsor Exhibit 10067

MR. BRENA: Yes, Your Honor.

JUDGE WALLIS: And should we consider that a
part of the 2304 exhibit?

MR. BRENA: Yes, Your Honor.

JUDGE WALLIS: Now, M. Marshall, your
objection to that docunent is?

MR. MARSHALL: The objection to the docunent
is these were cross-exani nation exhibits proposed by
Tesoro for use with M. Beaver, and they consist of the
first three itens of six as conplaints and notices, al
of which renmai n unproven and whi ch are beyond the
know edge of the witness, the last three of which are
either press releases or Seattle Times articles. Again,

those are hearsay containing unproven allegations again
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beyond the know edge of this witness. He would not be
able to authenticate or speak with any persona
know edge about these articles.

JUDGE WALLIS: M. Brena, what's the purpose
for which this exhibit is being offered?

MR. BRENA: The issue is whether or not the
financi al consequences associated with the pressure
restriction should be borne by the rate payers of
O ynpic. Previously it had been argued successfully
that a reference to crimnal allegations was not
appropriate. This is the other side of the story that
they have told with regard to Whatcom Creek. They have
had a parade of witnesses put in their side of the
story. M. Talley has, M. Batch has. This is -- this
bal ances the record with regard to the events.

It is our position in this proceeding that
this pressure restriction arises fromthe inprudent
operation of the operator and that this Comm ssion
shoul d not use the restricted throughput as a basis for
rate setting. Consistent with that theory, we're in a
position of having to advance facts and evidence. This
wi tness has reviewed all of these documents, is famliar
with them has sat through the entire hearing listening
to the testinony of Oynpic's witnesses, and is -- and

under the best evidence rule, this is proper to cone in.
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JUDGE WALLIS: Are you offering these
docunents for the proof of the information contained
t herei n?

MR. BRENA: |'moffering these docunents
under the best evidence rule to denonstrate in part
operat or inprudence.

CHAl RWOVAN SHOWALTER: M. Brena, | just have
a question on these six docunents here. The first three
are, you know, a notice or a conplaint, but the second
three are reports of an agency action and fine.

MR, BRENA: Mm hm

CHAl RMOMAN SHOWALTER: |s there a distinction
between the two in that the latter three are reporting a
finding or resolution by an adm nistrative body, but the
first three are not?

MR. BRENA: W have throughout this
proceeding -- well, yes, of course, there is. | think
that there is a distinction there, but | don't think
that the distinction should go to the admi ssibility of
any of the docunments. W have cross-exan ned
extensively on the corrective action order, on notice of
violation, on the notice with regard to the ERW pi pe.

We have throughout this proceeding used these types of
materials as a basis to advance our case, and there is

not hing i n substance or style or procedure different
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fromthese docunents than the ones that have already
been admitted into the record. They just allow us to
present our side of the record.

JUDGE WALLIS: Do other counsel wish to
comrent first before we go back to M. Marshall?

MR. TROTTER: Well, | think it is crucial to
understand the purpose for which they are offered,
because all egations in a conplaint are just allegations,
they're not proof of facts. | do see the distinction
the Chair pointed out with respect to a formal agency
action of whatever nature. And it wasn't clear to nme
for what purpose allegations in a conplaint wuld serve,
but certainly if M. Brena can identify that, that m ght
nmove us along. But it does seemto nme the agency
actions are appropriate to be admtted to show what the
agenci es have done within the scope of their authority.
Wth respect to the other conplaints, | think that's a
little nore tenuous.

MR. BRENA: Well, Your Honor, the --

JUDGE WALLI'S: Excuse ne, specifically which
docunents do you put in which classification?

MR. TROTTER: The notices of penalty | would
classify as agency action. The conplaint, which is, you
know, in a formof an action by the governnment, but |

woul d nonetheless put it in a different category. |If
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t he purpose of the conplaint is to show that there are
conplaints, that's one thing. |If that's the purpose,
then the issue is whether that advances the issues in
the case or not. But | do think that the DOE penalties
are the result of agency action and investigation after
i nvestigation, and then it ought to be -- those appear
to be nmuch nore probative

JUDGE WALLIS: M. Marshall

MR. MARSHALL: Yes, with regard to the first
itemof the six, the conplaint, that was objected to in
the interimcase. Your Honor nmmy renenber that he
denied the adnmi ssibility of that conplaint already.

That was the foundation for our notion to strike the
sanme unproven crimnal allegations in the testinony. So
| disagree with M. Brena's characterization that these
are the same in substance, style, and procedure as to
what we have been doing. Just to the contrary, we have
al ready had a ruling on this exhibit once, and it has
been objected to and ruled on and kept out.

Wth regard to notice of penalties, those are
notices only. Those penalties have not been paid, they
are being contested. |It's not a resolution, it is a
step in a process, and it doesn't have anything to do
With pressure restrictions. M. Brena is trying to link

it up to sone pressure restriction, it has nothing to do
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with pressure restrictions.

Wth regard to the Seattle Tines article on
the $75 MIlion settlenent, that again has nothing to do
with pressure restrictions. And, in fact, this w tness
won't have any know edge of it, but | would ask himif
it came in if he knows anything about who paid for those
settlenents, were they insurance conpanies. If he's
trying to link it to the financial condition of the
conpany, of O ynpic, that $75 MIlion settlenment, this
witness will not be able to link in the least to the
financial condition because of the presence of
i nsur ance.

And the same thing with all of these, they're
all not capable of being testified to by this w tness.

If Tesoro wanted to ask questions of M. Batch

M. Talley, and others about these things, they should
have been marked as cross-exani nation exhibits then. To
do it now where we can't respond in detail through a
witness that will have absolutely no factual background
one way or the other about any of these itens is just
nothing nmore than trying to use the witness as a vehicle
to get in hearsay testinmony about things that are stil
pendi ng and have no link to the pressure restrictions.

JUDGE WALLIS: Do you have any objections to

the other proposed exhibits?
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MR, MARSHALL: Well, again, | don't see how a
notice of penalty --

JUDGE WALLIS: No, |I'mtalking about 2301-T
t hrough 2311 ot her than 2304 and the docunents in --

MR, MARSHALL: No, | do not except as to
basi c foundation on alert notices on ERW but | can ask
that of the witness.

JUDGE WALLIS: Very well. For administrative

purposes, I'mgoing to admt 2301-T through 2311 except

for 2304, and we will deliberate on that now

MR, BRENA: | would like to respond since
get the last -- since these are ny exhibits. A couple
of things.

First of all, the conplaint is not the

conplaint that was ruled on in the interimproceeding.
Let's start there. That was factually wong. The
conplaint that was ruled on in the interim proceeding
was the crimnal conplaint. This is not a crimna
conplaint. It is a civil conplaint, and it's been
recently filed, so it has not been ruled on

Secondly, hearsay, this is an expert witness,
and he's perfectly entitled to rely upon his revi ew of
public records as a basis for form ng his opinions and
has been able to do that.

Third, | would point out that if, you know,
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that these argunents really go to wei ght and not

adm ssibility. |If they feel that, for exanple, under

Wi t ness Beaver, they had sponsored under wi tness Beaver
their answer to a notice of conmplaint, and |I didn't
oppose that on adm ssibility grounds. | said, well, if
you're going to put in that docunent, then you should
put in the other side of the document as well. So the
record can not be allowed to exist where everything that
tells their side of the story with regard to the
operator inprudence that led to the pressure restriction
is allowed in the record and without -- any such rulings
other than the ruling with regard to the crinmnality
charge, everything has been in, the notice of ERW pi pe,
the notice of the corrective action order. There's

anot her notice of violation that's already been adnmitted
| believe. These are not in formor substance different
at all. The only difference is we're trying to tell our
side of the story through avail able information.

We understand that it nmay or nay not be
persuasive to the Commission that an allegation is
contained within a conplaint, but this is a conplaint by
the United States governnent against this pipeline going
to the way that it operated this line. This is properly
before this Commission, it properly forms the basis in

part for an expert witness to use in the formation of
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his opinion as to whether or not there has been operator
i mprudence.

Wth regard to their side of the story, we
have heard a parade of w tnesses comment on it, and this
Wi tness has sat in here and listened to those as well
But the fact is notwithstanding that parade, there is
consi derabl e factual basis out there for people to be
suing this conmpany, |evying fines against this conpany,
and taking agency actions against this conpany because
they don't agree with that. That's fair, that's fair to
cone in.

MR. MARSHALL: One |ast conmment on the
comment about M. Beaver's exhibit, which by the way was
withdrawn. His response was a response by Shell. | see
here that there is a notice regarding Shell. | don't
know where Shell fits into this. They're not O ynpic,
they're a separate entity.

| also have serious reservations about any of
this material for authentication. This wi tness can not
aut henti cate any of these.

| did junp to the conclusion that the
conpl aint was the crimnal conplaint that we dealt with
earlier in the interimcase, and | stand corrected on
that. But still and all, it's a conplaint with unproven

al l egations, and that was the basis for stating that we
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1 have a record of objecting to having any unproven

2 al l egations in.

3 MR. BRENA: | would like to address the

4 aut hentication issue specifically. That issue has cone
5 up and been ruled on within the course of this

6 proceedi ng already. The fact that an expert wi tness can
7 or can not authenticate a docunent, | nean these are

8 reliable sources of information that experts routinely
9 rely upon to formthe basis for their opinions.

10 (Di scussion on the Bench.)

11 JUDGE WALLIS: The objection is overruled,
12 and the docunment 2304, along with it the docunent

13 earlier marked as Exhibit 1006 for identification that
14 woul d have been sponsored by M. Beaver is received in
15 evidence. The itenms in 1006 are admi ssible for the

16 pur pose of show ng context, the basis of the expert's
17 opi nion, and will be received.

18 MR. BRENA: Wth all that, | think that I'm
19 ready to ask ny witness sone questions if you're ready
20 to hear.

21 JUDGE WALLI'S: Pl ease proceed.

22 BY MR BRENA:

23 Q Good afternoon again, M. Brown.

24 A Good afternoon.

25 Q There has been sonme questions raised with
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regard to your operating experience and your experience
in general to pro offer the opinions that you have
offered in this proceeding. WII you please for the
benefit of this Commi ssion summarize the background that
you think is relevant to the opinions and policies that
you have advanced?

A Yes. 1957, | started working in rate
matters. That was the first rate case that | worked on
and | have worked on a nunber of rate cases since then
both as an enpl oyee of two natural gas pipeline
conpanies and also in the consulting field. In addition
to that, when | was with a pipeline conpany in Saint
Louis, | was directly involved in the operation of a
smal | subsidiary conpany that was ultinmately formed into
the |l arger pipeline conpany. |In 1978, | becane
presi dent of United Gas Pipeline, which is a mgjor
interstate pipeline conpany havi ng sonme 10,000 mles of
pipe in the ground, and | was directly involved in the
operation of that pipeline. | had operating people
reporting to ne. One of the first chores that |
undert ook when | becane president was to sit with the
gas controllers to find out how they operated the
pi pel ine on a day-to-day basis and listened to the
deci sions that were nmade and, in fact, participated in

some of the decisions that were made with regard to
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operating the pipeline.

COW SSI ONER HEMSTAD: M. Brena, |'msorry,
but | believe this kind of material was in the witness's
witten testinmony. | think we're all concerned about
time here, and | woul d have thought his response here
woul d now be directed to an oral rebuttal where we have
the rebuttal case, oral surrebuttal of the rebutta
case.

MR. BRENA:  Your Honor, | nean Commi ssioner
the issues with regard to his experience and whet her or
not he had or | acked operational experience were raised
in the rebuttal case as well as by M. Fox on the stand
where he indicated nost recently, the npst recent tine
on the stand, is he indicated that he's got a coupl e of
Wi t nesses who don't know anythi ng about pipelines that
are up here offering opinions.

COW SSI ONER HEMSTAD:  Very wel |

MR. BRENA: And | can assure you that it's mny
intention just to use nmy hour and not nore.

BY MR BRENA:

Q When were you first named the head of
regul atory and rate making for a pipeline conpany?

A. In 1960, and then when | joined United Gas
Pi peline, | was senior vice president of rates and

regul atory affairs. That was in 1976, and then | becane
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president in 1978.

Q Do you consider yourself an expert in
regul atory policy rate making?

A Yes, | do.

Q Do you consider yourself an expert on rate
maki ng net hodol ogi es?

A Yes.

Q Do you include the rate maki ng nmet hodol ogi es
for gas crude oil products lines including FERC and
state regul ati on?

A Yes.

Q Can you in a sentence or two tell nme what
regul atory standards this Comr ssion should apply to
this case?

A. Yes, the regulatory standards should be to
set just and reasonable rates. And in doing so, they
shoul d provide a neans by which the pipeline conpany has
t he opportunity to recover its prudently incurred costs,
its return on its investment, and a reasonable return
on, I'msorry, return of its investnment and a reasonable
return on its investnent.

Q Have you heard during the course of this
proceedi ng anythi ng that woul d cause you to believe that
thi s Comm ssion shoul d deviate from standard and sound

cost based regulatory principles in setting rates for
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d ynpic?

A Not at all.

Q There has been considerable testinony with
regard to how to put rate cases together and how not to
put rate cases together. How do you put rate cases
t oget her ?

A You start with the actual costs, and | know
that there's been concern about base period, test
period, and what the test period is here, but basically
we're tal king about the sanme thing. Base period is a
period of actual costs or is a period for which actua
costs are known, and then adjustnments nmust be made to
t hose actual costs to renove nonrecurring costs. And
then adjustnents can be made to take into consideration
normal i zati on of costs, for exanple a payroll increase
that incurred during the period that wasn't covered for
the full period, and things |like that. Those are the
items that formthe basis for the devel opnent of the
costs for service to establish the rates.

Q Have you ever in your experience taken
nunbers wi thout | ooking behind them off of a financia
statement and plugged theminto a rate setting context?

A Not at all.

Q What do you do in order to confirmthat the

nunbers on the financial statenents are proper for rate
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1 pur poses?
2 A Well, you, | have heard the term | don't
3 think | have heard it before, but drill down to | ook at
4 the elements of the costs that are included in the
5 actual costs, and see whether they're reasonable, see
6 whet her there are nonrecurring items that are included.
7 And that's the basis on which you start putting a rate
8 case together.
9 Q And how do you do that?
10 A. Well, you look at a period of, talking in
11 terms of the Washi ngton Conm ssion, they use a test
12 period, which is a year of actual costs. The Staff has
13 | ooked at the year 2001 as the test period, and then
14 t hey have made pro forma adjustnments in the FERC
15 net hodol ogy. The pro forma adjustnents they have nade
16 think are very nmuch the same as elinination of
17 nonrecurring itens and normalization.
18 Q Have you, in that process, when you have put
19 rate cases together, do you sit down with conpany people
20 who are famliar with the specific costs so that you can
21 categorize them properly for rate maki ng purposes?
22 A Personal ly when | was involved with both
23 M ssi ssi ppi River Transmi ssion, with United Gas as | --
24 when | was in charge of the rate areas, | |ooked at al

25 of the figures to be sure that they were appropriate to



4967

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

be included. Even when | was president of the conpany,
| | ooked at and | had the senior VP of rates and
regul atory affairs reporting to ne so | knew what was in
those figures.
Q In your judgnent, is that the way O ynpic put

its rate case together?

A No, it's not.
Q There's been considerable testinony on how
rate base should be established. Do you have -- could

you of fer your opinion on that, please?

A Yes, | think that in establishing just and
reasonabl e rates, this Comm ssion should use the nethod
that they have used traditionally, which is the
depreci ated origi nal cost nethodol ogy. Take the
original cost of the property that has been invested to
provi de the service to the shippers, and deduct from
that the accrued depreciation. You add an all owance for
wor ki ng capital and deduct deferred income tax reserves
to arrive at a rate base

Q Shoul d the rate base be witten up based on
deferred earnings fromprior periods in this case?

A No, sir.

Q Why not ?

A There is no basis for the deferred earnings.

There was never any deferral of earnings. M. Gasso
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put together exhibits that showed really that there have
been overcol |l ecti ons when you | ook at either the 154-B
nmet hodol ogy or the 154 nethodol ogy. The revenues that
they received during those prior periods far exceeded

t he DOC net hodol ogy revenues and far exceeded even the
154- B nmet hodol ogy. There's no basis, and no one has
refuted the cal culations that were nmade showi ng these
overcol | ections.

Q So far as you're aware, has any state all owed
the witeup of rate base based on such a deferred
earni ngs cal cul ati on?

A So far as | know, they have not. In fact,
there are the cases that are included in whatever one of
the exhibits is, well, these beginning at 2306 and goi ng
t hrough 2310, those cases specifically did not allow the
i nclusi on of deferred earnings.

Q Do you believe that under the circunstances
of this case even FERC woul d have all owed the deferred
earnings to be included in rate base?

A I don't think that they woul d, because again
the 154-B does contain several places indicating that
t he application of 154-B is to be viewed on a
case-by-case basis, and there has been no showi ng at al
that there has been a deferral of earnings.

Q Shoul d this Comrission wite up the rate base
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based on a transitionary rate base or just --

A Again, that's an itemthat has been addressed
in the cases that | nmentioned. It's an itemthat is a
non-cost based item There's no basis for it to be
included in the rate base. [It's not an investnent cost.
It's not a piece of pipe in the ground. It's a

cal cul ated cost, and there's no basis for it to be

included. |It's been rejected by these various cases.
And in addition, Wlliams |I and Wllianms Il specifically
indicated that there was not to be a -- it was their

recommendation, this was the D.C. Court of Appeals
recommendation, that a starting rate base was outnoded

and shoul dn't be incl uded.

Q And just so that we don't confuse it, did you
mean Wlliams | and Il or Farmers Union | and [1?

A I"'msorry, Farners Union | and I

Q Okay. Do you think it's in the public

interest for this Comm ssion to give equity returns when
there is not equity invested?

A | don't.

Q Why not ?

A There's no basis for it. It's a very extrene
cost to the shippers when you sinply substitute an
equity amount when there is no equity. The cost is very

| arge, because not only is the cost of the return on
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equity high, but then you have the inconme tax all owance
to take into consideration. And in this instance,
there's no equity in this conpany.

Q Now before we turn fromrate base and return
matters to operating costs, where is the noney at in
this case?

A Breaking it down, | would say that -- naybe
can give an exanple. Let ne first say that Exhibit 2311
is the exhibit that | want to refer to, and that is an
illustrative exhibit. It is not the exhibit on which
Tesoro's direct case was put together

But when you | ook at that exhibit, if you
ook on Iine 7, total cost of service, under the Tesoro
colum there's $38.6 MIlion. Under the O ynpic colum
there's $56.5 MIlion. Difference of roughly $18
MIlion. $11 MIlion of that is found in the first two
categories. There's $6 MIlion difference in the
allowed total return, and there's $4.8 MIlion, $4.9
MI1lion roughly, of incone tax allowance. And then in
addition to that, you have the anortization of the
deferred return, that's another $1 MIlion roughly. So
you' ve got, if nmy arithnetic is correct, there's 6, 4.8,
and 8, 5, about $11 1/2 MIlion of the $18 MIlion is
just in the return and related taxes. There's a

di fference again of some $6 MIlion that's in the
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operating expenses. So those are the areas that account
for the difference.

Q And in terns of priority then, return on tax
al | omance woul d be one, throughput would be two, and
operating expenses would be last in terms of what's at
i ssue in this proceeding?

A Yes.

Q Okay. Turning to operating costs, would you
pl ease explain to the Comm ssion which of their
operating costs that Tesoro accepted and which they took
i ssue with?

A Well, | guess | need to start with Tesoro
indicated in and | indicated in ny testinony that
A ynpic had put together three different separate costs
of service. One was the cost of service that was nade
at the tinme of the filing, one was the case 1 cost of
service, one was the case 2 cost of service. They al
had di fferent base period test periods that were
utilized. But for convenience, we said we would go
along with the case 2 presentation. That case was on
the basis of a base period of October 2000 through
Sept enber of 2001 with adjustnments nmade to that.
However, the adjustnents that were nmade were basically
to substitute the 2002 budget for the base period costs.

Having said all of that now, the itens that
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we did not take exception to included the salaries that
were included in the presentation, insurance, taxes.
Those are the three items that in particular that cone
to mind that we did not take exception to.

Q And again, just so the record is clear, what
we're discussing is the operating costs that were

contained in their direct case, case 2?

A. Yes.

Q Okay. Did we accept the managenent fee?

A Yes, we did.

Q Did we accept their characterization of oi
| osses?

A Yes, we did.

Q Did we accept but normalize regulatory
expense?

A Yes.

Q What cost categories did we take issue with?

VWhat was the | argest cost category that we took an issue
with?

A The | argest category was the $5.6 M1 lion
that was reported in outside services as a one tine
expense.

Q And if | could direct your attention to 2305,
in you could explain why we took an issue with that, and

also put it within the context of this exhibit, please.
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A. Yes. In the first place, we had to hunt to
find the one tine expenses. In the case 2 presentation
there was sone $9 MIlion, $9.3 MIlion | think it was

that was shown as outside services. And | think the
Washi ngt on Comnmi ssion Staff asked for details, they
drilled down into what was contained in the outside
services, and it was found that $5.6 MIlion was

i ncluded. There was no justification, no support for
that figure, it was just included. It was classed as a
one tinme expense.

When you | ook at this schedule, the 2305
exhibit, | went through and | ooked at the various
exhibits that contained reference to one tinme expenses.
And in Exhibit 860, the first Iine on this Exhibit 2305
shows prior years spending of $1.6 MIlion, the targeted
2002 spending level is $5.6 MIlion, and the 2002
forecasted spending is $9.4 MIlion. Big variation in
those figures. And you can go down the list, and you
can see all of the different figures that have been
reported for one tine maintenance costs.

There's on 845, yeah, I'msorry, 845-C, it
shows 2001 expected spending of $2.3 MIlion. That's
basically during the test period. The 846 shows 2001
actual spending, $3.1 MIlion. 623 shows 2001

forecasted spending, $2.3 MIlion. | nean there were
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just all sorts of figures around. There's no support
for any of those figures, and certainly one tine

mai nt enance costs don't have any place in the cost of
service for recurring expenses on a continuing basis.

Q Is the nonrecurring nature one of the primary
reasons why you disallowed themin the cal cul ati on?

A Well, that plus in ny view there are included
even -- even when you get into the individual costs,
there are costs that are very likely capital costs and
shoul d have been capitalized rather than to be put in a
one tinme expense. And let ne give you an exanple. In
1996, A ynpic canme in to this Conmi ssion and presented a
schedul e that said that they had a total extraordinary
cost of $5.6 MIlion. The net anount that was shown in
that was $5.3 MIlion, and they asked for an
anortization of those costs because they were
extraordi nary expenses of 1 1/2 cents per barrel. They
began collecting that 1 1/2 cents per barrel in 1997,
January 1st, 1997. They're still collecting that 1 1/2
cents her barrel. They have overcollected that figure
that they said was a nonrecurring itemthat they were
anortizing over a three year period. That's the type
concern that you have -- that you should have with
regard to including nonrecurring costs or costs that

shoul d be nornalized over sonme future period.



4975

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Q When you say that they didn't support this,
did you sit in on Ms. Hammer's deposition or review her
transcript?

A Yes, | did, | reviewed the transcript. |
don't think I sat in on the deposition

Q How woul d you characterize their ability to
expl ain the nature of these projects and how they shoul d
be properly categorized?

A There was absolutely no support. In
reviewi ng the transcript, you asked her about each one
of the itenms making up the $5.6 MIlion, and her
response was she didn't know anything about the
projects. She didn't know the basis other than that
managers had presented these projects to be included in
the one tine nmi ntenance category.

Q Did you al so suggest nodifications to
operating fuel and power as was advanced in their direct
case?

A. Yes. In the operating fuel and power that
was in the direct case, the cost was adjusted upward to
reflect a unit cost for power in the highest nonth of
t he experience. And we took exception too that
M. Grasso made a cal cul ation of what the appropriate
unit rate should be for determning the fuel and power

costs and related that to the quantity, the throughput
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quantity that Tesoro is recommending in this case. So
yes, we did take exception to the fuel and power.

Q Setting aside the details, has O ynpic
essentially adopted a nore realistic approach in their
rebuttal case to fuel and power?

A. Yes, they have.

Q And is it consistent with what you
recommended with regard to our answering case to their
di rect case?

A | believe it is.

Q Did you al so suggest that adjustnents be nmde
to the supply and expense category of expenses in their
di rect case?

A Yes, | did.

Q Woul d you expl ain what you proposed and why?

A Well, as | indicated earlier, on supplies and
expenses, m scell aneous expense | think is another
category, there was no support for the figures that were
included in Oynpic's direct case. They sinply took
their budget for 2002 as the figure to be included. And
it did-- it resulted in an upward adjustnment to costs

that we didn't think were appropriate.

Q Did you al so suggest changes in other
expenses?
A Yes, on the sane basis.
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1 Q Ckay. How did you treat transitionary costs
2 fromone operator to the other?
3 A It is ny viewthat there should not be a
4 transition cost. The transition occurred July 1st of
5 2000, and the costs that were associated with the
6 transition amounted to sonmething like $2.3 MIIlion
7 That's the anount that is claimed by Aynpic, and what
8 they' re suggesting doing is anortizing that. In ny
9 vi ew, the change in shipper or in the operator wasn't
10 sonet hing that the shippers should pay for, and so
11 recomrended that we take that out of the, that
12 anortization which | think is $450,000, out of the
13 costs.
14 Q Wul d you pl ease al so address your proposed
15 treatment of regulatory expenses that they proposed in

16 their direct case?

17 A Yes, there was a schedule in | think it was
18 in the outside services category of a little over $1

19 MIlion, and in ny view the anmobunt, and | included this
20 in my testinony, that that should be anortized over a

21 five year period so that you would have $200, 000, which
22 woul d be nore representative of actual operations.

23 Q Now I would Iike to ask you sone questions, |
24 would Iike to | eave the proposed adjustments to the

25 direct case, and | would like to address the proposed
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1 adj ustnments to the rebuttal case. But before we talk

2 about the rebuttal case, | would like you to

3 characterize your ability to understand what those

4 nunbers -- to | ook behind the financial nunbers that

5 were proposed in their rebuttal case as a basis for rate
6 maki ng.

7 A No ability whatsoever to | ook behind the

8 figures there. They were presented, stated as being

9 taken off of the financial statements, but when you

10 exam ne those figures --

11 Q Are you | ooking at Exhibit 8607

12 A No.

13 Q Okay.

14 A Maybe | should be, but no, I'm 1l ooking for
15 728. | think that's the right one.

16 Q The additional work papers for M. Collins?
17 A. Yes.

18 Q Okay.

19 A. I'"'mnot sure now that | say that. Well, |
20 think I can -- yes, this is the one.

21 Q M. Brown, would you give the Conmi ssioners

22 an opportunity to get Exhibit 728 out if they choose.
23 A Yes.
24 Q And what page of the exhibit do you intend to

25 comrent on?
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A. Well, ny copy has handwitten page nunbers,
and | presune that's on all of the -- and so it would be
page 4.

MR. BRENA: |f you would just pause for just
a mnute, please, until the Comm ssion indicates that
they're ready to proceed.

THE WTNESS: |Is the tinme clock stopped?

MR. BRENA: We're way ahead of schedul e.

JUDGE WALLIS: Pl ease proceed.

MR, BRENA: | anticipated friendly cross
obj ections.

A Let me give you an exanple of the concerns.
This is the Cctober through -- October 2000 through
Septenber 2001. And take outside services, there's, in
Novenber 2000, there's $1 MIlion. In Decenber, there's
$9.5 MIlion. If you look at the individual figures
across the row and then you get to May, there's
$1,140,000. | mean the figures fluctuate and vary so
much that in ny viewthey're just unreliable.

Let's go to the next page. | see | have two
page 4's.
BY MR BRENA:
Q Actually, so do |
A Yeah, soneone lost count. This is work paper

2. The outside services, again going across the |ine,
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$323, 000, $546, 000, $650,000. You get over to March
there's $1, 133,000, April $1,210,000. Then $83,000 is
t he budget for May and June. How can you rely on those
figures.

Q Have you had any opportunity to |look into or
determ ne what these extrene anobunts were spent on or
for?

A No.

Q In your judgment, should the Conm ssion use
the nunbers contained in Qynpic's rebuttal case for the
pur poses of rate nmaking?

A No, and there are | think a couple of reasons
for that. One is sinply that no one has had the ability
to drill down into these costs and find out what is
really included. And the second is that it's a noving
target. This is the fourth set of figures that's been
put together, and it's supposedly on the basis of actua
costs. Actual costs, well, | think M. Twitchell said
yesterday that it's got to stop somewhere, and | think
that sinply because these are reported as actual costs

doesn't nean that they're known and neasurabl e costs.

Q Does it mean that they are recurring costs?
A No, it doesn't.
Q Does it mean that they have been nornalized

properly?
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A No.

Q Notwi t hstanding the inability to | ook behind
those nunbers, did you try to do your best to figure out
what a cost of service ought to be based on those
nunber s?

A. Yes, and that is reflected on page 2 of
Exhi bit 2311.

Q And before we get into the exhibit, would you
pl ease tell me in broad ternms how their case changed
fromtheir direct case to their rebuttal case in terns
of where the noney was?

A I"mnot sure | understand as to where the

money is. Are you tal king now about just the operating

costs?
Q Yes.
A Okay. As | indicated earlier, their case 2

presentation was the actual costs that they reported for
the period from Cctober 2000 through Septenber 30, 2001
But then in nmany of the categories, and | say many, |
can't say all, but it's certainly in the mjor
categories of costs |like |labor, they used their budget
for the year 2002. That budget figure was a figure that
was established in the year 2000 when the operating
agreenent was signed, and yet it was reflected in the --

as the test period |abor cost. There are other exanples
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like that that | could point out, but that's basically
what they did in the case 2.

In the rebuttal case, they have sinply taken
the seven nonths, put in a two nonths again fromthe
2002 budget, taken a nine nonth figure, averaged that,
and added three nore nonths to derive the costs for the
what they say is the test period. And incidentally,
that test period that they show on their schedul e takes
you down through, and this is |ooking at work paper 2,
takes you down through Septenber of 2002.

Q Is inreal terns one of the mmjor inpacts
fromthe direct to the rebuttal case that they have
added $5 M1 lion in unexpl ai ned outside services?

A. It's pretty close to $5 MIlion, but yes.

Q Okay. Now before we go through this exhibit,
I would like you to be clear, is it your intention that
the Conmi ssion should use their rebuttal case or this
exhibit for the purposes of rate making?

A. No, it's not ny intent.

Q You nentioned that this exhibit was for
illustrative purposes?

A That's correct.

Q Woul d you pl ease explain to nme before we go
through it what point you're trying to illustrate?

A From the standpoint of the exhibit, page 1 of
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the exhibit is, of course, the total cost of service.
And as | pointed out a while ago, the $38.6 MIlion
versus the 56.5, overall cost of service, the difference
in the throughput, and then the areas where there are
differences in the operating costs that are shown on
page 2.

Q Now as a prelimnary matter, if there is
cross-exam nation on this exhibit, your contribution to
the preparation of this was to work through the
operating expense on line 3, and how you did that is
i ndicated on page 2. And then M. Grasso put that
operating expense nunber within the context of Tesoro's
nodel to see what the total cost of service would be; is
that correct?

A That's correct.

Q Okay. Would you please explain to nme what

expense adjustnents you nade to the rebuttal case and

why.

A. Well, again, | guess it's easiest to explain
by reference to work paper 2, but | had -- that's in
Exhibit 728, line 9, niscellaneous expense. You | ook

across the line and you see that the figures are from
$11,300 in March to $69, 000 in February, and then you
have $1, 324,000 in Decenber and a negative $1, 226,000 in

January. What O ynpic did --
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COW SSI ONER HEMSTAD: |'m sorry, where are
we, what page?

A This is on page 4, well, 4 1/2 or sonething
l'i ke that, Exhibit 728-C.

JUDGE WALLIS: We have interrupted M. Brown,
and | want to let himfinish, but we do need to let you
know that we do need to take a break. So as soon as
M. Brown is finished with --

A I will give you one exanple.

CHAl RMOVAN SHOWALTER: The other thing is on
that two pages 4, | only have one page 4, and so | think
anot her reason we mght be lost is that we don't have
t hat second page 4.

JUDGE WALLIS: Let's be off the record.

(Di scussion off the record.)

(Recess taken at 3:20 p.m)



