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BEFORE THE WASHI NGTON UTI LI TI ES AND

TRANSPORTATI ON COVM SSI ON

WASHI NGTON UTI LI TI ES AND ) Docket No. TO- 011472
TRANSPORTATI ON COWM SSI ON, ) Vol une XLI
Conpl ai nant, ) Pages 5246-5290
V.

OLYMPI C PI PE LI NE COVPANY,
I NC. ,
Respondent .

— N N e N N N

A hearing in the above nmatter was
held on July 12, 2002, at 3:58 p.m, at 1300 S.
Evergreen Park Drive Southwest, O ynpia, Washington,
before Adm nistrative Law Judge ROBERT WALLI S,
Chai rwoman MARI LYN SHOWALTER, and Conmi ssi oner

PATRI CK OSHI E.

The parties were present as
fol |l ows:

OLYMPI C PI PE LI NE COMPANY, | NC.,
by Steve Marshall, Attorney at Law, One Bellevue
Center, Suite 1800, 411 108th Avenue, N.E., Bell evue,
Washi ngt on 98004, and WIlliam H Beaver, Attorney at
Law, 1201 Third Avenue, Suite 2900, Seattle,

Washi ngt on 98101.

TESORO, by Robin Brena, Attorney
at Law, 310 K Street, Suite 601, Anchorage, Al aska
99501.

Barbara L. Nel son, CCR
Court Reporter
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JUDGE WALLIS: Let's be back on the record,
pl ease, follow ng our afternoon recess. An
adm nistrative matter. | believe we have Exhibits
2312 and 13 for M. Brown, and 2414 through 20 for
M. Grasso that have not yet been received in
evidence. 1Is there any objection to receiving these
docunent s?

MR. MARSHALL: No.

MR. TROTTER: Which are they?

JUDGE WALLIS: 2312 and 13 and 2412 through
20.

MR, TROTTER: No obj ection.

JUDGE WALLIS: Those docunents are received
in evidence. At this time, Tesoro has recalled to
the stand its witness Frank J. Hanley. M. Hanl ey,
I"l'l nmerely remind you that you have previously been
sworn in this docket.

During off-the-record di scussions anpngst
counsel , | understand that there are no further
qguestions from counsel prior to Conm ssioner
questions; is that correct?

MR. MARSHALL: Correct.

MR, STOKES: Yes, Your Honor.

JUDGE WALLIS: Very well. W are prepared

to proceed at this time with Conm ssioner questions.
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Wher eupon,

FRANK J. HANLEY,
havi ng been previously duly sworn, was called as a
wi t ness herein and was exam ned and testified as

foll ows:

EXAMI NATI ON
BY CHAI RWOMVAN SHOWALTER:

Q M. Hanley, first of all, thank you for
returning. We realize you got interrupted on the
stand the last tinme you were here, which seenms |like a
long tine ago.

A You're welcone. |'mglad to be back.

Q And since you were here sone tine ago, or
at least a lot has occurred since you were | ast here,
it's hard for me to renmenber the context of ny
guestions, so I'"mgoing to ask a coupl e not
recollecting quite why |I'masking them So could you

turn to Exhibit 4227

A Okay.

Q And go to page two.

A Yes.

Q Now, as | recall, this exhibit discusses

spot prices for barging rates; is that correct?

A Yes.
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Q And ny question is do spot prices vary nuch
fromlonger termprices, and if so, both up and down
or only up?

A | would say that conceivably it could be
both ways, but as a greater |ikelihood, probably spot
prices would tend to be sonewhat -- sonewhat greater

Q The reason | ask is really experience in
the electricity nmarket in which easily the spot
prices can be much higher than | ong-term prices, but
they can also be lower, and it has to do with supply
and dermand, but also the extent to which custoners
engage in long-termcontracts. |f you have enough
| ong-term contracts, then you tend to have excess
capacity and the spot nmarket goes down, versus if you
don't have enough to cover yourself and you have to
scranbl e, the spot price goes up. And |I'mjust
wondering if that dynamic is sinmlar for barging or
not ?

A. | believe that that's probably true.

That's why | said | think it can work both ways.

Q And in the given instance, it would seemto
me that since there was a sudden | oss of pipeline
capacity, that suddenness woul d necessarily nean that
the spot market prices would be quite a bit higher in

the post Whatcom tine period, but that those spot
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prices woul d probably not be representative of a

general spot price dynamic. | don't know one way or
t he ot her.
A Well, | think there's general logic to your

suggestion contained in the question, although

don't think, in reality, that that really happened.
And since ny | ast appearance here, | became -- have
beconme, by word of nouth and by reading transcripts
of things that occurred during ny absence, becane
aware, surprisingly, that A ynpic had i ndeed done a
survey, unknownst to all including its own witness,
on cost of capital, and shockingly, their rates they

came up with were considerably higher than these. So

Q Now, which rates and which are those? |

mean, could you identify what you nean?

A Wel |, those were the rates, | believe,
Chai rwoman, that were discussed during witness -- |I'm
trying to recall his name now. | read the
transcript. |It's either Cumm ngs or Peck

MR, BRENA: Cummi ngs.

THE W TNESS: Cummi ngs, thank you. Wtness
Cummi ngs reveal ed that indeed there had been a survey
done in the spring, early spring, | believe, and

indicated that the rates that -- the barge rates they



5253

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

came up with were -- well, just by conparison to
t hese, were higher.

Q | see.

A So clearly they do vary, but | think the
i nportant point, fromny perspective, is that they're
consi stently higher than the pipeline rates, even --
even under the extrene scenario of the full requested
increase, had it been granted, or if indeed it were
grant ed.

Q Al right, thank you. Could you now turn
to Exhibit 402?

A Okay.

Q Page two. Sorry not to give you nore
clues, but ny question is what did you say about
averagi ng nodel s on this page?

A | think I remenber, Chairwoman. So if |
may, "Il --

Q You can provide the context.

A "Il take it fromthat cue. \When
addressed averaging, it was really in response to
some questions that | was receiving relative to a
prior appearance before this Conm ssion, where the
Commi ssion said that they used the nodels other than
t he di scounted cash flow nodel as checks, not as

primary tools. And what | said was, well, it is true
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that |, again, averaged all four results of the
different -- the four methods |listed on Exhibit 402,
page two, to arrive at ny recomrended 13 percent
comon equity cost rate.

However, had | utilized the nodel s other
than the di scounted cash flow as checks, | would have
observed that they ranged between 11.6 percent and 13
percent as the upper end of those three other
nmet hods, and the average of all four -- I'msorry, of
all three nmethods, that is, specifically the risk
prem um nodel shown on line two, and these
references, for transcript clarity, are all Exhibit
402, page two. So on line two, 13 percent for the
risk premiumnodel; line three, 11.6 percent capita
asset pricing nodel; and line four, 12.7 percent for
t he conparabl e earnings analysis. So they range from
11.6 to 13, and the average of those three, that is,
lines two, three and four, is 12.4 percent.

Now, | ooking at that 12.4 percent average
of those three nethods vis-a-vis the discounted cash
flow result on Iine one tells ne that, in fact,
reliance in this instance on the discounted cash fl ow
met hod utilizing prior precedent of this Conmm ssion
usi ng them as checks, reality, if you will, says that

in this instance, at |least, the discounted cash fl ow
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nodel relied upon solely produces a result that is

i nordinately high, and that, to ne, is an additiona
way of confirm ng the reasonabl eness of ny
recommendati on of 13 percent shown on line five, page
two of Exhibit 402.

Q Okay, thank you. Could you conment, if you
have a comrent, on the Staff's proposal of the 20
percent equity capital structure recomendati on?

A Sure. 1'd like to do it this way, by
contrasting to nmy -- what I'll call ny stated
observabl e recommendati on shown on page one of
Exhi bit 402. That recomendation of nmine is
contingent upon that |evel of equity actually
occurring in reality. In other words, within the
body of my testinony in Exhibit 401-T, | clearly
state there that there should not be a reward of an
equity return on equity that does not exist. |
previ ously have stated that there is capital at risk,
but they're different kinds of capital and they're
different levels of risk. And yet risk of being a
debt holder is very different than being -- or
associated with the risks of being a common
sharehol der. And so that reward should not be there,
and certainly should not be that great as between a

zero equity and 46.4 percent equity, okay.
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So just having that as a prologue, if you
will, to, you know, to respond to your question. So
in my mnd, how does the public interest really be
served if this Conm ssion does not have -- and
don't know -- | don't profess to know what authority,
how far you can go, but I'll make the assunption that
you cannot order themto -- them being the owners of
AQynpic -- to put in equity capital or sone
conbi nati on or convert or forgive debt and create
equity.

So fromny viewpoint, there's a dilenm.
How do you incent -- what incentive can you create
for themto do that, to put in equity capital, okay.

Now, to the Staff's recommendati on
Conceivably, that's a good conpromise, and | say this
for two ways. My position is, after all the
reasonabl e costs in devel opi ng cost of service, you
get to the line -- the rate base tinmes the rate of
return is to afford a reasonabl e opportunity to earn
on capital that's actually invested. Capital that's
actually invested is debt. There's no equity. Now
-- and so that would be to allow just a debt return
which affords thema return on their capital --
that's all that's invested -- as debt. |It's not

associ ated, the sane risk, as equity capital
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Now, for a conprom se position -- and that
woul d be the npbst incentive. That would be a clear
nmessage.

Q What ' s that?

A. To give only a debt return, because there
is no equity. Frankly, even | will adnmit, having
read precedents and even cite the Anmerican Water
Resources case, for exanple, where you had a simlar
situation for a water conmpany, wanted to create
i ncentive, and so went to a 20 percent hypothetica
equity ratio in that case, which is consistent,
totally consistent with the Staff recommendation in
this case.

I think, in that kind of a scenario, there
is not such a vast difference between the reality of
no equity and rewarding with, you know, considerable
equity that doesn't exist, a small percentage such as
20 percent could be a reasonable situation. It goes
towards helping, if you will, w thout any comc
intent or whatever, a sad situation, but at the same
time creating an incentive to put equity in.

And so | think that the Staff
recomendation in that regard is a good one.
Sonething like a 7.4 percent overall rate of return,

I think would send a nessage, it would be doing
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sonet hing hel ping them it would be still be sending
a nessage and saying, Look, if you want a higher
return on equity in the absol ute percentage sense and
show us, then, could be your nessage, to put in

cough up this equity, and when the equity gets up to
a reasonable level, then we'll revisit the rate of
return, including the rate of earnings on the equity,
okay.

So | think that's a -- that kind of a
scenario would very nuch be, in my view, in the
public interest, because it would not be so opposed
to public interest by rewarding -- | heard the term
earlier today -- rewardi ng owners who are hol di ng
equity capital hostage, certainly not excessively,
anyway. And it would also be in the public interest
to try and get -- to incent the owners to increase
the equity capital, because it's in the public
interest to have a utility that has a bal anced and
reasonabl e healthy capital structure. So in short, |
think the Staff proposal is -- is a good one.

Q You -- in your answer, you were talKking
about signals this Comm ssion should send to the
Commi ssion -- to the conpany, and you used the phrase
-- | think you said that we should signal we would

grant an increase if they cane back to us having put
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in more equity, and you said including the rate of
earnings on the equity. But what did you nean by
t hat ?

A Well, the -- without comrenting or, you
know, creating conbat between sides -- that was not
nmy purpose in this thing. Cearly, ny testinony
doesn't indicate a nine percent return on equity,
which is inplicit in Dr. Wlson's testinony. And so
there could be -- you would be allow ng 20 percent
equity at a nine percent return if you adopted the
Staff proposal, but with the idea is that you want a
hi gher return on a greater percentage of equity, then
show us, increase the equity ratio up to where we
think it ought to be.

And now, changing fromthe we, having neant
in my comment just then the Comm ssion, speaking now
for nyself, that | think a proper equity ratio is
46. 4 percent, could be 50 percent or sonewhere
certainly in that range, but 46.4 is a mnimum in ny
view, of where it ought to be on a reasonable --
reasonabl e basis.

Q Why does a greater share of equity call for
a greater return on that equity, a greater rate of
return on the equity?

A Good question. Al things being equal, it
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wouldn't. | think that the rate should be higher
than nine percent, but frankly, | would be reluctant
to say if they don't put in equity, because ny
position is that you ought to just give them a debt
cost rate, and I"msaying if you | ook sonmewhere, you
want to give them sonmething, you have evidence in the
record fromDr. WIlson. He believes that nine
percent is the right rate relative to that 20 percent
equity ratio. | don't. But, by the same token, you
want to create an incentive. So by going fromthe
actual zero percent that they have to a 20 percent
hypot hetical, that's -- that would be giving them--
again, | don't nmean this in a derogatory sense -- but
giving the dog a bone, but then you want an
addi ti onal bone. You want sone good favor on it, you
want the bone -- make it taste a little better.

Well, if you want sonething higher than a nine
percent, show me, you know, show me the noney, cough
t he noney up.

Q Well, is another rationale that the rate of
return on phantomequity or pretend equity, if it's
not really there, justifiably m ght be |lower than the
rate of return on equity that is actually there? 1In
ot her words, the Staff recomendation is to assunme 20

percent equity, but there isn't 20 percent equity.
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So | guess, to put it sinply, is there a difference
bet ween an assuned 20 percent equity that's not

actual there and a real 20 percent equity that really
is there in terms of the rate of return that we
shoul d recogni ze?

A. Sure, yes, absolutely, and that's why --
that's why | say that | don't have a problemwith the
Staff position, because, in a sense, it's nore
generous than mne, because |I'm saying absent equity
being there, ny viewis give themnothing, just a
debt return. But if you want to do sonmething that is
reasonabl e, it's sonewhat consistent with a past
deci sion of this body, this Conm ssion, and at the
sane time be very nmuch aware and concerned of public
interest that you want to get them-- do sonething
and give themincentive to get the equity ratio in
reality, not just hypothetically for rateneking, but
inreality get it up there to where it ought be, then
| think that the Staff proposal is, in fact, you
know, would be a good -- a good m ddl e ground,
possi bly, as opposed to nmy position, which is, sure,
13 percent on 46.4, but only if it's really 46.4, not
46.4 hypothetically, when in reality is zero.

CHAl RMOVAN SHOWLATER: Okay. Thank you

COW SSI ONER OSHI E: No questi ons.
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JUDGE WALLIS: Are there followup
guestions?
MR, MARSHALL: | just have one on this

barge rate issue.

RECROSS- EXAMI NATI ON
BY MR. MARSHALL:

Q When M. Cummrings testified, did you hear
himtestify that that was a figure froma data
response to the intervenors?

A | didn't hear him | wasn't here. | read
the transcript.

MR. MARSHALL: Ckay. That's all
MR. BRENA: Could |I have a noment?
JUDGE WALLI'S: Redirect.

MR, BRENA: | think | have a question

REDI RECT EXAMI NATI ON
BY MR. BRENA:

Q M. Hanl ey, just follow ng up on your
conversation with the Chairwoman, would a reasoned
response to try and incent actual equity investnent
be for the Comm ssion to adopt the Staff's capita
structure rates of return on equity and debt, given

the current situation, but to offer that if they
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bring the equity up to the I evel that you' ve
recommended, that the rate of return on equity that
you' ve recomended woul d al so be adopted?

A Well, yes, | suggested as nuch, | thought.
But, clearly, yes, which is why | say | think that,
based on ny testinony and ny experience, 13 percent,

if it got up to the 46 to 50 percent range, would be

a reasonable -- and that would be even additiona
incentive, | believe.
Q And | ooki ng at the parent conpany's current

cost of debt, the parent conpany's cost of debt is in
the five percent range currently; correct?

A Yes, | believe that Dr. Schink introduced
evidence in his rebuttal, a 5.26 percent, | believe
was the rate that it is currently.

Q So | nean, in practical terns, what we're
di scussing here is is that the debt that's associated
with prior losses that's currently burdening this
pi pel i ne conpany could be forgiven and the result of
that could be that they could increase their return
-- their actual debt costs are five, but they would
get a 13 percent return by sinply forgiving that
debt ?

A That's right. It would be easy enough to

do. All they have to do is presumably get approva
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of the board of directors and, with a stroke of a pen
-- wouldn't create cash, mnd you. At this point, it
woul d be an accounting entry, but the debt goes away
under such a scenario, the equity ratio is where it
is. They're still going to need cash and at sone
point they're going to still have to think about
coughi ng up sone good solid cash equity, but
certainly it would bol ster the bal ance sheet, the
capital structure of Aynpic
And you know, keep in mind, | said in ny

previ ous appearance here that, you know, prior to the
What com Creek, they did -- they have the ability to
borrow directly on its own, and that was with
actually a substandard equity ratio, albeit not
negative, but |ow conpared to industry averages. So
it is quite doable. Very nmuch so

Q Wbul d such a step be a substantial step
forward for this conpany and, in your opinion, in the
public interest?

A Well, it would clearly be in the public
i nterest, because the issue of a healthy capita
structure is very critical. |It's critical to the
financial well-being of the enterprise and its
conti nued financial well-being, because a healthy

bal anced capital structure will give it the
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wherewi thal to raise additional external capital from
ot her sources and then hopefully there would be
enough incentive under the scenario that |'ve laid

out whereby the owners would not be reluctant to put
in additional equity capital as required to keep the
capital structure bal anced on a going forward basis
as far as the eye can see.

CHAl RAOMAN SHOWALTER:  All right. Let's
assune that we have an order where there's a sliding
scale of rate of return going from 20 percent assuned
equity through a real ampunt, and then up to your 46
percent. Do you know how nmuch debt O ynpic would
have to convert to equity in order to achieve, say,
20 percent real equity or your 46 percent rea
equity, and don't you also have to take into account
some kind of tax effect or not?

THE WTNESS: | don't believe so, not for
this purpose, Chairwonman. | think it would be sinply
a matter of just forgiving the debt and they're just
going to transfer and | believe they would -- it
woul d shift to equity once the debt is forgiven on
t he books of O ynpic.

CHAl RWOMAN SHOWALTER: Al l right.

THE WTNESS: GCkay. It would then be

contributed capital
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CHAIl RWOMAN SHOWALTER:  If O ynpic were
| ooking at this proposition, realizing that if it
converted debt to equity, it would begin to get nore
return, wouldn't it also offset against that benefit
sone | oss of tax benefit from having debt?

THE WTNESS: It, you nean O ynpic?

CHAl RWOMAN SHOWALTER:  Yes.

THE W TNESS: Well --

CHAl RMOVAN SHOWALTER: That's a good point.
| realized where you're going.

THE W TNESS: Yeah. Well, clearly, | nean,
there's always -- there's the tradeoff, but the whole
notion of utilities in general having greater debt
than nost nonutility, non-price regul ated
enterprises, it was presunmbly a greater stability,
the blanket, if you will, of regulation presuned
greater stability of revenue stream and so forth.

But there's always that tradeoff between what the

mar ket pl ace finds acceptable and what is needed for
safety and to attract new external debt capital on a
reasonabl e basis, you know, in conpetition with other
seekers of capital

So sure, is equity capital nore expensive,
but ook at all the time that we're spending here and

all the concern that is obviously apparent to al
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1 parties, everybody in this room about there not

2 bei ng any equity and even, prior to that, one | ooks
3 back and greatly substandard equity as a percentage
4 of total capital, and look at the dilemm we're

5 facing. And |I've heard discussions sitting in here
6 the | ast couple of days, yesterday and today, of

7 possibilities of bankruptcy and what that mn ght

8 entail and what would it nmean or not mean and so

9 forth. Well, we ought not be thinking about or

10 having to tal k about those kinds of things and

11 probably wouldn't if indeed this conpany had

12 mai nt ai ned over the years a bal anced capita

13 structure.

14 CHAIl R\OMAN SHOWALTER: Thank you. Oh, it
15 wasn't my question. It was yours, | think.

16 MR, BRENA: You're doing a great job. |
17 just thought I'd remain silent.

18 Q In analyzing the tax inmpacts of equity and

19 debt, if they were to strike that pen and go up to 46
20 percent equity, they would get the 13 percent equity.
21 They woul d al so get a tax all owance on their equity
22 return; correct?

23 A Sur e.

24 Q So in terns of atotal -- I"'msorry. So

25 woul d you discuss the total inpact of them-- of rea
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equity being there, how nuch additional cash that
woul d bring them not only in equity return, but also
in tax allowance?

A Sure. Well, clearly, under the ratemaking
paradigmthat's used, cost based ratensaking, rate
based rate of return paradigm there's no equity,
there is no incone tax provision. |If it's just al
debt, there are no taxes to be paid. So as we
i ncrease the equity, we're going to have taxes,
because there's going to be bottomline, you know, to
t he common sharehol ders and there will be taxes due.

So those taxes, if you just assune, say, a
35 percent federal income tax rate, are going to be
fairly substantial, which are going to be built into
the cost of service, so not only will they get a
hi gher rate of return, but the -- you know, and in
order to do that, to acconplish that, effectuate,
say, for discussion -- of course, the ultimate is up
to this body, but assumi ng for discussion purposes 13
percent or whatever other one that would be decided
as a higher incentive rate, what would inply the need
for higher cost of service and therefore sone given
anmount of throughput's going to relate to a higher
tariff rate per barrel, and so that would go a | ong

way towards hel ping the whole situation in terns of
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cash flow and everything el se.

Q So in terns of cash flow, do you have in
mnd, if you have a 13 percent rate of return plus a
tax all owance, what percentage that turns into in
ternms of a cash flow percentage of equity versus
debt ?

A No, not just off the top of the head, but
certainly with a 46 percent equity ratio and a
heal thy i ncome tax provision built in, | nmean, |
don't know absol ute dollars, because | don't know
what -- if indeed you nmake a finding, what you would
find the rate base to be and so forth, there's so
many variables in there. But, clearly, it would go a
long way to certainly aneliorating, if not
elimnating the supposed cash flow problem of, you
know, all this nounting debt and so forth, because
much of it would go away.

CHAl RMOVAN SHOWALTER: Just so |'mclear as
to what you're saying, are you saying that, in this
scenario, if the conpany did achieve an actual equity
structure of 46 percent, that that then has iterative
effects that would increase rate base and therefore
justify on return to this Conm ssion, | presunme, an
increased rate? Is that what you were saying?

THE WTNESS: No, it wouldn't necessarily
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1 change the rate base under ny scenarios. One quick

2 way they can do it, bring that capital structure into
3 bal ance, is just by forgiving, if you will, a ot of
4 that debt that's payable to the parent conpanies, the
5 owners.

6 Illustratively, if you had a rate base, and
7 this is -- | don't profess these nunbers to have any
8 senbl ance to, you know, the record, so |I don't want

9 anyone to be upset. It's just illustratively. |If

10 you had a rate base of a hundred mllion dollars and
11 you have no equity in it and you had, whatever, $90
12 mllion of debt, or it were a $110 nmillion of debt,
13 let's just say, if it was even greater than a rate

14 base value, then if you wanted, say, a 46 percent

15 debt -- well, 46 percent of 110 million, whatever

16 that works out to be, they could just -- that much

17 debt would go away and it would create 46 percent of

18 that rate base, if you will, suddenly would be
19 represented by equity. In other words, that like
20 anount of debt suddenly goes away. It's not debt.

21 There's no nore interest.

22 CHAl RMOVAN SHOWALTER: Al right. But |

23 guess what | thought | heard you saying is that, but,
24 then, once you have that much equity, it increases

25 maybe expenses in terns of taxes, which then has an
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effect on the rate, at |least | thought | was
understanding a kind of iterative effect.

THE W TNESS: Yes, you did. That's exactly
right. So under the paradigm then, for ratemaking
at that point, if there were sone nechanismto, you
know, as the incentive to cone back and revisit, then
you take into account the fact that the equity now,
that, you know, certain things really happened and
there really is, say, 46 percent equity, now you take
into account the taxes and whatnot and you then
adj ust the cost of service and the resultant tariff
rate.

CHAI RWOVAN SHOWALTER:  Ckay. Thank you. |
get it.

Q Woul d you accept, subject to check, that
the tax allowance in your capital structure with your
rates of return would be an additional $2 mllion?

A Sure, | would accept that subject to check,
yes.

Q Woul d you al so accept, subject to check
that a 13 percent rate factored up for a tax
al l omance would translate into 18.5 percent on
equity?

MR. MARSHALL: You know, | have two

objections. Not only is it |eading, but there's
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absolutely no foundation that this expert -- this
person has any tax expertise whatsoever. And
listened very carefully to what he's had to say, and
he's wong in many instances, so | have to object
that it's a | eading question of a witness who has no
tax background what soever.

There has been plenty of tax testinony here
al ready about the effect of taxes from people who do
know a | ot nore than this w tness, including what the
IRS would do with a 100 percent debt situation. In
fact, M. Fox testified as to the analysis that was
done by BP, and that the IRS will --

MR. BRENA: |f there is an objection,

woul d appreciate he not go through and recharacterize

all the other witnesses' testinony. |f he has an
objection, 1'd like himto state it so | can respond
toit.

MR. MARSHALL: But mny objection is this is
maki ng the record very nuddy froma w tness who has
no tax background. And this being conmpounded now by
a |l eading question, asking the witness to nmeke
certain assunptions subject to check. | don't know
what this expert would check, not being an expert.

MR, TROTTER: Your Honor, | will join the

objection just to the extent that it was very
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1 obviously leading. This does seem|ike a cal cul ation
2 that could be provided with detail in a brief based

3 on the record, based on a hypothetical of facts that
4 we're tal king about, and so | think that's the proper

5 pl ace for it.

6 JUDGE WALLIS: M. Brena.
7 MR, BRENA: Well, this is purely
8 calculational. Take 13 percent and you got a 35

9 percent tax structure, and it's just a matter of

10 inverting the nunber and calculating it.

11 JUDGE WALLIS: Then would it be proper on
12 brief?

13 MR. BRENA: |'d be happy to do it on brief.
14 I just wanted to make this record clear what that 13

15 percent would translate into. Anybody here can sit
16 and do that calculation if they choose to, but just

17 for the clarity of the conversation

18 JUDGE WALLIS: The objection is sustained.
19 MR. BRENA: Okay. That's all | have.
20 MR, MARSHALL: | have to have a coupl e of

21 clarifying questions on this interest issue.

22 JUDGE WALLIS: | have one or possibly two
23 questions in clarification, also.

24 MR, MARSHALL: You nay be able to clarify

25 the sane i ssue, so please go ahead.
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JUDGE WALLIS: Well --

EXAMI NATI ON
BY JUDGE WALLI S:
Q M. Hanl ey, just, again, hypothetically, in
no relation to any real conpany, if a conpany has a
rate base of a hundred million and debt of 150

mllion, does that nean that the conpany has a zero

percent equity or a 50 percent negative -- or a $50
mllion negative equity?
A Well, we say ratio-wise that it's zero. W

just don't do negative equities, because tota
capital is a hundred percent, so that --

Q So if the conpany were then to put in $50
mllion in equity or convert 50 million of the 150 to
equity, would it have a zero percent equity or a 33
percent equity ratio?

A Well, | see your point. It would -- under
your -- you did say 1507

Q The question |I'mgetting to is in the case
of either the Staff's 20 percent or your 46 percent,
how much woul d have to be converted in order to yield
that and, either in a hypothetical basis or in terns
of real nunbers, just what are we tal ki ng about here?

A | believe that | addressed this in ny
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1 testi nony. Could you give ne a nonment, please, Your

2 Honor --

3 Q Yes.

4 A -- tosee if | can find it? Hopefully, I'm
5 not m staken. Okay. | don't think I did in 401-T.

6 I nmust have been thinking about sonething else. But
7 in any event, if | may, |'ll continue. | think your
8 point is certainly well-taken, that in order to -- as

9 far as the bal ance sheet is concerned, the anmount

10 forgiven would be -- would have to be of such

11 magnhi tude as to offset the existing negative equity,
12 and the additional anobunt woul d have to be such that,
13 when conbi ned, the positive new equity figure would
14 equal 46 percent of the total capital. M response,
15 | think, to -- | think it was to the Chai rwonan

16 really centered around, was focusing around 50

17 percent or 46 percent of the rate base.

18 Q Yes.

19 A. But you're correct when it comes to the

20 bal ance sheet.

21 CHAl RMOMAN SHOWALTER: | just want to
22 follow up. |Is another way to put this that if your
23 rate base is a hundred mllion and you want to get to

24 46 percent equity, that you just have to convert --

25 keep converting debt to equity until you only have
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$54 nmillion left in debt?

THE WTNESS: That's right relative to the
rate base, but to the extent that there's already
actual ly existing negative equity on the books or the
bal ance sheet, in order to actually change the
bal ance sheet to 46 percent equity, because the
di fference between the rate base and the actual book
equity woul d have to be equal to an amobunt equal to
what is necessary to offset the negative dollars and
an additional anpunt, whatever that works out to be
mat hematically, so that the new positive total equity
is then 46 percent of the total and the debt woul d be
54 percent.

JUDGE WALLIS: M. Marshall, did we hit
your question?

MR, MARSHALL: No, not even a gl ancing
blow, I'msorry to say, but I'll keep it very short.

JUDGE WALLIS: Pl ease proceed.

RECROSS- EXAMI NATI ON
BY MR MARSHALL
Q There was conmment here about Dr. W/l son's
20 percent equity, 80 percent debt, and at the 80
percent debt, Dr. WIson used the 5.56 percent rate

of actual debt that the parents got their noney at;
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is that right?

A No, | don't believe it is. M recollection
isis that Dr. WIlson used a seven percent debt cost
rate, which was to a wei ghted debt cost of 5.6
percent and 20 percent equity at a nine percent cost
rate, which was 1.4 -- 1.8, I'msorry, 1.8 percent
wei ghted, and the sumof the two is 7.4.

Q Let me ask this. The debt portion of Dr
Wlson's testinony, he used the interest rate that
the parents actually were paying, their weighted cost
of debt; right?

A No.

Q The 5.56 percent, where does that cone
fronf?

A | don't know

Q From Dr. W/l son, you don't know where it

cones fronf

A No. Only place | knowit's comng from
right now are your lips. | really don't -- it's
unknown to ne, 5.56. | know Dr. Schink produced a

nunber of 5.26 percent in his rebuttal testinony, but
| don't know -- to the best of nmy know edge, Dr

Wl son did not alter his recommendation. His
recommendati on of a seven percent debt cost rate was

i ndependent of Dr. Schink's testinony.
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Q You have a hypothetical debt cost of 7.54
percent; is that correct?

A Yes, sir.

Q And that's a market rate?

A Yes, it's -- it was derived fromthe five
proxy companies and is consistent, | believe, with
the recomended capital structure.

Q If one of the costs of capital wtnesses
used the actual debt cost to the parents in the range
of five percent and didn't use their capita
structure or their cost to themof their equity,
woul d that be inconsistent, in your view?

MR. TROTTER: |'m going to object to the
question, Your Honor. This is not related to his
testinmony and if M. Marshall wanted to ask other
Wi t nesses that question, he should have asked it.

MR, MARSHALL: | did. | just wanted to
clarify that that lower -- let nme w thdraw the
gquestion and try to do it in a very direct way. W
can wap this up quickly.

Q The lower five percent debt rate that you
tal ked about, was that only produced because of the
financial strength of the parents and their capita
structure, or do you know?

A I wouldn't think so. I wouldn't think that
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it changed that dramatically, because the financia
strength of the parent conpani es didn't change that
dramatically in a matter of nonths. | suspect that
it was nore attributable to the change in the m x of
t he debt |evel of the kinds of debt, as well as
resul tant market changes and interest rates.

Q I think I nmay see the mismatch here. Dr.
W | son used the original direct testinony interest
rate for the parents of Aynmpic in comng to his debt
percentage, or his debt cost; is that right?

A Honestly, sir, to nmy know edge, no, it -- |
don't believe that it is right. To ny know edge, Dr.
W | son arrived at a seven percent debt cost rate and
it was conpletely independent of the debt cost rate
of the parent conpanies. That's to the best of ny
know edge.

Q Do you know what the debt cost rate of
O ynpic's parents is, their weighted cost debt, given
their capital structure and their equity
arrangenent s?

A That is purported by Dr. Schink to be the
last -- that's the last | know -- as 5.26 percent.

MR, MARSHALL: Thank you. No further
guesti ons.

JUDGE WALLIS: |Is there anything further of
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the witness? It appears that there is not. M.
Hanl ey, thank you for returning.

THE W TNESS: You're wel cone, Your Honor

JUDGE WALLIS: We appreciate your presence.
You' re excused fromthe stand at this tine.

THE W TNESS: Thank you.

JUDGE WALLIS: |Is there anything further of
an evidentiary nature? Let the record show that
there's no response.

MR, BEAVER: Excuse ne, excuse ne. Sorry.

JUDGE WALLI'S: There was no response.

MR. BEAVER: Three things.

MR. BRENA: Now would be the right tinme to
bring up the three additional w tnesses Tesoro would
li ke to add.

MR. BEAVER  The first issue that | would
like to address, at |least on behalf of Aynpic, is a
request that the record, the evidentiary record be
allowed to remain open until August 15 for us to
submt to this Commission what | expect to have by
then, which is our audited financial statenent by
Ernst & Young. The --

MR. BRENA: Are we going to do these one at
atime?

JUDGE WALLIS: Wiy don't we |let M. Beaver
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tell us what they are, and then we can di scuss them

MR. BEAVER: Second one is probably a | ot
easier, which is, and maybe we already have this, a
request for a list through today of the exhibits that
have actually been adnitted.

JUDGE WALLIS: We will be working on that
and we will provide it.

MR. BEAVER: Ckay, great. And the fina
one, and this is not a motion by Aynpic to add a new
wi tness, but | believe that the Conm ssion has the
ability to actually, through a data request or other
order, request that a party nake a person avail abl e
for questioning. And based on sone questions that
Commi ssi oners have asked, we just wanted to indicate
that if the Comm ssioners do have a desire for
Ber nadette Zabransky to actually testify and they
make that request, we will certainly make sure that
she is provided. And that was it.

JUDGE WALLIS: Thank you. The second one
we' ve taken care of. | believe we indicated earlier
that as soon as an updated list is available, we wll
provide it to parties. W wll do that next week
prior to the adninistrative conference. And
believe that |I've asked parties to exam ne that very

carefully and bring any corrections to our attention



5282

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

at that conference

As to the other two, do any of the other
parti es have any conments?

MR. TROTTER: |'mjust taking the [ast one
first. | guess we'll just cross that bridge when we
cone to it on Ms. Zabransky. The Conm ssion does
have the right to make bench requests, and they do,
but since there isn't one pending, | don't think it
will be productive to get into the details.

JUDGE WALLIS: Very well

MR, TROTTER. W th respect to the audited

JUDGE WALLIS: Wiy don't we go around on
that one and see if others have coments.

MR. BRENA: Yeah, | strongly oppose any
suggestion that the record be |eft open for themto
bring in additional wi tnesses. They have the burden
to put their case forward. They put a case forward.
The fact that their case | acks certain type of
testinony or certain types of witnesses is not
sonmet hing that should be resol ved through bench
requests. Bench requests are to resolve, you know,
technical points |ike detailed points, not to
backfill the insufficiency of a filing party's case.

So she was not offered as a wi tness, she was
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available for a witness, they put their case forward.
| don't think that's an appropriate use of the
concept or of the bench request, so --

JUDGE WALLIS: Very wel |

MR, BRENA: -- | oppose that strongly.

JUDGE WALLIS: We have your argunent in
mnd. M. Stokes, do you have anything to add?

MR, STOKES: W woul d al so oppose | eaving
the record open at this tinme, Your Honor

JUDGE WALLIS: Very well. Let's nove to
the first item the request to keep the evidentiary
record open to receive an audited financia
statement. M. Trotter.

MR, TROTTER: Yes, as you may recall, we
i ndicated earlier we would have no objection to a
late-filed exhibit containing the auditor's
certification, and | assune that would include al
notes. | think at that point, perhaps the entire
statement mght as well be in, so we don't object to
that. | will note that there nmay be significant
i ssues raised by that, and I'mnot quite sure howto
deal with it, since the briefs would be due six days
| ater.

| al so observe that the conpany, through

time, has nade different estimtes of when this would
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be available. | think M. Fox's testinony was the
end of July, and no later, for sure by the end of
July, and now it's August 15th, so that uncertainty
seenms to be continuing. But we would not object to a
|ate-filed exhibit, but -- for that form of document,
but it does raise sonme issues about if there are

notes and if it's qualified, it may raise significant

i ssues.

JUDGE WALLIS: M. Stokes.

MR. STOKES: Your Honor, we al so have an
issue with the close proximty to the brief. |If

there are issues raised in the audited financia
statenments, there's no tine in which to address that
before the briefs are due, so --

JUDGE WALLIS: M. Brena.

MR, BRENA: | have an ongoi ng concern with
the target changing in this case, with their case
evol ving and changi ng and noving, particularly when
there's no opportunity for us to respond to those
changes. | think the Conm ssion was extrenely
lenient in allowing the rebuttal case to be
considered in the record. | think that they've had
an opportunity for three and a half years to provide
audited financial statenents and failed to.

| think this is an issue that came up at
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the very first of this case over a year ago. | think
the tine has ended long ago for themto now cone
forward with that after there's no opportunity for
Tesoro to explore the nmeaning behind it, so -- and
they shouldn't be able to change the target again
after we can't respond in any way at all. So
strongly oppose | eaving that open, and | would note
that we have testinony in the record. | don't know
how t hey can get an unqualified opinion on a bal ance
sheet when they have two open years that they're not
even auditing and they're auditing the next one. So
| don't think -- | nmean, | have, well, nore than a
little bit of accounting, and | don't see howit's
possible for themto produce the docunent that
they've said, and if they do, then | would Iike an
opportunity to depose the auditor that cane up with
it and I'd like to take a | ook at his work papers and
["d like to know what he considered and what he
didn't consider.

We al ready know they may reconmend writing
of f Cross-Cascades, which would be a substantia
i mpact to their balance sheet. We already know they
have two open years.

| nean, this isn't |like waiting for

sonmet hing that just routinely would be produced.
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1 This is -- they've changed auditors since they've

2 started making their representations to us. | am

3 absol utely opposed to |leaving this record open to

4 some document that cannot possibly do what it is that
5 addresses the issues without nme having an opportunity
6 to fully explore what that is. So Tesoro opposes

7 that outright.

8 JUDGE WALLIS: The Commission will take

9 those requests under advi senment and consi der the

10 argunents of parties in nmaking a decision. | don't
11 beli eve that Bench Request Nunmber One regarding

12 electric rates and schedul es has been addressed. Let
13 me ask if there is objection to its receipt in

14 evi dence?

15 MR. BEAVER Could |I -- | had told the

16 various parties that that actually is a draft only
17 because -- | nmean, the information is accurate. |

18 just wanted to nmamke sure that that, in fact,

19 addressed the question that the bench had.
20 JUDGE WALLIS: It did.
21 MR. BEAVER  Good. Then it's not a draft
22 anynore.
23 MR, TROTTER: No objection
24 MR, BRENA: | haven't had an opportunity,

25 but if I could -- I won't -- | won't oppose it, but
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I'"d like to take a look at it before | -- before ny
feet are --

JUDGE WALLIS: Very well. W wll reserve
ruling on this until the time of the adm nistrative
conference. If the subject does not conme up, we wll
deemit to be without objection and will receive it.

MR. TROTTER: Has it been marked for --

JUDGE WALLIS: It has not been marked, and
ny indication at this time is to reserve marking
until | go back to the transcript and find an
appropriate place to put it.

MR. BEAVER: And just so the record's
clear, we did circulate to all the parties copies.
["mnot sure where Tesoro's went, but --

MR. BRENA: No, no, we got it. |[|'ve just
been a little busy lately. |'msorry.

JUDGE WALLIS: Very wel |

MR. TROTTER:  Your Honor, | had one item
I'd offered earlier off the record to provide a |ist
of sone of the key decisions to the Conm ssion, Oder
154, 154-B. W've got a lot of these as exhibits.
So | was going to just work with other counsel and
try to put together a list and put that together for
the bench. And we'll just see how it goes, but |

think we have kind of an understanding that that's an
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okay thing to do. | don't think it needs to be an
exhi bit necessarily, unless you want it to be. But
that effort will go on over the next few weeks and
"Il try to get that to you, if you think it would be
hel pful .

JUDGE WALLIS: It nay well be helpful. It
woul d al so be hel pful if you were able to report, as
of the time of the admi nistrative conference next
week, as to, if you have not conpleted it, alittle
bit nore detail about what you're proposing.

MR, TROTTER: Okay. Just in brief, it
woul d be the FERC orders that everyone's been talking
about and the two Farmers Union cases. | think
that's kind of where we were kind of in agreenent in
principle, but that's kind of where we are at.

JUDGE WALLIS: Very well. And | would ask
that, if at all possible, you see whether there is
consensus on that, that you can report at the
conference next week.

In addition, there was sonme discussion
earlier about sone work papers as potential matters
for official notice. Has anything further been done
with regard to those?

MR. TROTTER: Yes, | sat down with M.

Maurer for O ynpic, and we've put together the
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docunents, and |I'm hoping | can get themall copied
and circul ated next week and then file them There
will be one -- sort of the docunments that were filed
by dympic and Staff nenos and so on, and then
another will be I think nostly other docunents found
in Staff files. So | think we're getting -- nmde

al nost all the progress we needed to nake on that.

JUDGE WALLIS: Very well. Again, if at al
possi ble, if that could be done prior to the
conference, then we'll be able to get closure on it
and proceed. | have been unable, in the tine that
I've had available, to confirmfacility availability,
so it would be ny intention to see that a notice is
i ssued on Monday, by electronic mail and fax, to
counsel regarding the exact tine and place of the
adm nistrative conference. |s there anything
further?

CHAIl RMOVAN SHOWALTER: ©Oh, | have sonething
further. | just want to thank everyone for the hard
work and |long hours that you put in. W're wel
aware that it was this Commi ssion that decided to go
ahead with the proceeding in the manner that we have,
and | know that it was grueling for everyone
concerned, and | feel particularly synpathetic to

everyone's famlies and especially their children,
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who haven't been able to see their parents.

| think, speaking personally, | really have
learned a lot in this proceeding. It doesn't -- it
has no bearing on the ultinmte decision or whether we
-- | would have | earned sonething in a |later
proceeding. |I'mjust saying that putting in long and
concentrated hours on a subject really does add
insights. And the witnesses and the attorneys have
all contributed to that, and | appreciate it.

MR, BEAVER: And | would say, from
A ynpic's standpoint, the reciprocal is true, too.
Qobviously, you all had to do exactly what we were
doi ng, and we appreciate it, because it's the first
time in ny legal career that |1've actually been
i nvolved in an agency where you actually spend
eveni ngs doi ng what you've been doing, so it's nuch
appreci at ed.

MR. BRENA: Thank you for your courtesy and
professionalism It's been greatly appreciated.

MR, STOKES: Thank you very much.

JUDGE WALLIS: Very well. Thank you all
and we' Il be in touch regarding the admnistrative
conf erence.

(Proceedi ngs adjourned at 5:04 p.m)



