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Q. dr. loube asserts: “Qwest’s accounting practices are inconsistent with the FCC Part 36 rules that require carriers to directly assign investment that was directly assigned prior to the adoption of the freeze order.”  DO YOU AGREE?

A. No.  Qwest’s accounting practices comply with the FCC’s Part 36 rules.  Dr. Loube proposes a “DSL adjustment” and a “Non-DSL Special Access Adjustment” that—taken together—increase Qwest’s income from operations before taxes by $48 million
  and, according to Dr. Loube, increase Qwest’s 2005 return on rate base from **BEGIN CONFIDENTIAL XXXXXXXXX END CONFIDENTIAL** percent.
  Both adjustments are inappropriate and inconsistent with Part 36.  The Commission should reject them.

Q. are you surprised to be in disagreement with dr. loube on this issue?

A. No.  Dr. Loube’s position and mine echo the positions being taken in a larger debate occurring before the FCC in the Jurisdictional Separations Docket.
  On May 16, 2006, the FCC issued an Order and Further Notice of Proposed Rulemaking (Notice) in this docket. 
  The Notice asked for comments on a variety of issued involving jurisdictional separations.

Initially fifteen comments were filed in response to the FCC’s Notice.  The commenting parties can be classified as follows:  1) large local exchange carriers (“LECs”) subject to price cap regulation
; 2) consultants and associations
; 3) state public utility commissions
; and 4) state ratepayer/consumer advocates.
  With the exception of the joint filing representing the interests of state consumer advocates (i.e., NASUCA
), there was a fair degree of agreement among the parties. For example, most parties, other than NASUCA, favored extending the existing separations freeze.  Several commenters also acknowledged that the Part 36 rules in effect prior to the separations freeze are unnecessarily complicated and outdated.  Similarly, many commenters recognized that the separations process could be affected significantly by FCC decisions in the Intercarrier Compensation (“IC”) and Universal Service (“USF”) proceedings before the FCC and advocate that separations changes be deferred until the FCC completes its IC and USF proceedings.  With the exception of NASUCA, most commenters also acknowledged that separations requirements serve little, if any, purpose for carriers subject to price cap regulation.

In arguing for more extensive regulation, NASUCA and its consultants, one of whom was Dr. Loube, asserted, among other things, that:  local exchange competition is negligible and does not constrain rates; incumbent LEC interstate rates are excessive; state regulatory agencies have the authority to reassign costs between jurisdictions; the Bells are re-monopolizing telecommunications; costs are over-allocated to intrastate regulated services; and price cap companies (which includes Qwest) are not complying with existing separations rules.  Qwest’s position is that all of these allegations are without merit and should be rejected by the FCC.

In support of its allegations, NASUCA relied on affidavits prepared by consultants Susan M. Baldwin and Dr. Loube.  As would be expected, Dr. Loube’s testimony with regard to jurisdictional separations in this docket is, in many instances, a verbatim restatement of the affidavit he prepared for NASUCA.

Q. what is the crux of dr. loube’s argument with regard to direct assignment?

A. As stated in his affidavit for NASUCA and echoed in his testimony for Public Counsel in this docket, Dr. Loube argues:

The general [separations] freeze applies only to investment that is allocated on the basis of relative use or fixed factors. It does not apply to investment allocated through direct assignment.

Q. does Dr. Loube base his argument on an fcc order that concludes that price cap ilecs, such as qwest, are required to directly assign investment?

A. No.  Nor could he.  The FCC has issued no such order.  In fact the FCC’s Notice seeks comment on this issue.

B. Reallocation of Investment Categories

38. While the Commission froze the separations category relationships and the jurisdictional cost allocation factors in the 2001 Separations Freeze Order, the Commission also required that categories or portions of categories that had been directly assigned prior to the separations freeze would continue to be directly assigned to each jurisdiction.90 The Commission’s rules provide that direct assignments shall be updated annually.91 There has been some disagreement, however, between state commissions and carriers regarding the application of this direct assignment requirement. For instance, at its February 2006 Winter Meetings, the NARUC Board of Directors adopted a resolution stating that the Commission “should clarify that all carriers must continue to directly assign all private lines and special access circuits based on existing line counts.”92 Conversely, USTelecom requests that the Commission “reaffirm” that, under the 2001 Separations Freeze Order, state regulators may not compel LECs to reallocate categories of investment from the intrastate to the interstate jurisdiction while the freeze remains in effect.93 USTelecom asserts that the direct assignment provision “is narrow and does not require investment studies,” but that some state regulators are attempting to compel carriers to demonstrate that costs are directly assigned in the proper manner.94 We seek comment on the clarifications sought by NARUC and by USTelecom.

If the FCC agreed with Dr. Loube’s argument and NARUC’s resolution, it could have so stated.  Instead, it is seeking comment on this debate.

Q. dr. loube claims NARUC
 agrees that the separations Freeze Order “requires direct assignment of special access facilities.”
  what does the resolution actually say?

A. The NARUC resolution says.

Resolved, the FCC should clarify that all carriers must continue to directly assign all private lines and special access circuits based on existing line counts in such a manner that the Joint board will be able to complete its work before the extended freeze expires.

Q. what evidence did NARUC consider before adopting its resolution?

A. The Resolution was sponsored by NARUC’s Committee on Telecommunications at the February 2006 Winter Meetings of NARUC in Washington, DC.  During the Winter Meetings, Dr. Loube delivered a Separations Tutorial to the Committee on Telecommunications.  In his tutorial, Dr. Loube explained how direct assignment would reduce intrastate investment and expense and increase intrastate rates of return.

Q. are NARUC resolustions an authoritative source of interprative guidance of FCC separations rules?

A. No.  NARUC resolutions are not authoritative.  They simply represent the views and advocacy positions of NARUC members, as a group.  

Q. dr. loube claims the Federal-State Joint Board on Separations agrees that the separations Freeze Order requires direct assignment.
  does this assertion have merit?

A. No.  The Comments of the State Members of the Joint Board that Dr. Loube cites were released in October 2004, almost two years before the FCC’s Notice.  The Comments include a four paragraph discussion of direct assignment.  A copy of that discussion is included as Exhibit PEG-5R.  A reading of those comments—including and especially the portion Dr. Loube quotes—reveals that they say nothing to the effect that Joint Board agrees that the 2001 Separations Freeze Order requires Price Cap ILECs such as Qwest to directly assign.

Q. what is qwest’s understanding of the correct interpretation of the separations freeze order with regard to direct assignement?

A. Qwest’s position on this issue is quite clear and is based on the explicit language in the Commission’s separations rules that were adopted in the Separations Freeze Order. 

While it is true that Qwest has not been updating direct assignments annually—as Dr. Loube and others contend it should—the Commission’s rules do not permit price cap carriers, such as Qwest, to do so.  The language that Dr. Loube relies on to support his position that direct assignment of investment be updated annually is contained in 47 C.F.R. § 36.3(a) of the Commission’s separations rules and applies generally to all ILECs.
  On the other hand, 47 C.F.R. § 36.3(b) applies specifically to ILECs subject to price cap regulation and requires that all investment categories and sub-categories be frozen.  It is impossible both to annually update direct cost assignments and to use frozen factors.
  Clearly, 47 C.F.R. § 36.3(b) is an exception to the general rule contained in 47 C.F.R. § 36.3(a).  Standard rules of statutory construction dictate that when there is a conflict between a general rule and a specific rule, the specific rule controls.  As such, Part 36.3(b) applies to Qwest, as an ILEC subject to price cap regulation, and prohibits Qwest from directly assigning costs during the freeze period.
  

Furthermore, not only do Qwest’s separations practices comply with a reasonable reading of the FCC’s rules, but, as NARUC admits, FCC staff has provided similar advice concerning compliance with the requirements of the separations freeze.

Q. does dr. loube’s assertion—that qwest is violating the separations rules—disregard other clear language in the separations rules?

A. Yes.  Dr. Loube’s adjustment, which includes Cable and Wire Facilities (C&WF) investment, 
 does not comply with Section 36.152(d) of the FCC’s separations rules.
  The language of this section of the Part 36 rules was adopted in the Separations Freeze Order and does not allow the direct assignment of any C&WF facilities by price cap ILECs.  With regard to all C&WF, Section 36.152(d) states:

Effective July 1, 2001, through June 30, 2006, study areas subject to price cap regulation, pursuant to Sec.  61.41, shall assign the average balance of Account 2410 to the categories/subcategories, as specified in Sec. Sec.  36.152(a) through (c), based on the relative percentage assignment of the average balance of Account 2410 to these categories/subcategories during the twelve month period ending December 31, 2000.

In its May 16, 2006 Order extending the separation freeze, on an interim basis, for three years or until comprehensive separations reform is completed, whichever occurs sooner, the FCC left Section 36.152(d) in place and simply extended the July 1, 2006 expiration date.
  The language of this section is not permissive and specifically directs Qwest and other price cap ILECs to assign the average balance of the C&WF account 2410 based on relative percentages during the year 2000.  It is impossible to simultaneously comply with this requirement and also directly assign C&WF.  Nevertheless, Dr. Loube—claiming Qwest is violating the separations rules—proposes an adjustment to C&WF because Qwest is not directly assigning it.

Similarly, Dr. Loube adjusts circuit equipment (Accounts 2230 through 2232) 
 in violation of Section 36.126(b)(5).
  This section states:

Effective July 1, 2001, through June 30, 2006, study areas subject to price cap regulation, pursuant to Sec.  61.41, shall assign the average balances of Accounts 2230 through 2232 to the categories/subcategories as specified in Sec. Sec.  36.126(b)(1) through (b)(4) based on the relative percentage assignment of the average balances of Accounts 2230 through 2232 costs to these categories/subcategories during the twelve month period ending December 31, 2000.

Dr. Loube’s position must be rejected since it is impossible to comply with this requirement and directly assign circuit equipment.

Q. Do other industry participants support qwest’s position on direct assignment?

A. Yes.  A White Paper that the United States Telecom Association (USTelecom) filed with the FCC comes to the same conclusion that price cap ILECs are not required to update direct assignment during the Separations Freeze.
  This White Paper argues that price cap LECs (such as Qwest) need not perform investment studies to enable “direct assignment” of particular investment categories, subcategories, and subclassifications to the interstate jurisdiction.
The White Paper explains that investment studies are a necessary prerequisite to direct assignment.  Under the FCC’s 2001 Separations Freeze Order
, price cap LECs are not required to conduct investment studies.  The 2001 Separations Freeze Order specified that price cap carriers “will not have to perform the analyses necessary to categorize annual investment changes for interstate purposes” and held that, “[b]ecause a goal of the freeze is to reduce administrative burdens on carriers . . . any Part 36 requirement to segregate costs recorded in Part 32 accounts into categories, subcategories, or further sub-classifications shall be frozen at their percentage relationship for the calendar year 2000.”
  While the FCC also stated that categories or portions of categories that had been directly assigned prior to the freeze should continue to be directly assigned, this exception to the freeze is narrow and does not require investment studies: “portions of facilities that are utilized exclusively for services within the state or interstate jurisdiction are readily identifiable, [so] the continuation of direct assignment of costs [for those categories] will not be a burden.”
  Conversely, if plant is used for both interstate and intrastate purposes, the categories, sub-categories, and subclassifications containing that plant, and the allocation of those categories, subcategories, and subclassifications, remains frozen at their 2000 levels.
Q. have the rbocs received confirmation from the fcc that they are not to update direct assignment?

A. Yes.  Following release of the 2001 Separations Freeze Order, in 2001, RBOC representatives met jointly with Commission staff to clarify the relationship between paragraphs 22 and 23 of that Order. At the meeting, the RBOC representatives explained that the only way to update direct assignments without conducting an investment study was if the directly assigned amounts were based on amounts that were readily identifiable from the company’s general ledger. In response, the staff confirmed that investment studies were no longer required and that direct assignment applied only to categories and portions of categories that had been directly assigned prior to the freeze and were readily identifiable without the use of studies.
Q. does the fcc perform an annual analysis and review of the Part 36 separation information that qwest files in its ARMIS report 43-04?

A. Yes.

Q. under the separations freeze does qwest directly assign investment for separations purposes?

A. No.
Q. has the fcc notified qwest that its Part 36 reports were incorrect because qwest did not directly assign Investment?
A. No.

Q. has the fcc ever notified qwest that it is out of compliance with the separations freeze?

A. Yes.  In a letter dated April 29, 2004 to Qwest’s assistant controller, Fatina K. Franklin, Assistant Division Chief of the FCC’s Industry Analysis and Technology Division (Franklin letter), indicated that in a verification of Qwest’s frozen category factors, impermissible variances between calendar years 2000 and 2003 were detected.  Referring to Part 36.3 for authority the letter asserts: “The category factors were frozen in 2000 and should match the 2003 factors.”  The letter directs Qwest to “make the necessary changes and provide your re-filling…”  A copy of the letter is provided as Exhibit PEG-6R.

Q. Would the adjustments Dr. Loube calculates be consistent with the FCC’s interpretation of part 36.3 as set forth in the Franklin letter?

A. No.  The Franklin letter makes clear that under Part 36.3, Qwest’s category factors are to be frozen.  An attachment sets forth the discrepancies discussed in the letter.  The attachment identifies impermissible variances between 2000 and 2003 in several categories of Cable and Wire Facilities (C&WF), some of which are the very category factors that Dr. Loube’s adjustment aims to modify.  By way of introducing his proposed adjustments Dr. Loube testifies:

Q:
To what portion of the carrier’s investments and costs does the freeze apply?

A:
The general freeze applies only to investment that is allocated on the basis of relative use or fixed factors. 
Q:
Has Qwest directly assigned cable and wire facilities?

A:
No.  Qwest has frozen the cable and wire facilities category allocation at their calendar-year 2000 level.  The effect of this freeze is shown in Exhibit RL-5.  The exhibit shows the investment in cable and wire facilities and the category allocation of that investment for the years 2000 through 2004.  Note that the percentage of cable and wire investment allocated to Category 1 remained at 91.23 percent, the 2000 level, for the years 2002 through 2004.  The year 2001 differed from the other years because the freeze was not effective until July 1, 2001.  

Q:
Are Qwest’s accounting practices consistent with the FCC rules?

A:
No. Qwest’s accounting practices are inconsistent with the FCC Part 36 rules that require carriers to directly assign investment that was directly assigned prior to the adoption of the freeze order.

* * *
Q:
Please describe the procedure you used to adjust the cable and wire special access investment.

A:
The procedure I used contains a series of calculations.  First, I identified and sum the special access investment using the ARMIS 43-04 Reports.  Second, I multiplied the special access investment by a preliminary adjustment factor.  Third, I reduced the non-special access investment through a pro-rated adjustment to offset the increase in special access adjustment.  These three steps determine a preliminary special access adjustment.  The final adjustment is made in coordination with the adjustment to circuit equipment and general support investment. .

The clear aim of Dr. Loube’s adjustment is contrary to the clear expectation set forth in the Franklin letter.  Were Qwest to change its category factors to reflect direct assignment of C&WF as Dr. Loube asserts Qwest should, the Franklin letter indicates the FCC would consider this an impermissible discrepancy.  There is no reason to believe that the FCC would not consider Dr. Loube’s adjustment for circuit equipment to be impermissible as well.
Q. did the washington utilities and transportation commission (“WUTC”) file reply comments in response to comments filed under the fcc’s notice?

A. Yes.  David W. Danner, Executive Director, filed reply comments on behalf of the Commission November 17, 2006.  The reply comments strongly supported the comments of other filers expressing concern that the FCC’s separations freeze, as implemented, produces a jurisdictional imbalance that risks subsidizing interstate investments by raising local exchange rates.  The reply comments assert that the Separations Freeze Order has created a large mismatch between revenues and costs for certain services, led to uncertainty in intrastate ratemaking, and provided opportunities for double recovery and potential anti-competitive behavior by telecommunications companies.  The reply comments also recommend that the FCC give particular consideration to the option of assigning regulation of rates for all services (intrastate and interstate) to those states that retain rate-of-return regulation.

Q. do the wutc’s reply comments agree with dr. Loube’s assertion that price cap ilecs such as qwest are violating the separations rules under the separations freeze order?

A. No.  The Commission’s reply comments do not assert that price cap ILECs, such as Qwest, are violating the Part 36 separations rules because they have not been directly assigning during the separations freeze.

Q. Are there other state regulatory commissions that believe that NASUCA and dr. Loube are mistaken in their claim that LECs are violating the FCC’s Separations Freeze Order by not updating direct assignments during the separations freeze?

A. Yes.  Several state regulators agree that LECs are merely following the explicit direction of the FCC in not updating direct assignments and continuing to use frozen factors and category relationships in effect as of June 30, 2001.
  In comments filed August 22, 2006, the Idaho PUC makes reference to a letter dated June 9, 2004 from the Assistant Division Chief of the Industry Analysis and Technology Division of the FCC’s Wireline Competition Bureau to Verizon Communications that “stated that carriers were not permitted to make any adjustment to frozen categories until the freeze expires.”
  As noted above, Qwest also believes that the Commission’s Part 36 rules require such an outcome.

Q. are there other reasons to reject dr. loube’s proposed adjusments?

A. Yes. Although Dr. Loube claims he proposes his adjustment because Qwest is violating the FCC’s Part 36 rules, his special access adjustment does not comply with Part 36.  Instead, it relies on a cost allocation scheme based on jurisdictional revenues.

Q:
How did you remove the distortion associated with the failure to directly assign special access?

A. A:
I divided the task into two parts.  First, for the non-DSL portion of Special Access services, I equated the ratio of carrier special access investment to carrier regulated investment that is subject to separations (the investment ratio) to the ratio of carrier special access revenue to carrier regulated revenue that is subject to separations (the revenue ratio).  I contend that matching these ratios matches revenues to cost because jurisdictional cost is driven by jurisdictional investment in the separations process.

The rules for the Separation of Telecommunications Plant in Service are found in Subpart B of Part 36 of the FCC’s rules.  Nowhere in Subpart B is any mention of revenues found.  Dr. Loube’s allocation scheme is his own invention. 

Dr. Loube’s invention gets jurisdictional separations completely backwards.  The purpose of jurisdictional separations is to assign costs to jurisdictions.  The costs thus separated are used to facilitate cost-of-service rate-of-return (traditional) ratemaking.  Under traditional ratemaking the regulator determines the amount of revenues a firm needs to satisfy its “revenue requirement” based on the firm’s costs.  Thus, the separation of costs is used to determine what revenues are required, not the other way around.  Despite this fundamental premise underlying the separations process, Dr. Loube uses revenues as the basis for adjusting the jurisdictional separation of costs.

Q. May state commissions order lecs to separate costs in non-conformance with the part 36 rules?

A. No.  The Communications Act of 1934, as amended, makes it clear that the only role for state regulators in the separations process is an advisory role through the Joint Board.
  Contrary to Dr. Loube’s suggestions, state regulators have no right to reclassify intrastate costs as interstate costs if regulators dislike the outcome of the separations process.
  Likewise, state regulators have no authority to re-interpret the FCC’s rules regarding direct assignment and frozen separations factors and category relationships.

Regardless of whether or not consumer advocates or regulated ILECs or state regulatory agencies agree with the FCC’s separations rules, one thing is clear: they cannot ignore or modify them.  In 1988 the Federal Court of Appeals for the 9th circuit (which includes Washington) concluded, “The field of separations -- the assignment of telecommunications costs between state and interstate jurisdictions -- has been entirely preempted by the [Federal Communications] Commission.”
  

Dr. Loube’s proposed separations adjustment must be rejected since this adjustment violates the Part 36 Jurisdictional separations rules as the FCC has interpreted and applied them.  Any such adjustment would be beyond the scope of the Washington Commission’s jurisdiction since the FCC has preempted the field of separations.

Q. how do the two separations adjustments that dr. loube proposes compare with the two separations adjustments that ms. Strain proposes?

A. Assuming a 9.367 percent cost of capital and the same income-to-revenue conversion factor that Ms. Strain employs, Dr. Loube’s two adjustments would reduce Qwest’s revenue requirement $68 million on a 2005 test year.  Using the same assumptions, Ms. Strain’s two adjustments would reduce Qwest’s revenue requirement $30 million.  Obviously, the effect of the adjustments is a function their design.  That Ms. Strain and Dr. Loube arrive at quite different answers underscores the fact that they are creating their adjustments without reliance on any authoritative guidance from the FCC and that they are ignoring the explicit language of the FCC’s applicable separations rules.

q.
Does this conclude your testimony regarding dr. Loube’s separations adjustemnts?

A. Yes.
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