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[. Introduction

In thiscomplaint case, AT& T seeks to reduce Verizon Northwest Inc.’s (Verizon)
intrastate switched access charges by dmost $40 million per year while ignoring the fact that
these charges recover “[a significant portion of the total cost of operating the local telephone
network.” (Docket No. UT-970325, General Order No. R-450 at 4.) Thistransparent attempt to
engage in Sngle-issue ratemaking must be rejected.

Asthe Commission explained in its access charge rulemaking, incumbent loca exchange
cariers (ILECs) access charges “account for dmost 20% of totd retail revenuesin this state,”
and these charges are inextricably linked to an ILEC' s overdl profits, which mugt, by law, be
fair, just, reesonable, and sufficient:

[ILECS] rates are regulated by the Commission and must be fair,
just, reasonable, and sufficient. A decrease in access charges will
result in either adecrease in their overdl profits (which must

remain “sufficient”) or an offsetting increase in other rates, or
some combination of the two.

(1d.)



In the Commission’s rulemaking, AT& T ignored the link between access charges and
“fair, just, reasonable, and sufficient” ILEC rates. It argued that access charges must be reduced
to long run incremental cost (LRIC)-based rates “with little regard or concern for any revenue
lossthat loca companies might incur.” (1d. at 18) AT&T smply repests this argument here.

The Commission rgjected AT& T's argument then, and it must do o now.

Indeed, this Commission “is charged by law with the setting of just, reasonable, and
sufficient public utility rates” which meansthat the utility must be alowed to set rates that “will
yield to the utility its aggregete dlowed revenue requirement.” POWER v. WUTC, 104 Wn.2d
798, 711 P.2d 319, 324-26 (1985). Here, the undisputed evidence showsthat Verizon is not
earning its authorized return, and therefore any reduction in revenues, let aone the nearly $40
million reduction proposed by AT& T, would result in unlawful, “insufficient” rates. In short, the
Commission cannot unilaterally reduce Verizon's access chargesin this docket.

Setting aside AT& T’ sdisregard of Verizon's revenue requirement and Condtitutiond
right to just compensation, AT& T makes two arguments why Verizon’s access charges should be
reduced: first, AT& T argues that intrastate access charges cannot, as a matter of federa and state
law, exceed LRIC; second, it argues that Verizon' stoll rates fail the Commission’simputation
test and that the appropriate remedy isto reduce Verizon's access chargesto LRIC.

AT&T iswrong on both counts. AT& T's claim that access charges cannot exceed LRIC
under the federal Tdlecommunications Act of 1996 (“Act”)! —adam that AT&T hastrotted out
elsawhere, and a clam that has been uniformly rejected — ignores the fact that the Act itsdlf
expresdy preserves the current intrastate access charge regime. Likewise, AT& T's Sate law

argument ignores the fact that the Commission’s existing access charge rule, WAC 480-120-540,

! Pub.L.No. 104-107, 110 Stat. 56 (1996).



which was recently upheld by the Washington Supreme Court, expresdy permits access charges
to be set above LRIC?. Indeed, the Commission’s rule creates an interim terminating access
charge adder (“the ITAC”) that, by definition, is not part of the LRIC of access. AT&T's
complaint, therefore, is nothing more than an impermissible collatera attack on the access
chargerule. If AT&T thinksthe rule should be changed, it should file a petition under WAC
480-09-220 (“Any interested person may petition the commission requesting the promulgation,
amendment, or reped of any rule’).

Second, the evidence shows that Verizon'stoll rates pass the imputation test. The
Commisson’simputation test is straightforward: aregulated carrier’ stoll price floor equals (1)
the carrier’ simputed cost of access, plus (2) the carrier’s LRIC of hilling and collection (B&C)
and retail/marketing services. Thisisthevery test that AT& T advocated in a prior Commission
proceeding, and thisisthe very test reflected in the Commisson’'srules. AT&T, however, now
wants to change the test so that instead of using Verizon's LRIC for B& C and retail/marketing, it
uses the “stand-aone’ codts of an unaffiliated inter-exchange carrier (IXC), which AT&T clams
are dgnificantly higher than Verizon'scosts. AT& T sgod is obvious— it wantsto set an
atificidly high price umbredlafor Verizon and other loca exchange carrier (LEC) toll providers
0 that AT& T has fewer competitorsin the toll market. Verizon is unaware of any state that has
adopted the type of test AT& T proposes, and this Commission should not do so.

AT& T s atempt to rewrite the Commission’ s imputation test provesthat AT&T's
imputation claim is smply a pretext to attack the access chargerule. AT& T admitted this &t the
hearing:

Q. Dr. Sdwyn, let’sassumethat dl of Verizon'stoll rates pass
imputation, whatever the imputation floor is. Y ou're not

2 Wash. Indep. Tel. Ass'nv. Wash. Util. & Transp. Comm'n, 148 Wn.2d 887, 64 P.3d 606 (2003).



claming that VVerizon's access charges sanding done are
unlawful or unjust or unreasonable, are you?

A. | think they are. . . .

Q. So under your testimony, even if no price squeeze exists
because the tall rates pass imputation, you still disagree
with the level of Verizon's access charges, correct?

A.  Yes. (Tr.at 449-50)

Furthermore, assuming, for the sake of argument, that some of Verizon'stall plans do not
pass the imputation test, then the proper (and only permissible) remedy isto increase toll rates,
not decrease access charges. Thisis so for three independent reasons:

First, under state law, AT& T can complain only about Verizon'stoll rates because
AT&T competes only with Verizon'stoll services, accordingly, any remedy must be limited to
the rates that are the subject of the complaint, i.e,, Verizon'stoll rates.

Second, AT& T’ s proposal to reduce access charges rather than raise toll ratesisan
unlawful collaterd attack on the Commisson’simputation rule. The access charge rule and the
imputation rule go hand-in-hand: the access charge rule dlowslocd carriers to maintain access
charges above LRIC, but the imputation rule requires locd carriers to impute these chargesin
setting toll rates. AT& T does not agree with the Commission’ simputation policy because
AT&T preferslow access charges, but it cannot attack the imputation rule in acomplaint case.

Third, as discussed above, Washington law prohibits the Commission from reducing
Verizon's earnings in this docket.

For these reasons, and for the reasons set forth below, Verizon requests that the
Commission re-affirm its previous findings thet Verizon's current access charges are just,

reasonable and sufficient, and hold that Verizon’s current tall plans pass the imputation test.



Finaly, in addition to the issues presented by AT& T's complaint, the Commission asked
the parties to address the following questions: (1) what should Verizon's access charges be; and
(2) how should an access charge reduction be implemented if a reduction is appropriate? As
Verizon explained at the evidentiary hearing, Verizon believes its access charges should be
restructured to be more economically efficient. Because of the Commission’s access charge rule,
Verizon's originating access charges are significantly higher than its terminating charges, and
both sets of charges are subject to change whenever the Commission establishes new unbundled
network element (UNE) rates. Verizon companies operate as ILECsin more than 30 states, and
no other Sate regulates access charges in this manner. For this reason, Verizon does not oppose
changes to its access charges as part of a revenue-neutra rate restructuring, and in Section I1(F)

proposes severd ways this restructuring could be accomplished.

Il. Discussion
A. What Should Verizon’'s Access Charges Be, and Why?

Verizon's access charges must remain asthey are unless Verizon agrees to change them
in the context of revenue-neutra rate rebdancing. Verizon's current charges are the result of
longstanding Commission policy and the Commission's access charge rule, and therefore are just
and reasonable. Indeed, AT& T’ s complaint againg Verizon isathinly veiled attempt to reverse
amost twenty years of Commission palicy.

The Commission established its access charge policy in Docket No. U-85-23, ageneric
investigation involving dl of the sates LECs. There, the Commission set access charges at a
level sufficient to avoid what it felt would have been excessve increasesin local service rates,
The Commission did this by (a) requiring access charges to cover the direct costs of providing

access sarvices and (b) generaly requiring access charges to recover 25% of the LECs actual



non-traffic sengitive ("NTS") costs - - mainly loop costs® The Commission has never reopened
this docket or otherwise modified its cost dlocation and cost recovery policiesin any subsequent
generic proceeding.

When the Commission implemented its access charge rule in Docket No. UT-970325, it
did not reduce the total costs assigned to switched access services under U-85-23; insteed, it
shifted these costs from terminating to originating access. Specifically, the rule (a) required
terminating charges to be no higher than the LEC' s current local interconnection rate (or if the
LEC does not have such arate, then the LEC' s "totd service long-run incrementd cost™); (b)
edablished a new interim terminating access charge (ITAC) to recover some of the costs of
serving high cost areas, and (C) provided for revenue neutra increases to originating charges to
offset the reductions in terminating access revenues. Verizon's access charges comply with this
rue. Recently, at Staff’ s request, Verizon reduced its terminating access charges to reflect
Verizon's new loca interconnection rate and increased its originating charges on arevenue-
neutral besis.*

In short, Verizon's current switched access rates comply with the Commisson's orders
and rules and cannot be changed in this complaint case. If AT&T thinksthe cost dlocation
ordered in Docket U-85-23 needs to be changed, it should file a petition under RCW 80.04.210.
If AT&T thinks the access charge rule should be changed, it should file a petition under WAC

480-09-220. Andif AT&T thinksthe access charge ruleis unlawful, it may chalengetherulein

3 See Seventeenth Supplemental Order (Sept. 22, 1986); Eighteenth Supplemental Order (Dec. 30, 1986). The

Commission ordered a 16.95% allocation for Pacific Northwest Bell (now Qwest), and a 25% allocation for all other
LECs.

* Docket No. UT-030569. These new charges took effect May 24, 2003.



court under RCW 80.04.160 and Chapter 5 of RCW Title 34. What AT& T cannot do is attack
the Commission’s access charge rule and long-standing polices in this complaint case.
With this background, the following sections address AT& T' s and Staff’ s pecific

proposals to reduce Verizon's access charges.

1 Verizon's Terminating Charges (including the ITAC)

Verizon's current terminating charge, expressed on a composite per minute-of-use
(MOU) basis, is approximately ****** (Confidential).®> This charge reflects the Commission’s
access charge rule; specificaly, it reflects (a) Verizon's LRIC-based rates for loca
interconnection plus (b) Verizon's current ITAC of ****** (Confidential). Given that
Verizon' sterminating charges are dready set a L RIC-based rates except for the ITAC, the only
issues are whether the ITAC itsdf isunlawful, as AT& T dleges, or whether Verizon'sITAC
should be reduced, as Staff aleges.

AT&T arguestha Verizon'sITAC, aswel asthe ITAC of every other carrier in
Washington, is unlawful and must be diminated because the costs it recovers are not part of the
LRIC of providing switched access service. AT& T makes this same argument for al other
access charges. Giventhat AT& T’ s argument gppliesto al access charges, not just the ITAC, it

is addressed in subsection 11(A)(2), below.®

® Theindividual charges that make up the composite charges are shown in Ex. T-105 at 7. The charges shown on
this attachment werein effect until May 24, 2003. At Staff’srequest, these charges have been slightly modified
effective May 24, 2003 to reflect the Commission’s access chargerule. Specifically, Verizon' s terminating end-
office switching rate has been reduced from approximately $0.002 to $0.0014 to reflect the new local
interconnection rate, and Verizon’s originating charges have been increased on arevenue-neutral basis.

6 As discussed below, however, AT& T has waived its claim that the ITAC must be eliminated. Nevertheless, this
brief explainswhy AT& T'sarguments regarding “ above cost” access charges are wrong.



Turning to Staff’ s argument, Staff believes that Verizon's current ITAC should be
updated to reflect () changes in access line counts, (b) changesin total minutes of use, and (c)
an additiona $21 million per year in “federd high cost support” that \erizon alegedly has been
receiving sinceits current ITAC was established. According to Staff, this updated caculation
produces anew ITAC of $0.0188679 per MOU, which equates to an $8.6 million reduction in
Verizon's annud terminating access charge revenues. (Ex. T-100 at 2; Ex. 104C)

As athreshold matter, Staff’ s claim is proceduraly improper because it goes beyond the
scope of AT& T scomplaint. Specificdly, AT&T did not dlege that Verizon'sITAC violates
the Commission’s access charge rule, 7 and Staff cannot amend AT& T’s complaint by adding
such aclaminitstesimony. Inany event, Staff iswrong on the facts. Properly updated,
Verizon's ITAC should be increased, which, under the access charge rule, would require a
corresponding decrease in originating charges.

Saff’'s mogt sgnificant adjusment is the one that assumes Verizon receives an additiond
$21 million in federa high-cost support. According to Staff, Verizon will “double recover” this
$21 million unless the Commission reduces Verizon'sITAC. Saff iswrong. The $21 million a
issue isnot additiona federd high-cost support; rather, it isaportion of pre-exigting interdate
access revenue now called “ interstate access support” (IAS), which was created in May 2000
under the FCC’'s CALLS Order.® There, the FCC restructured interstate access charges by (a)
reducing the per MOU charges assessed upon IXCs and (b) offsetting these reductions with the

IAS and other forms of support. Verizon did not receive any additiona federa money.

7 See, e.g., WAC 480-09-420(5)(b) (complaint must set forth ground of complaint and relief requested).

8 |n the Matter of Access Charge Reform Price Cap Performance Review for Local Exchange Carriers Low-Volume
Long Distance Users Federal-State Joint Board On Universal Service. CC Docket Nos. 96-262; 94-1; 99-249; 96-
45, Sixth Report and Order in CC Docket Nos. 96-262 and 94-1 Report and Order in CC Docket No. 99-249

Eleventh Report and Order in CC Docket No. 96-45. Released: May 31, 2000 (“ CALLS Order™).



At the hearing, Staff witness Tim Zawidak claimed that Verizon received additiona
federal support asaresult of the CALLS Order, but later acknowledged that Verizon did not
receive additional support:

Q. [Y]ou say that since Verizon's current ITAC was
established, Verizon has received additiona federd USF
support under the FCC's CALLS Order, [and] because of
that additiona explicit federal support, Verizon'sITAC
should be reduced. Isthat correct?

A. That'scorrect . ... (Tr. at 520, lines 15-21)

* * %

Q. Now, Mr. Zawidak, you're familiar generdly with the
FCC's CALLS order?

A. Yes

Q. Andisit farr to say, Mr. Zawidak, that in that order the
FCC reduced the interstate access charges of carriers,
thereby as the FCC put it removing implicit subsidies, and
offset that with explicit federd support such as putting
more money in aUSF fund or dlowing carriersto charge a
higher subscriber line charge and other mechanisms. |Is that
afar summary of the order?

A. | think so. It was a revenue neutral gpproach.
Q. Thank you. So given that, you're not caming, are you, that
Verizon Northwest received any additiona incrementd
revenues from the FCC as aresult of the CALLS order,
correct?
A. Correct. (Tr. a 521, line 16, through 522, line 7)
Even though Staff acknowledges that Verizon did not receive an additiond $21 million

from the FCC, it continues to believe that V erizon receives additiona federal support that is not



reflected in Verizon's current ITAC. Staff iswrong — it confuses federd interstate access
support, which was created under the CALLS Order, with federa high-cost support.®

Staff’s confuson can be cleared up by explaining how the ITAC was cdculated and by
demondtrating thet, as matter of smple arithmetic, Verizon's current ITAC dready reflects the
$21 million in IASthat Verizon receives.

A carier'sITAC equds.

(1) the monthly cost of providing basic service as caculated by the
Commisson’'s USF modd; minus

(2) the revenue benchmark of $31 for resdentid customers and
$51 for business customers; minus

(2) federd high-cost support, if any, for those exchanges where the
monthly cost (1) is higher than the revenue benchmark (2).

Thus, for example, if the cost of providing basic residentia service in aparticular areais $80 per
month then the ITAC would recover $49 per month ($80 minus $31) less any federa high-cost
support. Thetota costs to be collected by the ITAC are then converted to a*“per MOU” charge
for each company.

As Verizon witness Terry Dye explained a the hearing, and as Staff witness Tim
Zawidak acknowledged, the revenue benchmark includes revenues generated by dl interstate

services, including interstate access charges.!© In fact, Mr. Zawidak provided an illustration of

° The FCC explained this differencein its order: “In contrast to the Commission’ s existing high-cost support
mechanism for rural and non-rural carriers, which provide support to enable states to ensure reasonable
comparability of intrastate rates, the purpose of the new federal [IAS] isto provide explicit support to replace the
implicit universal service support in interstate access charges.” CALLSOrder at para. 195; Ex. T-230-R at 7.

19 The reason inter state revenues are included in a revenue benchmark used to calcul ate intrastate support (i.e., the
ITAC) isbecause the cost of providing service, as calculated by the Commission’s cost model, is “unseparated.”
Approximately 25% of aregulated carrier’sloop costs are allocated to the interstate jurisdiction under the FCC’s
Separations Rules. Because the Commission’s cost model does not separate these costs when cal culating the cost of
basic service, the revenue benchmark includes interstate revenues and interstate high-cost support. Inthisway,
interstate loop costs (25% of which are allocated to the interstate jurisdiction) are accounted for by the interstate
revenues included in the revenue benchmark.

10



how the revenue benchmark was calculated in Exhibit 120. Table One uses Staff’ silludtration to
show the pre-CALLS cdculation of the $31 resdentid benchmark without the IAS compared to

the post- CALL S cdculaion with the IAS:

Table One
Revenue Benchmark
Pre-CALLS Post-CALLS

Local $15.00 | Local $15.00
Features $1.00 | Features $1.00
Toll/access $7.50 | Toll/access $5.50

I nterstate access support $2.00
SLCH $6.50 | SLC $6.50
DSL/line sharing $1.00 | DSL/line sharing $1.00

[ Total (benchmark) | $31.00] Total (benchmark) |  $31.00 |

Asshown in Mr. Zawidak's pre-CALLSillugtration, the $31 revenue benchmark
includes $7.50 of toll/access revenues, which includes al intrastate and inter state access charge
revenues. AsMr. Zawidak admitted, the FCC's CALLS Order smply rebalanced interstate
access charges on arevenue-neutra bass. Thus, usng Mr. Zawidak'sillugration, if the CALLS
Order reduced interstate access charges by $2.00 and offset that reduction with $2.00 from the
new |AS, the total $7.50 generated from toll and access services remain the same. In other
words, thereis no “new money”; the revenues provided by the federal IAS are aready accounted
for in the revenue benchmark and thus are aready reflected in Verizon's current ITAC.

Once Staff’ s error is corrected, Verizon's ITAC must increase, not decrease. Verizon
witness Terry Dye recalculated the ITAC usng Mr. Zawidak’s changes in access lines and usage
and backing out the erroneous $21 million. Thisrevised caculation yiddsan ITAC of $0.04742

per MOU. (Ex. T-230-R at 8; Ex. 232C) To be consstent with the Commission’s access charge

Y The pre-CALLSresidential SLC was $3.50, not the $6.50 used in Mr. Zawislak’ sillustration, but this mistake
does not affect the end result.

11



rule, thisincrease in the ITAC would be offset with arevenue-neutral decreasein Verizon's
originating access charges.*® As discussed below in Section 11(B), increasing the ITAC and
decreasing originating access will result in alower price floor for Verizon'stoll services.
Consequently, Verizon'stoll priceswill pass the Commisson’s imputation test by an even
greater margin than they do today.

2. Verizon's Originating Charges

Verizon's current originating access charge, expressed on a composite per MOU basis, is
approximately ****** (Confidential).® This charge was established under the Commission’s
access charge rule, WA C 480-120-540, the stated purpose of which was to *conform
Washington' s telecommuni cations access charge system with state and federd laws encouraging
competition.”**

Staff, however, proposes to reduce Verizon's access charges to the level of Qwest’s
charges, and AT& T proposes to reduce Verizon's chargesto ether (@) the LRIC-based rates for

local interconnection,™® or (b) Verizon'sinterstate access charge levels. The revenue effects of

their proposals are shown in Table Two:

12 \/erizon is not proposing to change its universal service costs and recover additional revenues through its access
charges, as Mr. Zawislak suggestsin his rebuttal testimony (Ex. T-105 at 16) where he criticizes the long run
incremental cost studies sponsored by Verizon witness David Tucek. Verizon proffered these studies to show that
the LRIC of basic service includes significant loop costs; these LRIC studies were not proffered to change Verizon's
USF requirement. Infact, Mr. Tucek’s studies understate the LRIC of basic service because they do not reflect
common costs, nor do they reflect Verizon’ s actual costs as represented by Verizon’ s revenue requirement.

13 Theindividual charges that make up the composite charge are shown on Ex. T-105 at 7. Verizon's originating
charges are deaveraged; its per MOU rate for Zone 1 islower than its per MOU rate for Zones 2 and 3. On average,
Verizon's statewide composite originating charge is approximately ****** (Confidential) per MOU.

14 Docket No. UT-970325, General Order No. R-450 at 1.

15 AT& T’ s proposed LRIC-based rate is****** (Confidential) per MOU. (Ex.6C at 1) In calculating thisrate,
however, AT& T used the wrong tandem switching rate. (Tr. at 463) AT& T also used a UNE-based rate for local
switching instead of Verizon's proposed TSLRIC rate, which is about ****** (Confidential) per MOU for
terminating access and ****** (Confidential) per MOU for originating access. W hen these changes are made, the
LRIC-based rate for switching increase to about ** * * ** * * % xkskkkk sk kkskxkkkkkkxkkxxkxx k% %% (Confidential) for

12



Table Two
Access Char ge Proposals— Revenue Effect

Type of Charge Current Revenue (revenue 10ss)
Verizon's current charges $61.8 million
Qwest’s charges ($32.0 million)
LRIC-based charges ($38.4 million)
Verizon's interstate charge ($34.9 million)
| Sources | Ex. 6C; Ex. T-130 & 7. |

In short, Staff and AT& T propose to reduce Verizon' stotal access charge revenues between
aoproximately $32 to $40 million per year.2

These proposals must be regjected for the following reasons:

First, as athreshold matter, AT& T's complaint must be dismissed because it seeks
angle-issue ratemaking. In 1997, the Commisson dismissed avirtualy identical complaint
brought by MCl, gating, “the Commisson generdly will not engage in Sngle-issue or
‘piecemed’ ratemaking.”*’ Asthe Commission explained,

The ultimate determination to be made by the Commissonin a
rate proceeding is whether the proposed rates and charges arefair,
just, reasonable, and sufficient. RCW 80.36.140. The

Commission has consstently held that these questions are resolved
by a comprehensive review of the company’srate base and

both ends.

16 staff’ s direct testimony is confusing — it recommends that Verizon's access charges be reduced by $32 million,
which includes Staff’ s estimate of a $10 million reduction in the ITAC. But Staff goes on to state that “this value
[the $32 million] assumes V erizon does not increase originating rates to offset the universal service rate realignment
proposed by Staff; otherwise the target amount would be $42 million.” (Ex. T-130at 7) Verizon assumes Staff is
proposing a net reductions of $32 million. AT& T’ stestimony also isconfusing. Initscomplaint (para. 34), AT&T
states that the ITAC isunlawful; however, in Dr. Sewlyn’srebuttal testimony, AT& T proposes to reduce Verizon's
access charges by, at most, $38.4 million, which does not include any reductionsinthe ITAC. (Ex. T-4C-R at 14,
Table1) Infact, the exhibit to Dr. Selwyn’srebuttal testimony that calculates Verizon’ s revenue reductions leaves
the current ITAC revenues unchanged. (Ex. 6C) Thus, AT&T has abandoned its claim to eliminate Verizon's
ITAC. AT&T sabandonment of its claim confirms Verizon's position—even AT& T does not believe its own
argument that “above cost” access charges are inherently unlawful.

17 MCI Telecommunications Corp. v. GTE Northwest, Docket No. UT-970653, Second Supplemental Order
Dismissing Complaint at 5-6 (Oct. 22, 1997).

13



operating expenses, determining a proper rate of return, and
alocating rate changes equitably among ratepayers. Changesto
access rates could have a substantia effect on the company’s
overdl results of operations and therefore should not be addressed
in asngle-issue rate proceeding.*®

The MCI caseisdirectly on point: here, asthere, an IXC is asking the Commission to
reduce Verizon's access rates, here, asthere, the IXC' s request congtitutes single-issue
ratemaking, and therefore the complaint should be dismissed.*®

Verizon rased thisissue initsfirst Motion to Dismiss (See Attachment A for copy of
Verizon's motion), and athough the Commission denied Verizon's mation in its Second
Supplemental Order, it explained, in aone-paragraph decision, that “there are factua disputes
relevant to the legd issues’ and these disputes “ can only be determined after afull record is
developed.”?® The record has now been fully developed, and it shows that AT& T’s complaint is,
in fact, an improper atempt to engage in single-issue ratemaking.

Second, AT& T's complaint must be dismissed because it falls to state a clam under state
law. Specificaly, AT&T can complain only about Verizon'stall rates because AT& T competes
only with Verizon'stoll services, accordingly, any remedy must be limited to the rates that are
the subject of the complaint, i.e., Verizon'stall rates, not Verizon's access charges. Verizon
raised thisissue, too, initsfirst Motion to Dismiss. Now that the record has been fully

developed as the Commission desired in its Second Supplemental Order, Verizon renews its

motion here and urges the Commission to grant it.

18 4.

19 For this same reason, the Commission has not allowed competitors to initiate afull rate proceeding by filing an
access charge complaint, holding that such an outcome “is not intended by the complaint statute.” Docket No. UT-
970653, Second Supplemental Order at 6. The Commission must follow that same policy here. If AT&T, Staff,

Public Counsel, or any other party believesthat Verizon (or any other ILEC) is overearning, it should ask the
Commission to initiate aformal or informal earnings review.

2014, at 8, para. 11.

14



Third, AT& T’ sand Staff’ s proposals to reduce Verizon' s access charges are an unlawful
collatera attack upon the Commission’s access chargerule. No party disputes the fact that
Verizon's current access charges comply with the Commisson’srule. Thisrule requires
terminating access charges to be reduced to LRIC-based loca interconnection rates (plus the
ITAC), but dlows these reductions to be offset by revenue-neutrd increasesin originaing
charges. Asnoted, the stated purpose of the rule was to “ conform Washington's
telecommuni cations access charge system with state and federd laws encouraging
competition.”?! Staff and AT& T, however, argue that Verizon's access charges do not comply
with state and federd laws encouraging competition. Clearly, their arguments are nothing more
than an attack upon the Commisson'srule. Thisissueisdiscussad in Section 11(E), “What isthe
Impact of WAC 480-120-540 or Other Commission Orders?’

Fourth, AT& T sclam that Verizon'stoll rates do not pass the Commission’simputation
test and therefore Verizon' s access charges must be reduced is an unlawful collaterd attack on
the Commission’simputation rule, WAC 480-80-204(6). The access charge rule and the
imputation rule go hand-in-hand: the access charge rule alows locd carriers to maintain access
charges above LRIC, but the imputation rule requiresloca carriers to impute these chargesin
setting toll rates. AT& T does not agree with the Commisson’ s imputation policy because
AT&T preferslow access charges. But its remedy isto file a petition to change the
Commission’srules, not to attack those rulesin acomplaint case. Thisissueisdiscussed in
Section 11 (B), “Imputation Issues.”

Fifth, even assuming AT& T’ s complaint and Staff’ s proposa are not unlawful collaterd

attacks on the access charge rule or imputation rule, Verizon's access charges cannot be reduced

21 Docket No. UT-970325, General Order No. R-450 at 1.

15



without Smultaneous revenue-neutral increases in other Verizon rates. The Commission itsdlf
explained why thisis S0 in its access charge rulemaking (Docket No. UT-970325). There, the
Commission recognized that access charges are inextricably linked to aregulated carrier’s
overdl profits, which mugt, by law, befair, just, reasonable, and sufficient. Thisissueis
discussed in Section 11(D), “Verizon Earnings Issues,” which adso explainsthat (1) AT&T has
the burden of proving that Verizon is“overearning” and AT& T hasfailed to meet its burden, but
(2) even assuming Verizon has the burden of proof on the earnings issue, the evidence proves
beyond any doubt that Verizon is not overearning.

In sum, Verizon's access charges cannot be reduced in this complaint proceeding unless
Verizon agreesto the reductions. As Verizon explained at the hearing, Verizon does not object
to restructuring itsrates. Asaresult of the Commission’s access charge rule, Verizon's
originating access charges are higher than its terminating access charges, and both sets of
charges are subject to change whenever the Commission establishes UNE rates. When the
Commission was developing its access charge rule, Verizon (formerly GTE Northwest)
explained that the revenue shift from terminating to originating access was not economicaly
effident, but the Commission rejected this argument. Verizon does not object to reducing its
originating access charges; provided, however, that Verizon is permitted to increase other rates —
notably, basic resdentid service rates— on arevenue-neutral basis.

The Commisson made clear in its Fifth Supplemental Order that it would not entertain
rate rebalancing proposals in this phase of the docket, and therefore Verizon has not presented
one. Instead, Verizon proposes a procedure for restructuring itsratesin Section 11(F), “How
Should an Access Charge Reduction Be Implemented, if the Commission Decides that Such a

Reduction is Appropriate?’
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B. Imputation Issues
Under the Commisson’simputation test, Verizon'stoll rates must be higher than
Verizon'stall price floor, which equas (1) Verizon'simputed cost of access plus (2) Verizon's
LRIC of providing toll service, i.e, its LRIC of billing and collection (B&C) and
retaling/marketing. Thistest is set forth in WAC 480-80-204(6):
The rates, charges, and prices of services classfied as competitive
under RCW 80.36.330 must cover the cost of providing the
sarvice. Cogts must be determined using along-run incrementd
cost andlysis, including as part of the incrementa cog, the price
charged by the offering company to other telecommunications
companies for any essentiad function used to provide the service, or
any other commission-approved cost method.
The rates for each Verizon intraL ATA toll plan, expressed on aper MOU basis, are st

forth in Exhibits 110C and 231C, and are reproduced in Table Three:

Table Three
Total Price Per Plan (per minute)
Plan Total Price (per minute)
Message Toll Service (al customers) *HxE*** (Confidential)
Resale (al customers) **x*x%* (Confidential)
Easy Savings Plan — Residence ***%x% (Confidential)
Sensible Minute Plan — Residence *HxAx* (Confidential)
Value Cents Plan — Residence ***%*% (Confidential)

Easy Savings Plan — Business (monthly plan) *x*x%% (Confidential)
Easy Savings Plan — Business (1-year term) *xx%x% (Confidential)
Easy Savings Plan — Business (3-year term) *xxxx% (Confidential)

Easy Savings Flat Plan — Business *HxFE* (Confidential)
Vaue Cents — Business *HxAx% (Confidential)
Weighted Average Price for All Plans *HRxFE* (Confidential)

Asilludrated, Verizon'stoll ratesrange from *****x**x** (Confidential) per minute,
with aweighted average of about ***** (Confidential). AsVerizon established in itstestimony,

the current price floor is****** (Confidential) per minute; therefore, every Verizon toll plan
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passes imputation. Staff reviewed Verizon's price floor and made only one adjustment — it
gpplied a different conversion factor, which increased the floor to ****** (Confidential) per
minute. As discussed below, Staff’ s adjustment iswrong, but evenif it was not, only two of
Verizon'stall plansfal imputation by @* ******x*x %k xkxkxkxkx*x* (Confidential) per
minute. In contrast, AT& T's proposed price floor is $0.1444 per minute. The principa
difference between Verizon's caculation and AT& T's calculation isthat AT& T does not use
Verizon's LRIC of B& C and retailing/marketing as required by the Commisson’srule; instead,
it relies on estimates of IXCs' stand-aone costs.

Table Four summarizes each party’ s price floor and compares them to the Commisson

approved price floor from Docket No. UT-970767:

Table Four
Price Floor Comparison

Toll Floor Approved Verizon Saff AT&T
Component Floor Proposal Adjustment Proposal
COSt of Access *kkkkk* *kkkkk* *kkkkk* *kkkkk*

(Conf.) (Conf.) (Conf.) (Conf.)
B&C *kkkkk *kkkkk *kkkkk *kkkkk

(Conf.) (Conf.) (Conf.) (Conf.)
Retailing/ *kkkkk *kkkkk *kkkkk *kkkkk
Marketing (Contf.) (Contf.) (Contf.) (Contf.)
Total *kkkkk *kkkkk *kkkkk *kkkkk

(Conf.) (Conf.) (Conf.) (Conf.)

| Sources (Exhibits) | T-106C at 9 | 231C | T-106Ca10| T-3-Rat 26|

Asthistableillugtrates, Verizon's proposed toll floor jg* > ** * % x %k %k %k k% x
(Confidential) than the floor the Commission approved in Docket No. UT-970767. This lower
floor is due to the fact that Verizon's access charges have significantly decreased over time, and
therefore the imputed cost of access has declined. Thistable also showsthat Verizon has been

very conservative in its current caculations of B& C and retailing/marketing cogts. In fact,
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Verizon'srevised cost for B& C isamost double the cost approved by the Commission, and
Verizon'srevised cod for retalling/marketing is severd hundred times higher than the
Commission-approved cost.

Findly, thistableillustratesthat AT& T’ s proposd is, on its face, inconsstent with the
Commisson’simputation test. Indeed, if the Commission had agreed with AT&T's
methodology, it would have regjected dmost every Verizon toll plan it expresdy approved in
Docket No. UT-970767.

The reason AT& T’ s proposed floor is so highissmple: AT& T disagrees with the
imputation rul€' s use of LRIC to establish apricefloor. Although AT& T’ s pre-filed testimony
attempts to Sdestep thisfact, AT& T’ s witness admitted it at the hearing:

Q. Isit your position, Dr. Sdwyn, that in establishing a price
floor for Verizon Northwest toll service, the Commisson
should not use Verizon's long run incrementa cost of
marketing but should instead use an estimate of

interexchange carriers cost?

A. Yes, for several reasons. . .. (Tr. at 455, line 23, through
456, line 3)

Dr. Sdwyn then goeson to explain that AT& T didikesthe use of LRIC becauseit resultsin a
lower price floor, and he applies this same reasoning in caculating B& C costs. (Tr. at 460, line
10)

AT& T sdisregard of Verizon's LRIC conflicts not only with the Commission’srule, but
asowith AT& T’ stestimony in a prior proceeding. Inthe 1995 U SWEST rate case (Docket
No. UT-950200), AT&T filed the testimony of PatriciaA. Parker, amanager in AT&T's
“Access Management” department. She testified U SWEST’ sindividua price floors “must

include the imputed price [of access] plusal remaining TSLRIC inputs such as advertisng and
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sales compensation.”?? Dr. Selwyn does not explain the reason for AT& T'sreversd of its
position. Inany event, AT& T bears the burden of proving that Verizon'stall rates fail the
Commisson’simputation test, and AT& T has falled to meet its burden by ignoring the
imputation rule.

Verizon isthe only party that has presented a price floor caculation that complieswith
the Commisson’'srule. Thefloor Verizon proposes here is only dightly modified from the floor
it provided Staff when Verizon filed its current toll rates. At that time, Staff reviewed Verizon's
filing and was satisfied that Verizon's proposed (now current) toll rates passed the imputation
test. Indeed, Staff has an independent obligation to ensure that any proposed Verizon toll rate
passes the imputation test. The Commission established this obligation when it classified
Verizon'sintraLATA toll as compstitive in Docket No. UT-970767:

Any [future] rate changes must continue to meet the imputation
andysis here adopted. Commission Staff must review pricelist
changes to ensure that GTE’ s prices cover costs consstent with
that imputation test.?3

Staff fulfilled its obligation and, consequently, Verizon's current toll rates passthe
imputation test. In fact, Staff has acknowledged that every tall plan Verizon hasfiled in the past
(except for Tall-Pac, which was discontinued) has satisfied the Commisson’s imputation test.
(Ex. 118) Of course, under AT& T'sanalyds, every toll plan Verizon filed in the past, and
perhaps the toll plans of many other carriers, would have failed the imputation test.

Findly, Verizon's pricefloor of ****** (Confidential) is overstated because it is based

on Verizon'scurrent ITAC. If Verizon'sITAC isincreased and Verizon's originating access

charges are decreased on arevenue-neutrd bagis, then Verizon's price floor will decrease.

22 Direct Testimony of P.A. Parker at 3-4 (emphasis added).

2 First Supplemental Order at 13.
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(Verizon originates 100% of al itstoll calls but terminates less than 100% of itscdls. Thus,
Verizon' s weighted average imputed cost of access will always decrease when its originating
charges are decreased.)

The following subsections address each component of the price floor caculaion. They
explain why Staff’ s adjustment to Verizon's access cost caculation iswrong, and they further

explanwhy AT& T’ s price floor caculation is unlawvful.

1. Access Cos (including the Conversion Factor)

a AT& T s calculations

Asdhownin Table Three, AT& T’ s cost of access****** (Confidential) isdightly
higher than Verizon's****** (Confidential). AT& T’ scost differsfor two reasons. First, as
Dr. Sdwyn acknowledged, AT& T’ s caculation does not reflect the updated traffic distribution
figures. (Tr. a 455, lines 1-13) Second, AT& T clamsthat Verizon should not have used amix
of tandem switched transport and direct trunked transport rate elements to calculate its cost of
access because Verizon uses only tandem switched transport when handling itsown intraLATA
toll cals (Ex. T-3-R a 18) This position, however, conflicts with the position Dr. Selwyn took
in hisdirect testimony. There, he sated that when IXCs provide toll service, they must pay
Verizon for severd interoffice transport and switching functions; but when Verizon providestoll
service, the route may involve fewer trangport and switching functions, resulting in lower codts.
According to Dr. Sdwyn, “[tlhisiswhy Verizon Northwest is required to impute the access
charge that its competitors pay rether than its own cogts for the equivadent functiondity in

determining whether its retall price stisfies the imputation price floor” (Ex. T-1 at 18-19, n.27)
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Verizon did precisgly what Dr. Sdwyn advocated in his direct testimony: it caculated the
trangport costs I XCs would incur with amix of tandem switched and direct trunked transport. It
isthis very cdculation Dr. Sewyn now atacksin his rebuttal testimony. The bottom line is that
Dr. Sewyn’srebuttd testimony is nothing more than a sdf-serving reversd of the position he
took in his direct testimony.

When AT& T’ s calculations are corrected for these two errors, its cost of accessis equal
to Verizon'scdculation, ****** (Confidential). (Exs. 108C and 111C)

b. Saff's calculation

Staff proposes one adjustment to Verizon's cost of access: it adjusts Verizon's conversion
factor, which converts access minutes to toll minutes. Staff’ s adjustment appears to be based on
Saff’ s belief that Verizon's factor does not take into account “non-conversation” time associ ated
with access minutes.

By way of background, in order to impute access charges to toll rates, one must convert
an access minute-of-use (MOU) to atoll minute. An access MOU is not the same as atoll
minute for two reasons: (1) 1XCs pay access charges based on network usage, which include
“non-conversation” time associated with unansered attempts, whereas toll minutes are billed
based on “conversation” minutes, and (2) IXCs do not pay for access once the call is
disconnected, but toll customers continue to pay toll because toll charges are “rounded up” for
business and resdentia customers. Thefirgt adjustment increases the number of access MOUs
relative to toll minutes, and the second adjustment decr eases the number of access MOUSs
relative to the number of toll minutes. A proper conversion factor must reflect both adjusments.

Staff cdlamsthat Verizon's conversion factor iswrong because it fails to properly account

for “non-conversation” minutes that are included in access charges, and Staff proposes an
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adjustment that raises Verizon's price floor by ****** (Confidential) per minute. (Ex. T-106C
a 10) But Staff is mistaken — Verizon's conversion factor properly reflects non-conversation
time. Asdiscussed, the access-to-tall conversion factor must account for two differences
between access MOUSs and toll minute, not just one. Thefird is*non-conversation” usage,
which is billed as switched access MOUs but not billed as toll; the second is the fact thét toll
minutes are “rounded up” and the end user is billed for time for which IXCsare not billed.
Verizon's conversion factor reflects both differences, and therefore Staff’ s proposed adjustment
iswrong. Once Staff’s error is corrected, Staff’ s cost of accessis equd to the cost Verizon
calculated.

2. Billing and Callection Cods

Staff does not propose any adjustment to Verizon'sB& C cogts. AT& T, however,
proposes to caculate B& C costs using IXC “stand done” codts rather than Verizon's LRIC.
AT&T switness, Dr. Sdwyn, argues that the use of incrementa costs is inappropriate and that
the “correct policy should be that 100% of the gains from joint production of a regulated and
non-regulated service should inure to the regulated service” (Ex. T-3-R at 19-20).%*

AT& T sproposd ignores the Commission’ simputation rule, which requires the use of
incrementd costs. Staff witness Tim Zawidak explained this point in his rebutta testimony at

page 18:

To the extent any input aso has been classified as competitive
(such asB&C) it may beimputed at totd servicelong run
incrementd cost (“TSLRIC”). To the extent that any input has not
been classfied as competitive (such as tariffed carrier access
charges) they must be imputed at tariffed rates. The Commission

24 Dr. Selwyn himself contradicts this position. For example, on page 34 of Ex. T-1, he recognizes that the
appropriate standard is the incremental cost standard: “The Commission has repeatedly stated that since B& C are

competitive services, it is appropriate to impute the Long Run Incremental Cost (LRIC) rather than tariffed rates.”
He then proceeds to ignore this principle.
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has recently clarified thisin its“ Tariff, Price Ligt, and Contract,”

rulemaking in Docket UT-991301, when it adopted WA C 480-80-

204(6) . . ..
At the hearing, Mr. Zawidak re-affirmed this principle, Sating that “based on current
Commission precedent,” Verizon's price floor should be calculated using Verizon's LRIC of
billing and collection and retailing/marketing. (Tr. at 536, lines 18-25)

In short, Dr. Selwyn is attempting to re-write the Commission’s price floor policy and
imputation test as embodied in arule. To do this, however, AT& T must petition for a
rulemaking change under the gppropriate Commission rule (WAC 480-09-220) and the
Washington Adminigtrative Procedure Act (RCW 34.05.330); it cannot change the rulein this
proceeding.

Furthermore, Dr. Sewyn's clam that 100% of the “gains from joint production of a
regulated and non-regulated service” should “inure to the regulated service” iswrong. Dr.
Sdwyn gppears to believe that Verizon does not dlocate sufficient B& C codtsto its
“unregulated” services, and therefore consumers are harmed. He isincorrect: Verizon alocates
regulated and unregulated B& C costs in accord with the FCC' srules (Part 64). If Dr. Sewyn
disagrees with these rules, he should talk to the FCC. Also, Dr. Selwyn appearsto believe that
Verizon'sintraLATA toll services are “unregulated.” Here, too, heiswrong: Verizon'sloca
sarvicesand intraL ATA toll services are, in fact, regulated; indeed, when the Washington
Utilities and Trangportation Commission (WUTC) examines Verizon's earnings, it includes the
costs and revenues associated with intralL ATA toll. Given this, his* cogt-shifting” argument —
Verizonis*harming consumers’ by shifting most of its B& C costs to “regulated” services—is

meritless.
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Not only does Dr. Sdwyn use the wrong methodology to caculate B& C codts, his
cdculation based on that methodology dso iswrong. He caculated his $0.0155 per minute cost
by dividing $1.15 by 74 minutes of use. The $1.15 isthe monthly “per account” price Verizon
New York chargesits affiliate, Verizon Long Distance (VLD), for B& C activities. The 74
minutes is the average time residentid customers spent making interLATA toll cdlsin 2000, as
reflected in Table 15.2 of the FCC's Trends in Telephone Service Report dated May 2002.2°

Both of these figures are incorrect. Firgt, Verizon Northwest charges VLD $1.10 per
account (excluding discounts), not $1.15. (Ex. 217) Second, Dr. Selwyn should have used the
average minutes for all toll cals, not just inter-LATA cdls, because Verizon's effiliates provide
dl typesof toll cdls. Asshownin Table 15.2 of the FCC's Trends Report, the totd toll minutes
for an average residential customer in 2000 was 116, not 74. When Dr. Sewyn’'s errors are
corrected, the B& C cost, using Dr. Selwyn’s own methodology, is $0.00948 per MOU,
sgnificantly lower than his proposed cost of $0.0155. But even this corrected figure is
overstated because it ignores any volume discounts VLD receives, which are set forth in the
VerizonVLD B&C contract, and because it excludes any andyss of business customers, which
would be expected to have higher toll usage than residence customers.

Most importantly, however, Dr. Sdwyn's caculation is not based on Verizon's long run
incrementa cost, which iswhat the Commisson’simputation rule requires, instead, it is based
on the price Verizon charges its affiliates. Thispriceisregulated: under FCC rules, this price
must be the higher of fair market value or book cost. Accordingly, this priceisirrdevant to the

cdculation of atoll pricefloor.

2 http://www.fcc.gov/Bureaus'Common_Carrier/Reports/FCC-State_Link/IAD/trend502.pdf
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Finaly, a the hearing, AT&T criticized Verizon's B& C cost because the cost study was
prepared in 1998. Verizon witness David Tucek explained, however, that this was “the same
sudy we used in acompliance filing in a UNE docket.” (Tr. at 761, lines12-13) Mr. Tucek aso
explained that Verizon's cost study was, in fact, an incremental cost sudy, i.e., it calculated the
incrementa cogts Verizon incursin providing toll service, not “stand alone”’ costs. (Tr. at 765)
Futhermore, Mr. Tucek explained that Verizon “ has been very conservativein [its] use of the
billing and collection inputsin [its] imputation sudy,” and that Verizon probably overdated its
costs. (Tr. a 766) He explained that approximately 45% of B& C codts relates to data
processing or other computer functions dealing with the collection and measurement of usage
data, and “[c]ertainly since 1997 the cost of computing power has gone down.” (Tr. at 773, lines
10-19) He concluded that if Verizon’s B& C costs were updated, they would be lower, proving
once again that Verizon's cost caculations are very consarvative. (Tr. 773)

3. Retaling/Marketing Cogts

Staff does not propose any adjustments to Verizon'sretalling/marketing cost. AT&T,
however, clamsthat Verizon's cost is understated because Verizon uses LRIC. In lieu of
Verizon's LRIC, Dr. Sdwyn proposes to use a cost of $0.03 per MOU, which he clamsis
supported by (8) aVerizon filing in an FCC proceeding, (b) arecent New York Times article, and
(c) agtock andyst’ s report that suggests the totd average annud acquisition cost of along-
distance customer is between $300 and $600 per year.

Dr. Sdwyniswrong on dl counts. Firgt, his retail/marketing cost calculations like his
B& C cost calculations, ignore Verizon's LRIC, and therefore must be rejected for the reasons

discussed above.
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Second, the Verizon filing in the FCC's Special Access proceeding?® -- an affidavit filed
by Drs. William E. Taylor and Alfred E Kahn — does not support his use of a$0.03
retailing/marketing cost for Verizon in this proceeding. The Taylor-Kahn affidavit is quite clear:
it presents an estimate of retailing and marketing cogts for IXCs that provide intraL ATA tall,
interLATA toll and interstate toll services, and that estimate is based on nationwide-average
data. Here, the rdevant B& C costs are Verizon'sincrementa coststo provide intralL ATA toll
sarvice in Washington. The Taylor-Kahn estimate is therefore irrdlevant. Furthermore, the very
page of the Taylor-Kahn affidavit that Dr. Sdwyn believes supports his position makes clear that
the authors cost estimates “are obvioudy averages and vary a great deal across jurisdictions,
times of day and technologies”?’

Third, the New York Times article that Dr. Sdwyn mentions dso isirrdlevant. That
article setsforth an investment andyst’ s estimate of access and nortaccess costs based on
information purportedly supplied by IXC “industry contacts.” These cost estimates appear to be

based on nationwide- average data of selected (athough unidentified) 1XCs that provide, among

other things, interstate toll services. The andyst’s specific cost estimates are as follows.

access charge (one-way) $.0125
outside plant upgrade $.0100
outside plant maintenance $.0175
switch software upgrade $.0100
billing & customer sarvice $.0050
Total cost/minute $.0550

According to Dr. Selwyn, this estimate supports his use of $0.03 for Verizon's

retail/marketing costs. But the only cost estimate that appears to be even remotely related to

%% |n the Matter of AT& T Corp. Petition for Rulemaking to Reform Regulation of Incumbent Local Exchange Carrier
Rates for Interstate Special Access Services, RM No. 10593. Declaration of Alfred E. Kahn and William E. Taylor
On Behalf of BellSouth Corporation, Qwest Corporation, SBC Communications, Inc., and Verizon.

271d. at 11, n. 22 (emphasis added).

27



retail/marketing cogtsis the $0.0050 estimate for “billing & customer service” Thisestimate is
1/6'" of Dr. Sdwyn'sfigure. And again, al of the analyst’s estimates appear to reflect the
nationwide-average costs of companies that provide much more than just intraL ATA toll service,
and therefore these estimates are irrelevant. The record does not reflect precisely what these
estimates include because Dr. Selwyn did not bother to call the andyst or conduct any
independent research to determine the nature of the estimates 2

Fourth, Dr. Selwyn’s $300-$600 figure regarding customer acquisition costsis based
solely on astock andyst’ s report that spans dl of three pages and that fails to explain where the
figure comesfrom. In fact, the report itsdf has nothing to do with customer acquisition codts;
rather, it focuses on customer churn. The $300-$600 figure is set forth in the opening paragraph
of the report as a prelude to why customer churn isimportant. Here, too, Dr. Selwyn did not
bother to contact the anadlyst to determine the source of her figures. AT& T’ srdiance on this
type of “evidence’” underscores the fact that it has failed to meet its burden of proof.

In sum, Dr. Selwyn'’s calculations are based on unproven, unsupported data that reflect
the costs of companies that provide different services than Verizon. Telingly, Dr. Swyn had
available to him a source that could provide actud, verifiable data of 1XC retaling expenses. his
cliert. But Dr. Selwyn did not bother to ask for such data:

Q. Dr. Sdwyn, [y]ou relied on an estimate of IXCs marketing
cogs. Did you ask your client what its marketing costs
were on a per minute of use basis?

A. No, | did not.

Q. Your dient’sabig interexchange carrier, right?

28 See Exs 71-74, where Dr. Selwyn admits he did not investigate this article or conduct his own analysis. Also, in
Ex. 85, Dr. Selwyn admitted that he did not (and could not) identify that portion of the $0.03 marketing cost
attributable only to the marketing of intraLATA toll service.

28



A. Correct. ... (Tr. at 458-59)

In contrast to AT& T's estimates of other IXCs' costs, *° Verizon's calculations are based
on the cogts associated with Verizon's actud and verifidble retalling/marketing activity in
Washingtonfor itsintraLATA toll services. For example, Verizon' s retailing/marketing costs
are based on a company-specific SdesMarketing/Advertisng (SMA) cost sudy, whichis
included in binder 7 of 9 in the Company’s cost study filing. The SMA costs are moddled asa
percent of revenues for servicesin three broad market sesgments: consumer, business and carrier.
Based on an analysis of individua budget centers, the SMA expenses were identified for (1)
basic business and residential exchange service; (2) message toll service; (3) custom cdling and
CLASS sarvices, and (4) intrastate switched and specia access service. These costs are
Washington specific; indeed, as Mr. Tucek testified, Verizon relied on the same cost studly it
usad in its compliance filing in the most recent Washington UNE case. (Tr. 755)

4. Other Costs
There are no other LRICsto include in Verizon's price floor caculation.

S. Applicability to Verizon Affiliates

Verizon' s filiate, VLD, is not subject to the Commission’simputation rule because it
does not offer any “essentia function used to provide [its] service” to any other company, which
isthe trigger for the imputation test under WAC 480-80-204(6). If AT&T thinks VLD ispricing
its services too low in violation of some other law or rule, then it should have named VLD asa

party to the complaint and aleged aproper dam. AT&T certainly knows how to do this in

29 Although AT&T claimsthat IX C costs should be used to set Verizon's price floor, it argued, paradoxically, that
AT& T smarketing and billing costs areirrelevant. See, e.g., Exs. 36, 37, 75, 76.

30 verizon has one other affiliate that is authorized to provide toll servicein Washington: VSSI. Verizon has not

provided any significant servicesto this affiliate in recent years, and therefore we do not addressit separately. Our
analysisof VLD, however, applies with equal forceto al Verizon affiliates.
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Texas, it filed an access charge complaint againgt SBC and SBC' s long-distance &filiate (SBC-
LD).3!

But even assuming AT& T can attack VLD’ srates in this docket, it has failed to prove
that VLD'srates are unlawful. Infact, AT&T has offered no evidence of VLD’ stota costs of
providing services to Washington consumers,

Finaly, AT&T attempted to show at the hearing that Verizon and VLD engagein
anticompetitive practices because Verizon and VLD jointly develop and market a* package’ of
local and long distance services®?> AT& T ignores the fact that the federal Act expresdy permits
Verizon to jointly market serviceswith its effiliates. In fact, Section 272 of the Act requires
regiona bell operating companies to establish separate affiliates for certain services, and the
FCC audits these effiliate rdaionships. The bottom lineisthat AT& T disagrees with the Act.
The arguments Dr. Selwyn makes here repeet the arguments that he made on behaf of AT&T in
various Section 271 cases, and these arguments have uniformly been rejected by regulators.

6. Whether There Is A Price Squeeze/Remedies

AT& T’ scomplaint, direct testimony, and surrebuttal testimony dl clam thet Verizon's

current toll ratesput AT& T in a price squeeze. Indeed, its complaint is peppered with

31 Complaint of AT& T against Southwestern Bell and Southwestern Bell Long Distance Co., Docket No. 23063
(Texas P.U.C. filed Sept. 22, 2000).

32 See, e.g., Tr. at 857, where AT& T’ s counsel asked Verizon' switnessif “it could be just coincidence” that Verizon
and VLD filed tariffs that take effect at the same time and that cross-reference each other.

33 For example, in the Verizon New Jersey 271 case (Docket No. TO01090541), Dr. Selwyn filed testimony

virtually identical to histestimony in this case, arguing that Verizon NJviolates the law becauseit providesitslong
distance affiliate “ between $600 million and $1.2 billion” per year in joint marketing benefits but collects only $16-
$20 million. Declaration of Lee L. Selwyn at para. 63 (filed Oct. 22, 2001). He calculated hisfigure by relying on

the same three-page “ customer churn” report he usesin this docket. The New Jersey Board did not adopt his
theories.
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dlegations on Verizon's dleged “price squeeze’ and the resultant ham to AT&T,3* and at the
August 27, 2002 prehearing conference, AT& T’ s counsdl represented to the ALJ that AT& T was
“enduring a price squeeze’ every day, and as aresult was “making less money” and “serving
fewer customers.”>>

AT&T, however, later recanted these claims, stating in a pleading filed with this
Commission that “AT& T has made no daimsthat AT& T has suffered losses in providing toll
service in Washington.”3® On this basisaone, AT& T's claims of a price squeeze should be
rgected. Furthermore, AT& T hasfailed to list even one of itstoll plansthet is currently being
“squeezed” by Verizon. Inorder for a price squeeze to exist, something has to be squeezed.

In addition, if Verizon has engaged in a systematic price squeeze asAT& T dams, then
one would expect Verizon's market share for intraL ATA toll service to have increased, not
decreased, since the time Verizon'stoll services were declared compstitive. But the evidencein
this case proves exactly the opposite — Verizon's market share has Sgnificantly decreased.

In 1997, when Verizon stoll services were classified as competitive, itsintraL ATA toll
market share was ****** (Confidential).3’ The uncontested evidence in this proceeding shows

that Verizon'sintraL ATA toll market share as of 2002 was only ****** (Confidential).*® And

evenif one assumes, as AT& T suggests, that VLD and Verizon are the same company, their

34 See, e.g., AT&T Complaint at paras. 2, 3, 17, 18, 20, 24, 25, 35; Selwyn Affidavit at paras. 4 (stating that price
squeeze is a“fundamental concern” in this docket), 6, 14-19.

35 Transcript, August 27, 2002, Val. 111, p. 80.

36 AT& T’ s Petition for Review of Interlocutory Order Compelling Discovery at 5 (filed Feb. 7, 2003). See also Exs.
28, 46, 47 and 48, where AT& T statesthat its“ potential profit margins’ for toll service in Washington areirrelevant
in this proceeding.

37 Docket No. UT- 970767, First Supplemental Order at 2.

38 This market share calculation is based on Exhibits 211 and 212C, which are Verizon'sresponsesto AT& T Data
Request Nos. 63(a), (b), and (c). The calculation is shown on Attachment B of this brief.
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combined intraL ATA toll market shareislessthan ****** (Confidential). Thissgnificant
reduction in market share during the time Verizon' stoll service has been classfied as
competitive proves that Verizon is not engaging in a price squeeze and that Verizon's current
access charges and toll rates are not anti-competitive.

Didilled to itsessence, AT& T’ s price squeeze argument is a repackaged verson of
AT& T sargument that Verizon'stall rates fail theimputation test. As discussed above, dl of
Verizon'stoll rates pass the imputation test, but even if they did not, the proper remedy isto
increase these rates, not reduce Verizon's access charges.

Findly, even assuming the Commission could grant AT& T the remedy it seeks by
atering the access charge rule or changing the imputation te<t, this*remedy” must be gpplied to
all companies operating in Washington under RCW 80.04.110(1). In other words, the
Commission cannot adopt one rule for Verizon and a different rule for al other companies.

C. Do Verizon's Access Charges Violate State or Federal Law AsAlleged in AT&T’s
Complaint?

1. State Law
AT&T clamsthat Verizon's access charges violate state law because they exceed the
LRIC of providing access service®® AT&T, however, hasfailed to refer to any state statute or
rule that requires the Commission to set access charges equd to LRIC. Rather, AT& T merely
repests the same policy arguments that this Commission considered and rejected in prior dockets.
For example, when the Commission classfied Verizon's (then GTE's) intraLATA tall

services as competitive in Docket No. UT-970767, AT& T argued, asit does here, that “above-

39 AT&T Complaint at 11-12, paras. 21-28. AT&T's Complaint sets forth two separate state law claims— it alleges
that Verizon's charges are unlawful because (1) they are higher than LRIC-based rates and therefore give Verizon an
“undue preference or advantage” in violation of RCW 80.36.186, and (2) they are higher than the LRIC-based rates
Verizonis required to charge CLECs and wireless companies for interconnection and therefore are “ discriminatory”
inviolation of RCW 80.36.180. Although separately plead, they are identical in substance.
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cost” access charges, i.e., access charges that exceed LRIC-based rates, are discriminatory and
anti-competitive: “GTE can useits monopoly provision of switched accessto maintain an
atificid, and potentidly insurmountable, competitive advantage over other providers of
intraLATA toll sarvices”*° The Commission rejected this daim, explaining that itsimputation
test addressed AT& T s concerns.

Undeterred, AT& T argued once again that “ above-cost” access charges are unlawful in
the Commission’s access charge rulemaking (Docket No. UT-970325), and once again the
Commisson rgected AT& T'sclam. It specificaly rgected the IXCS clam that access charges
must be reduced to LRIC-based rates under Sate or federa law by reaffirming its long-standing
policy that loop costs should be treated as “common” or “shared” costs that must be recovered,
in part, from access charges*! In fact, the Commission expresdy held that its rule “conforms
Washington' s telecommuni cations access charge system with state and federa laws encouraging
competition.”#?

Fnally, the Commission re-affirmed the principle that “above-cost” access charges do
not violate any law when it gpproved the Bell Atlantic/GTE merger (Merger Order). There, the
Commission approved a settlement that reduced Verizon's intrastate switched access charges by

more than $7,000,000 per year.** The Commission found that the resulting access charges “are

just, reasonable, and compensatory,” and that “the agreed adjustmentsto [Verizon' 5] revenues

“0 First Supplemental Order at 6.

“1 Docket No. UT-970325, General Order R-450 at 15 (“ The Commission again reaffirmsitsfinding . . . that loop
costs are shared and should be matched with all of the revenues derived from the use of the loop”).

21d. at 1.

“3 Merger Order, Appendix A.
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produce fair, just, and compensatory rates and charges for terminating access and other
services”*

The access charges that resulted from the Merger Order are the same charges AT& T now
camsare unlawful under date law. The Commission, however, specificadly held that these
charges were lawful,* and therefore AT& T’s daim is nothing more than an unlawful collateral
attack on the Merger Order.*

Insum, AT& T's complaint in this docket re-hashes the arguments AT& T and others
made in the access charge rulemaking. Simply repeeting them in acomplaint case does not
make them any more vaid.

2. Federal Law

AT&T arguesthat Verizon'sintrastate access charges are not “just, reasonable, and
nondiscriminatory” under the federal Act because they are not “ cost-based.”’

As athreshold matter, MCI made this same argument in the access charge rulemaking,

and the Commission rgjected it. *® Here, too, AT& T is attempting to re-litigate the access charge

rule in the context of a company-specific complaint case.

44 Merger Order at 24-25 (emphasis added).
45 1d. at 27, Conclusions of Law 4-5.

“6 At the hearing, the Commission asked several questions about whether the Merger Order isbinding. To beclear,
Verizon does not take the position that the access charges and revenue requirement established by the Merger Order
remain “fair, just, reasonable, and sufficient” forever and can never be changed or challenged; indeed, the
Commission often changes access charges (and other rates) when evaluating a company’ s overall revenue
requirement in arate case. Rather, Verizon's point isthat “above cost” access charges are not per se unlawful under
statelaw as AT& T asserts, and the Commission has affirmed this point — directly and indirectly — in previous
proceedings, including the merger proceeding.

4" AT&T Complaint at 13-15, 1 32-35.

“8 See, e.g., Comments of MCI on Proposed Rule WAC 480-120-540, Docket No. UT-970325, at 5-6 (filed June 12,
1998).



Moreover, in this very proceeding, AT& T acknowledged that the Commission could, for
public policy reasons, establish access charges thet are higher than what AT& T damsisthe
“lawful” cost:

[Dr. Sdwyn]: | think access charges should ultimately be [equa

to] inter-carrier compensation arrangements for local service. . . .
Idedlly | think you should try to do it now, but if you don't fed thet
for various public policy reasons it should be done now, certainly
take amgjor step in that direction and reduce rates at least to match
the interstate level. (Tr. at 496, lines 2-6, 18-22)

Setting aside AT& T's admission that the Commission need not reduce access to “ cost,”
the FCC and federd courts have repeatedly regjected AT& T'slegd argument. The FCC first
addressed thisissuein 1996 in its Local Competition First Report & Order,*® where the FCC
explained that access and locd interconnection are legdly digtinct services:

We recognize that trangport and termination of traffic, whether it
originates locdly or from adistant exchange, involves the same
network functions. Ultimately, we believe that the rates that local
cariersimpose for the trangport and termination of locd traffic

and for the transport and termination of long distance traffic should
converge. We conclude, however, as a legal matter, that transport
and termination of local traffic are different services than access
service for long distance telecommunications. Transport and
termination of locd traffic for purposes of reciproca compensation

are governed by sections 251(b)(5) and 252 (d)(2), while access
charges for interdate long-distance traffic are governed by sections
201 and 202 of the Act. The Act preservesthe legal distinctions
between charges for transport and termination of local traffic and
interstate and intrastate charges for terminating long-distance
traffic.>

“9 Implementation of the Local Competition Provisions of the Telecommunications Act of 1996, CC Docket No. 96-
98, First Report and Order, 11 FCC Rcd 15499 (1996) (Local Competition First Report & Order).

*01d. at 11033 (emphasis added).
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This principle was afirmed by the United States Court of Appedls for the Eighth Circuit
inCompTel v. FCC.>! There, the IXCs argued that the federal Act requires al access charges to
be reduced to the cost-based rates of loca interconnection. The Eighth Circuit rgjected this
argument, holding that the federal Act “plainly preserves certain rate regimes aready in place,”
incdluding the access rate regime®® The IXCs also argued that tresting access services and
interconnection services differently has a“discriminatory impact” because it permits ILECs “to
charge different rates for the same service based on whether the carrier who is seeking
interconnection and other network servicesis along-distance service provider or aloca service
provider.”®® The Eighth Circuit rejected this argument aswell, holding that —

the two kinds of carriers [IXCsand loca providers] are not, in fact,
seeking the same services. The IXC is seeking to usethe
incumbent LEC's network to route long-distance calls and the

newcomer LEC seeks use of the incumbent LEC's network in order
to offer acompeting loca service. Obvioudy the services sought,
while they might be technologically identica (a question beyond

our expertise), are digtinct. And if the IXC wants access in order to
offer local service (in other words, wants to become a LEC), then
there is no rate differentid. In these circumstances, we do not think
[thereis] adiscriminatory impact.®*

Finally, the FCC once again rejected the IXCs argumentsin its CALLS Order,>® where
the FCC reaffirmed that, as a matter of law, loca interconnection services and access services

are different;

®1 117 F.3d 1068 (8" Cir. 1997).

%2 1d. at 1072 (citing section 251(g) of the Act).
*3d. at 1073.

*d.

% Seeft 8.
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Some commenters have argued that the target [access] rates should
be lower because, according to state approved interconnection

rates, access costs are actualy below one haf of one cent per

minute. The commenters contend that the Commission should

reduce access rates to forward-looking costs, like the unbundled
network element rates for loca trangport and termination. The
Commission has recognized that, as a legal matter, transport and
termination of local traffic are different services than access
service for long-distance telecommunications and therefore are
regulated differently.>

In sum, the FCC and the courts have repestedly rejected AT& T’ s argument that the Act
requires access charges to equa local interconnection rates.

AT&T ignoresthis precedent, and argues instead that the Fifth Circuit's COMSAT
decisior?’ requires the intrastate access charges of every carrier in every state to be reduced to
LRIC. Accordingto AT&T, this case stands for the proposition that al telecommunications
services priced above LRIC contain “implicit subsidies’ prohibited by Section 254 of the federa
Act and create a“barrier to entry” in violation of Section 253.8

AT& T srdiance on COMSAT ismisplaced. Inthat case, the Fifth Circuit addressed
inter state access charges and the FCC'’ s obligations under Section 254 of the Act; COMSAT has
nothing to do with intrastate charges and state commissions obligations. Section 254 requires
the FCC to take action on universal service, not state commissions. Subsection 254(f) provides
that state commissions may adopt regulations consstent with the FCC'srules, but state

commissions are not required to do so.

%8 |d. at 7178 (emphasis added).
57 250 F.3d 931 (5™ Cir. 2001).

8 AT& T’s Opposition to Verizon Motion to Dismiss at 9 (filed May 13, 2003).

37



The Federd- State Joint Board recognized this point in the FCC's Universal Service
proceeding. There, the Joint Board explained that the Act does not require state commissions to
make intrastate universal service support explicit:

The same competitive forces that Congress anticipated would

require making interstate universa service support explicit may

militate for making intrastate universa service support explicit as

wdl. The Act, however, did not mandate such an outcome. States
should bear the respongihility for the design of intrastate funding
mechanisms. The federd support mechanism should not be

conti ngent upon, nor should it require, any particular action by the
state.”

Furthermore, even assuming Section 254 requires state commissions to make implicit
supports explicit, the commissions have considerable discretion as to when and how such a
trangtion should occur. Asdiscussed by the Fifth Circuit in Alenco v. FCC, “[t]he shift from
monopoly to competition isindeed dramatic. Congress thus expressy contemplated that the
[FCC] would adopt an incremental approach to retooling universa service for aworld of
competition.”®® Moreover, because the Act does not prescribe a time by which implicit supports
must be made explicit, the courts will accord substantial deference to the agency regarding how
and when this transition is made®* Since the Act does not prescribe any time by which state

commissions mugt act, this Commission can continue to rely on access charges as a source of

implicit subsdies.

%9 second Recommended Decision, CC Docket No. 96-45, at paras. 22, 25-26 (emphasis added).
€0 201 F.3d at 616 (5™ Cir. 2000) (emphasis added).

61 See Texas Office of Public Utility Counsel v. FCC (“ TOPUC” ), 183 F.3d 393, 437 (5" Cir. 1999) ("Where the
statutory language does not explicitly command otherwise, we defer to the agency's reasonable judgment about what
will constitute 'sufficient' support during the transition period from one universal service system to another.”); see
also MCl v. FCC, 242 U.S. App. D.C. 287, 750 F.2d 135, 140 (D.C. Cir. 1984) (noting that " substantial deference

by courtsis accorded to an agency when the issue concernsinterim relief").
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Findly, if, ass AT& T dleges, Section 254 requires state commissions to remove implicit
supports from intrastate access charges, then it also requires state commissions to make these
supports explicit so that “sufficient” support is maintained. In other words, state commissions
violate Section 254 if they diminate implicit supports without replacing them. And the
Commisson must do so for every carrier in Washington State, not just Verizon, because Section
254 gppliesto dl carriers.®?

D. Verizon Earnings | ssues

1. Verizon's Earnings Are Rdevant to This Proceeding

Verizon's access charges are inextricably linked to Verizon's overal earnings and
revenue requirement. The Commission itself recognized this point in U-85-23 and resffirmed it
in its access charge rulemaking, observing that “[a] sgnificant portion of the total cost of
operating the local telephone network is recovered in access charges. Access charges paid by
IXCs (and ultimately their customers) account for amost 20% of tota retall revenuesin this
state, or about $18 per customer per month.”®* The Commission also explained how access
chargesrelate directly to an ILEC’ soverdl profits, which mugt, by law, be fair, just, reasonable,
and sufficient:

[Verizon' g rates are regulated by the Commission and must be
fair, just, reasonable, and sufficient. A decreasein access charges
will result in either adecreasein [itg overdl profits (which must

remain “sufficient”) or an offsetting increase in other rates, or
some combination of the two.%*

52 COMSAT also is distinguishable because it does not address whether the loop is a common cost that could or
should be allocated to access services. AT& T appears to be arguing that COMSAT trumps the Commission’slong-
standing policy of treating loop costs as acommon.

%3 Docket No. UT-970325, General Order R-450 (Ex. 131) at 4. Here, the evidence shows that Verizon'sintrastate
access charges generate more than 20% of Verizon' stotal intrastate revenues. (Ex. 243 at 3)

64 Docket No. UT-970325, General Order R-450 at 4.
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In that rulemaking, AT&T and MCI ignored the link between access charges and “fair,
just, reasonable, and sufficient” ILEC rates and made the same arguments they make here: they
argued that access charges must be reduced to L RIC-based rates “with little regard or concern for
any revenue loss that local companies might incur.”®® The Commission rejected their arguments
then, and it must, as amatter of law, reject them now.®®

Furthermore, the direct link between access charges and a regulated company’ s earnings
was reflected in the FCC's CALLS Order, and was addressed by various state commissionsin the
CALLS proceeding. Asexplained above, Verizon's interstate access charges are lower than its
intrastate charges largely because of the CALLS Order, where the FCC reduced interstate access
charges but offset these reductions with increases in other rates (e.g., the federa subscriber line
charge) and other forms of support. This rebaancing of rates confirms the principle that access
charges and a company’ s overd| earnings go hand-in-hand.

The states also recognized this fact in the CALLS proceeding. There, the State Members
of the Federa-State Joint Board on Universa Service filed comments explaining the possble
impact of CALLS on dtate ratemaking. These comments noted that if the states mirrored
CALLS, the end-user charge would increase to $26 and the universal service fund would
increase to $2.6 hillion:

The Commission [i.e.,, the FCC] is urged to look beyond the
specifics of the CALLS proposa and consider the long-term

impacts of adecison to accept this proposal. The CALLS
proposal deals with interstate rates alone that are roughly 25% of

51d. at 18.

66 See POWER v. WUTC, 104 Wn.2d 798, 711 P.2d 319, 324-26 (1985) (the Commission “is charged by law with

the setting of just, reasonable, and sufficient public utility rates,” which means that the utility must be allowed to set
rates that “will yield to the utility its aggregate allowed revenue requirement”). Thisobligation is based on the Fifth
and Fourteenth Amendments. See, e.g., Dugquesne Light Co. v. Barasch, 483 U.S. 299 (1989).
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the totd cogts of providing domestic telecommunications services
in the United States. The CALLS proposal includesa$6.50 SLC
cgp and a $650 million Universa Service Fund. If mirrored by the
dates to recover the remaining 75% of the intrastate investment,
the SL.C would be $26.00 and the Universal Service Fund would
be $2.6 hillion, al funded directly from customers.

The Commisson must recognize that CALLS would have a
ggnificant impact on intrastate access charge rates. Many dates
require that intrastate access fees mirror the interstate assessments.
Asareallt, the ultimate increase in flat rate assessments on end
users may be subgtantidly higher than is currently estimated by the
CALLS proponents. If the states do not mirror the interstate access
charges proposed by the CALLS proposal, then the exigting
disparity between interstate and intrastate long distance services

will befar worse than in the past. The State Members respectfully
submit thet if accepted by the Commission, the CALLS proposal
places date regulatorsin a no-win postion of having to ether
maintain state access charges that are much higher than interstate
charges, or reducing intrastate access rates and raising other
intrastate rates to compensate for the revenue reduction. ... The
CALLS proposd should therefore not be adopted without a
comprehensve review including the effects on intrastate access
rates and whether the interstate rates proposed will be reasonable.®’

The FCC responded to the states' concerns by explaining that states are not required to
mirror CALLS and that interstate access charge reform is* not contingent upon, nor should it
require, and particular action by the states.” Second Recommended Decision, CC Docket No. 96-
45, at paras. 22, 25-26. But the State Members have it exactly right: states must elther leave
intrastate access charges at current levels or “raig €] other intrastate rates to compensate for the
[access| revenue reduction.”®®

Asexplaned below, AT& T hasfailed to prove that Verizon is overearning; to the

contrary, the evidence conclusively showsthat Verizon is underearning.

67 supplemental Comments of the State Members at 11-12 (filed April 3, 2000).

68 Recent access charge legislation in Floridaalso reflects this principle. On May 23, 2003, Governor Jeb Bush
signed legislation that allows incumbent LECsto apply to the Florida Public Service Commission to rebalance rates
on arevenue neutral basis, moving intrastate access revenues to basic local rates over aperiod of 2 to 4 years.
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2. AT&T Has the Burden of Proof on the Earnings |ssue

Asdiscussed in Verizon'sfirg Motion to Dismiss, AT& T’ s complaint is an unlawful
atempt to engage in Ingle-issue ratemaking. But even if assuming the Commission could or
should consider AT& T’ s complaint in this docket, AT& T, not Verizon, has the burden of
proving that Verizon's earnings are excessive, because AT& T is the moving party.®

The Commisson hed in MCI v. GTE Northwest that an essentid element of an access
charge complaint is the regulated company’ s earnings. “[a] proposa to change asingle rate
rases two issues: (1) whether the proposed ratesin a vacuum are okay; and (2) the relationship
between the proposed rates and the other rates of the company,” " i.e,, the sufficiency of the
company’soverdl intrastate earnings. Here, AT& T proposes to change a“singlerate,” and
therefore AT& T has the burden of proof on every issue presented by its proposal, including the
issue of whether Verizon's other rates are legaly “ sufficient” if Verizon's access charges are
reduced.

AT&T sown evidence showsthat AT& T hasfailed to meet itsburden. Indeed, AT&T
did not even bother to address Verizon'searningsin itsdirect case. But even if every AT& T
adjustment is accepted, Verizon's return increases to 9.09%, which is il below Verizon's

authorized return of 9.76%. (T-4C-R at 38) Accordingly, AT&T hasfailed to meet its burden.

3. The Evidenceis Overwhdming: Verizon is Not “Overearning”

Even assuming Verizon had the burden of proof on the earningsissue, the evidence

proves beyond any doubt that Verizon is not overearning.

%9 GTE Northwest v. Whidbey Telephone Co., Docket No. UT-950277, Final Order at * 14, 1996 Wash. UTC LEXIS
23 (Apr. 2, 1996).

0 Docket No. UT-970653, Second Supplemental Order at 6.
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Verizon's authorized return is 9.76%. Verizon's direct tesimony shows that Verizon's
current rate-of-return is only 2.84% as of September 2002.”* After months of discovery, Staff
and AT&T filed their rebuttd testimony addressing Verizon'searnings. Staff proposes severd
adjusments, the most sgnificant of which reduces Verizon's revenue requirement by shifting
intrastate cogts to the interstate jurisdiction. As discussed below, such an adjustment is unlawful
under Ninth Circuit precedent; but even with all of Staff’s adjusments, Verizon'sreturnis only
8.97%, well below Verizon's authorized return. The following sections address every Staff and
AT&T adjustment and explain why they are wrong. But first, we briefly respond to Staff’sclam
that Verizon's earnings evidence is “insufficient.”

Staff witness Betty Erdahl suggestsin her rebuttal testimony thet Verizon's earnings
evidence is insufficient because “Verizon has not filed documentation required by WAC 480-09-
330 to support ageneral rate case.” (Ex. T-150 at 3) Asathreshold matter, Ms. Erdahl failsto
recognize that thisis not agenerd rate case. As Dr. Blackmon acknowledged on the stand,
Verizon is not seeking to increase its revenue requirement in this proceeding. (Tr. 551, lines9-
11) Setting aside this point, Ms. Erdahl failed to identify the rate case “ documentation” that she
dleges Verizon falled to provide. Thefact of the matter isthat Verizon filed more
documentation than isrequired in arate case. AsMs. Erdahl acknowledged &t the hearing,
Verizon provided Staff with financid data throughout 2002, and Verizon met with Staff on at
least three separate occasions to discuss this data, including an “informa mesting on an earnings
review” in August 2002. Staff continued to work on thisinforma earnings review in September,

October, and November 2002. (Tr. 579-80) In the course of that review, Staff submitted

"1 Verizon provided the Commission with its most recent, final financial datafor 2002. (Ex. 168, 169) Staff witness
Erdahl agreed that it would be appropriate for the Commission to consider the most current datain order for it to

make an informed analysis of Verizon’sfinancial situation. (Tr. 585) Although her adjustments were based on
Verizon's 2001 data, she would apply them to the 2002 dataas well. (Tr. 582)

43



numerous data requests — both forma and informa — directly related to the company’ s earnings.
(Tr.580) In addition to thisinformation, Verizon submits 17 financid reports to the
Commission each year, and Ms. Erdahl testified that she reviewed some of these reports as well.

In sum, the financid data Verizon provided Staff and included in its testimony is more
than sufficient. Indeed, Staff’s own counsel explained this point when she responded to a
guestion of Commissioner Hemstead during the March 7, 2003 hearing on the parties’ proposed
settlement. There, Public Counsel objected to the settlement on the grounds that Verizon should
be required to file agenera rate case. Commissioner Hemstad asked whether the Commission
had before it al the evidence that would be presented in arate case to determine the
reasonableness of the settlement, and Staff counsel explained that not only is there “ sufficient
information before the Commission,” but what isin the record “is more information than is
required by the WAC in arate case” (Tr. 236-37)"2

4. Staff’ s Adjusments Are Wrong

a Overview
Staff proposes five separate adjustments to Verizon's earnings, the most significant of
which is Staff’ s “interdate’ adjustment. The revenue effect of each adjustment — expressed as an

increasein Veizon' srate of return — is shown on Table Five

"2 Thefinancial data presented in support of the settlement (Exs. T-242, 243, 244, 254) is the same data submitted
into the record at the hearing, updated to reflect 2002 data. (Exs. T-242-R, 168, 169, 170)



Table Five
Staff’s Earnings Adjustments

| Verizon rate-of-return caculation (as of September 2002) | 2.84% |

Staff yellow page adjustment *Hkx*E* (Conf.)
Staff line sharing adjustment *FxE*** (Conf.)
Staff DA adjustment *xx%k** (Conf.)
Staff expense adjustment **x*%* (Conf.)
Staff “interstate” adjustment *HE*EX (Conf)
Verizon's return with al Staff adjustments 8.97%

Verizon's return with Staff adjustments except interstate 6.07%

Thistable illudrates that Verizon's earnings are below its authorized level evenif every
Staff adjustment is accepted. But as discussed below, dl Staff adjustments are unlawful.

b. Saff's“ interstate” adjustment

Staff witness Erdahl proposes to adjust Verizon's earnings by re-dlocating costs from the
intragtate to interstate jurisdiction. She does this by cdculating an “intergtate revenue growth
factor” based on the changes in Verizon' s interstate revenues during the period 1998-2001. She
then assumesthat Verizon' s interstate expense and investment for the period 1998-2001
increased in proportion to the interstate revenue growth factor. In other words, she increased
Verizon'sinter state expense and investment, and then decreased Verizon' sintrastate expense
and investment by the same amount. In thisway, she smply shifted cogs from the intrastete
jurisdiction to the interstate jurisdiction. In fact, her adjustment removes gpproximeately
*x*kxxkx% (Confidential) out of intrastate expenses and ******** (Confidential) out of
intrastate rate base, Which hasthe effect Of * %k stk kst kst kox ok ko kxkk

(Confidential).
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Ms. Erdahl’ s adjustment is unlawful because it ignoresthe FCC's separations freeze. In
May 2002, the FCC adopted its Separations Freeze Order,”® which imposes an interim freeze on
its Part 36 cost dlocation factors. In that docket, several states requested the FCC to adjust some
separations factors “to compensate for the impact of the Internet on local calling patterns.” 7
Also, the Federd- State Joint Board on Separations proposed a 5% adjustment factor to account
for increased Internet usage.”® The FCC, however, rejected both proposals and instead
implemented the current freeze. The FCC explained that it had the legal authority to implement
afreeze under Smith v. Illinois Bell.”™

Here, Ms. Erdahl ignores the FCC’ s freeze. Indeed, she admits that Verizon properly
followed the FCC separation rulesin preparing and filing its financid data (Tr. 613, 616), but
she thinks the FCC' s jurisdictiond alocation processis currently flawed and unfair and that it
might be remedied in 2006. Thus, her adjusment (&) assumes there is a problem with the current
FCC sgparation rules, (b) assumes this problem will be fixed the way she think it should by
2006, and (c) assumes, for ratemaking purposes, that this“fix” became effective three years
before it happens (if ever). (Tr. 616)""

Not only isMs. Erdahl’ s adjustment speculative, it isunlawful. The FCC's Separations

Freeze Order ishinding on the sates, and Staff cannot ignore or modify it. The United States

3 1n the Matter of Jurisdictional Separations, CC Docket No. 80-286, Report and Order (rel. May 22, 2001)
(Separations Freeze Order).

"1d. at para. 9.
" 1d. at paras. 39-42.
6282 U.S. 133 (1930). Theonly state that argued the FCC did not have this authority was California.

" Ms. Erdahl has no ideaif the FCC would allow Verizon to move her adjustment to its federal books. Nor did she
bother to examine whether other companies were experiencing “similar interstate growth mismatch.” Indeed

Verizon presented evidence that established such an interstate “growth mismatch” is certainly not uniqueto Verizon.
(Ex. 165).
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Court of Appedsfor the Ninth Circuit addressed this very point in Hawaiian Telephone Co. v.
Public Utilities Commission of Hawaii,”® where it struck down a state commission decision that
did not follow an FCC separations order. In that case, the state consumer advocate argued that
the FCC’ s separation procedures did not preempt state-devel oped procedures for intrastate
ratemaking. The Court disagreed, holding that the FCC' s order preempts the states under Smith
v. lllinois. The Court struck down the state commission’s “trangparent and improper attempt to
circumvent the FCC mandate.” "

The Ninth Circuit’'sdecision is directly on point. Here, asthere, a party is attempting to
circumvent an FCC separations order. It cannot do this. Accordingly, Staff’ s adjustment must
be rejected.

For thissame reason, AT& T’ s rebutta testimony on Verizon's interdate operations must
beignored. For example, AT& T witness Sdwyn argues that the Commission must consider
Verizon's “combined regulated intrastate/interstate operations’ in evauating Verizon's earnings
and any “confiscation” or “tekings’ daim.®° This proposd, like Ms. Erdahl’s, is unlawful
because it ignores the FCC' s separations rules and ignores the obvious fact that the Commission

has jurisdiction only over acompany’sintrastate operations.®*

78 827 F.2d 1264 (9" Cir. 1987).
1d. at 1277.
80 Ex T-3-R at 42-43.

81 This point isindisputable. Indeed, the State Members of the Federal-State Joint Board on Jurisdictional
Separations have acknowledged this fundamental principle: “[ T]he separations process provides the cost information
that isthe basis for determining the confiscation liability of each jurisdiction. Indeed, it may be said that the
fundamental purpose of separationsis to determine the potential confiscation liability of both the federal and state
jurisdictions.” Inthe Matter of Jurisdictional Separations Reform, CC Docket No. 80-286, State Members' Report

at 3 (Dec. 21, 1998).
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Findly, as demondrated in the financids presented in Ms. Heuring' s testimony,
Verizon'sreturn has declined in each period since 2000 for both its intrastate operations and total
regulated operations. Moreover, Verizon is experiencing a continued decline in accesslines and
increasesin pension cost. Simply stated, the Company does not have excess earnings.

C. Saff’ s other adjustments

In addition to her unlawful interstate adjustment, Staff witness Betty Erdahl proposes
four other adjustmentsto Verizon's 2001 financid results. (Exs. T-150, 151-C). Firg, she
imputes additiona revenues attributable to an increase in a directory assstance rate that the
company had neither proposed nor adopted. Specificaly, she increased Verizon's directory
assistance rate to $1.25 from the present rate of $.95 (Ex. 151C) on the theory that directory
assistance was a competitive service and that $1.25 was cons stent with rates offered by some
other companies. In short, she added revenues from rates that did not exist. (Tr. 591-592)

Second, Ms. Erdahl raised November 2001 revenue levels and decreased October
expenses because she felt they were not “normd.” (Ex. T-150 at 8). In her prefiled testimony
she attributed these variances to the reintegration of VADI, but on the stand conceded that she
redly did not know if VADI was the reason for the variances in the October and November 2001
numbers. (Tr. 599) Indeed, Ms. Heuring stated on cross-examination that VADI was
reintegrated into Verizon Northwest in January of 2002, not 2001. Thus, Ms. Erdahl’s
speculation is based on an erroneous premise. (Tr 741)

Third, Ms. Erdahl imputes additiona revenuesin 2001 for line sharing, a new product
firdt provided in January 2002. She conceded that this revenue is dready included in Verizon's

2002 results of operation, and therefore this adjustment is unnecessary. (Tr. 595)
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Fourth, Ms. Erdahl imputes directory publishing revenues from Verizon's efiliate to
Verizon based entirely upon the Commission’s adjustment in the 1995 US WEST rate case
(Docket No. UT 950200). She did not explain why Verizon's directory publishing business
should be treated like USWEST’s. She acknowledged that, unlike US WEST (now Qwest),
GTE Northwest (now Verizon) never had a directory operation itsdf - - let done one that wasin
its rates base so as to become a "regulatory asset - - but instead has dways contracted with a
separate directory publishing company. Furthermore, Ms. Erdahl did no andysis of either the
new or old directory publishing contracts between Verizon and Verizon Information Services.
(Tr. 609-610) These contracts are on file with the Commission, and the current contract shows
that the only revenues Verizon receives from the VIS are from the sale of subscriber listing
information based upon charges that Verizon is required to charge other directory publishers.
(Tr. 611) Inshort, Ms. Erdahl proposesto offset Verizon's regulated earnings with revenues
from an unregulated Verizon afiliate. This proposd is unlawful.®

5. AT& T’ s Adjusments Are Wrong

Dr. Sdwyn proposes four adjusmentsto Verizon'searnings. (Ex. T-4C-R at 38) Firg,
he imputes directory advertisng revenue, and second, he proposes to offset Verizon's intrastate
earnings with Verizon' sinterstate earnings. These are the same adjustments Ms. Erdahl
proposed, and must be rejected for the same reasons.

Third, heimputes what he cdlamsisthe “vaue of the joint marketing of locd and long
distance services’ that “inures to the benefit of Verizon’s non-regulated operations.” (Ex. T-4C-

R at 31-33)% Spexificaly, Dr. Sdwyn contends that VLD avoids customer acquisition costs

82 Brooks-Scanlon Co. v. Railroad Comm' n of Louisiana, 251 U.S. 396 (1920) (regulator cannot offset lossesin
utility business with revenues from non-utility business).

8 Although he makes this claim, Dr. Selwyn admitted that he has not undertaken a study to identify all these costs,
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because when customers call Verizon (the ILEC) to order local service, Verizon's service
representatives can take ordersfor VLD. He concludes that these avoided customer acquisition
costs — which he estimates to be $300 per customer — should be imputed as revenue to the
Verizon ILEC s regulated books, and he states that “ none of [this value] has been accounted for
by Verizon in its current earnings andysis” (Ex. T-3-R at 35)

Dr. Sdwyn iswrong for severa reasons. Firdt, Verizon's regulated books do, in fact,
reflect the revenues Verizon receives from its affiliates for joint marketing and other services.
Under FCC rules, these services are priced at the higher of book cost or fair market value (47
C.F.R. §32.27). For 2002, VLD paid Verizon several millions of dollarsfor joint marketing
services, and dl this revenueis reflected on Verizon's regulated books. Second, his $300 per
customer estimate is pure speculation — indeed, it is based on the same three-page stock analyst
report addressng customer churn he usesin hisimputation analyss. Infact, his own dlient
refused to vaidate thisfigure, and stated that AT& T’ s customer acquisition costs were irrelevant
to thisdocket. (Ex. 75)

Finally, Dr. Selwyn proposes to reduce Verizon's rate base, and thereby increase
Verizon's earnings, based on a 1994 continuing property record (CPR) audit conducted by FCC
gaff. Thisaudit was never adopted by the FCC and has never been accepted by any state.

Indeed, this audit did not include Washington State. (Tr. 464-65)%*

nor has he estimated the annual dollar amount. (Seg, e.g., Exs. 51-53)

84 Even if the CPR adjustment were appropriate, it would result in an equal decrease to Verizon’s plant investment
and the associated reserve in accordance with Part 32 accounting. Instead of preparing an adjustment consistent
with Part 32 rules, Dr. Selwyn develops an adjustment that maintains the same relationship of accumulated reserve
to total plant on a“before and after” adjusted basis. Thisignoresthe Part 32 accounting rules, and in doing so
improperly reduces the Company’ s rate base.
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At the end of the day, Dr. Selwyn rgjected his own testimony, stating that he “wasn’t in
any sense suggesting that based on [hig] testimony the Commission make an affirmative finding
of apreciseresult of the audit” (Tr. 490), but rather he was “sSmply raising [the audit] as one of
the issues that would have to be examined before the Commission should just autometicaly
provide adollar for dollar offset to the reduction in access charges.” (Tr. 490-91) In short,
AT&T hasfaled completely to meet its burden of proof on the earningsissue.

E. What isthe Impact of WAC 480-120-540 or Other Commission Orders?

1. The Commission’'s Access Charge Rule Controls This Docket

AT& T’ sand Staff’ s proposals to reduce Verizon' s access charges condtitute an unlawful
collaterd attack upon the Commission’s cost alocation policies established in U-85-23 and
reaffirmed in the access charge rule. Accordingly, their proposals must be rejected.

No party disputes the fact that Verizon's current access charges comply with the
Commission’s access charge rule. This rule requires terminating access charges to be reduced to
LRIC-based loca interconnection rates (plus the ITAC), but allows these reductions to be offset
by revenue-neutrd increases in originating charges. As noted, the stated purpose of the rule was
to “ conform Washington' s tel ecommunications access charge system with state and federd laws
encouraging competition.”®® Staff and AT& T, however, argue that Verizon's access charges do
not comply with state and federd laws encouraging competition Clearly, their alguments are
nothing more than an attack upon the Commisson’srule.

For example, Staff claims that “circumstances have changed” since the time the
Commission etablished itsrule. Specificdly, Saff argues that when the Commisson

established its access charge rule and its resultant shift in revenues from terminating to

85 Docket No. UT-970325, General Order R-450 at 1.
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originating charges, it “wanted to give competition a chance to reduce originating access

charges,” but Staff now believes that the Commission’s assumption waswrong. (Ex. T-132, at

4-5) Thus, Staff proposes that the Commission reduce Verizon's originating chargesto Qwest’s

levds.

AT&T dso disagrees with the Commission’s access charge rule — it believes theruleis

unlawful because it results in access charges that are higher than LRIC-based rates and therefore

permits “implicit subsides’ to remain in access charges. Indeed, according to AT& T, the

intrastate access charges of every carrier in Washington State (and most carriers throughout the

country) are unlawful:

Q.

A.

Isit your testimony, Dr. Sdwyn, that the ITAC, which
recovers universal service codts, isitsaf unlawful or
discriminatory or unreasonable?

| would have to answer yesto that. (Tr. at 451)

As Dr. Blackmon explained in the hearing, every carrier in Washington State has access

chargesthat are above LRIC:

Q.

Dr. Blackmon, do you know of any other carriersin
Washington whose access charges are above long run
incrementa cost?

Any other than Verizon Northwest?
Correct.
| do. Infact, | don't know of any carrier whose access

charges are not above long run incrementa cost. (Tr. a
550)

In anutshell, Staff wants to reduce Verizon's originating access charges because it does

not think the Commisson’s access charge rule works asintended, and AT& T wants to reduce

Verizon's originating access charges and I TAC (and, necessarily, the access charges of every
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other carrier in Washington) because it does not think the Commisson’sruleislawful. Staff's
and AT& T’ s arguments, however, are nothing more than an unlawful collaterd attack on the
Commisson’'srule. If Staff and AT& T believe the rule should be changed, they should filea
petition under WAC 480-09-220.

Indeed, when Chairwoman Showalter asked Dr. Selwyn whether the Commission can
reduce access charges as AT& T suggests and till comply with the rule, he responded, “I’'m not
sure” (Tr. a 477), and then proceeded to discuss “the problem” of how wireless carriers are not
regulated by states as aresult of the 1993 federa Omnibus Budget Reconciliation Act. (Tr. a
477-78). He concluded that the access charge rule is not competitively neutra (Tr. at 478, lines
13-14), and thus admitted that AT& T is attacking the rule directly.®

When Chairwoman Showalter asked Dr. Blackmon the same question, he stated that
Verizon's originating access charges could be reduced and that the rule need not be changed (Tr.
at 556), taking the remarkable position that a carrier’ s access charges can comply with the
Commission’srule but ill be unjust and unreasonable. (Tr. at 570) He based this theory on the
belief that the rule “says absolutely nothing about whether the originating rate a any particular
leve isfair or unfair.” (Tr. at 555) Verizon disagrees. The Commission specificaly addressed
originating access charge levelsin its order adopting the rule, explaining that (a) the rule alows
revenue-neutra increases to originating rates, (b) the ability of carriers to keep this revenue “will

be a function of customer demand,” and (c) that the rule is “conggtent with the public interest

8 |n fact, AT& T spent much of itstimein the hearing explaining how wireless competition hurts AT& T, and for
this reason access charges must be reduced to LRIC-based rates. (See, e.g., Tr. at 451-52 and 477-84) Thisclaim,
however, isadirect attack on the rule and the Commission’s order adopting the rule, because there the Commission
explicitly rejected proposals to set access charges at the same rate for wireless interconnection.
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(including economic theory, law, and public policy).”®” There can be no doubt that the access
charge rule did, in fact, address the appropriate level of originating access charges.

Ironicaly, Staff’ s pogition to correct in this complaint case what it percelvesto be a
problem with the Commission’ s access charge rule conflicts with the position this Commission
took before the Washington Supreme Court in the access rule apped. The Commission will
recal that Verizon gppeded the rule on the ground that the Commission cannot establish ratesin
arulemaking. The intermediate gppellate court agreed with Verizon and struck down the rulein
February 2002. The Commission, however, gppeded this decison to the Washington Supreme
Court, arguing that access charge policy should be set in a rulemaking rather than devel oped
“piecemed” inindividua complaint cases.

A rulemaking proceeding is designed specificaly to establish

policy in aforum that dlows more parties to participate than does a
contested case proceeding.

By etting policy in the rulemaking setting, with broad notice and
opportunity to participate, a greater number of people are alowed
to provide their views on the appropriate standard to adopt.

* * %

The consequence of accepting Verizon's argument that access
charge reform policy must be set by individuad adjudications, or by
acomprehengve adjudication involving dl affected companies as
parties, runs counter to these and other described benefits of
rulemaking and would lead to an unwidldy procedure. Following
Verizon's arguments, the Commission would presumably have to
initiate a complaint against each company aleging that the
company’s rates were unreasonable.®

* * %

87 Docket No. UT-970325, General Order R-450 at 6.

8 Brief of WUTC at 23-24 (Court of Appeals, No. 25954-1-11, filed Nov. 30, 2000).



The consequence of the decision of the Court of Appedsisthat it
could force the Commission to st palicies. . . in piecemed
adjudications, rather than in rulemaking, thus leading to a greater
chance of inconsistent results®

The Washington Supreme Court agreed with the Commission’s view that access charge
policy should be set in arulemaking rather than in company- specific proceedings, and reinstated
therule®® Staff's position in this case — to ignore the rule and establish access charge policy in
company-specific complaint cases — cannot be squared with the Commission’s position on
apped and the Court’ s decision.

AT& T searlier pleadings also gppear to recognize that the access charge rule controls.
AT&T filed its complaint in April 2002, after the access charge rule had been struck down by the
lower court. In opposing Verizon'sfirg Motion to Dismiss, AT& T pointed out that the access
charge rule had been struck down by the court, and therefore the only mechanism by which
AT&T could challenge access rates was a company-specific complaint proceeding.®* This
argument isno longer vdid.

For dl these reasons, Verizon urges the Commission to rgect Staff'sand AT&T's
proposals to reduce Verizon's access charges and to dismiss AT& T's complaint. On April 29,
2003, Verizon filed aMation to Dismiss explaining that AT& T's complaint is an unlawful
collaterd attack on the Commisson’srule. The Commission, in its Tenth Supplemental Order,

dated it would address this motion after the evidentiary hearings. Verizon urgesthe

89 WUTC Petition for Review at 18 (Wa. Sup. Ct., No. 72-33-03, filed Mar. 1, 2002).
0 Seeft2.

9L AT& T Opposition to Verizon's Motion to Dismiss at 4-5 (May 13, 2002).
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Commission to do 0. Verizon will not repesat its arguments here, but for the Commission’s
convenience, acopy of Verizon's motion isincluded as Attachment C.

2. The Commisson’'s Imputation Rule Controls This Docket

Although AT& T admitted at the hearing thet it believes the Commission’s access charge
ruleisunlawful, itslegd dtrategy isto attack the rule indirectly by arguing that Verizon'stoll
rates do not pass the imputation test and that the proper remedy is to reduce Verizon's access
charges. Thisargument, however, is nothing more than a collatera attack on the Commisson’s
imputation rule. The access charge rule and the imputation rule go hand-in-hand: the access
chargerule allows loca carriers to maintain access charges above LRIC, but the imputation rule
requires|oca carriers to impute these chargesin setting toll rates. In thisway, the imputation
rule eliminates the theoretica competitive harms associated with high access charges. Asthis
Commission noted in the access charge rulemaking, no imputation rule is needed if access were
priced a LRIC.*

AT& T s proposed “remedy” of reducing access charges rather than increasing toll ratesis
just a back-handed way of attacking the imputation rule. AT&T does not agree with the
Commission’simputation policy because AT& T prefers low access charges, and AT& T has
argued this point in previous dockets. For example, in Verizon's (then GTE's) toll
reclassfication docket, AT& T argued that an imputation test was insufficient to ensure a
competitive toll market and that access charges must be reduced to LRIC-based rates.®® The

Commission rejected this proposal. Undeterred, AT& T repested its argument in the access

92 Docket No. UT-970325, General Order No. R-450 at 6.

93 Docket No. UT-970767, First Supplemental Order at 7.
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charge rulemaking, and once again the Commission rgected it, finding thet its imputation rue
was an appropriate safeguard.

But even though AT& T disagrees with the Commisson’simputation rule, it admitted at
the hearing that the Commisson’simputation test works. Specificaly, AT& T admitted that if
Verizon' stoll rates do not pass the imputation test, AT& T’ s aleged “price squeeze” could be
remedied by increasing Verizon'stoll ratesingtead of reducing access charges.

Q. [T]he Commission could iminate the price squeeze you
clam exigts by requiring Verizon to raise the retall price of
itstoll services, correct?
A. Yes. (Tr. at 446, line 22, through 447, line 1)
Insum, AT& T issmply repackaging arguments to reduce access charges that the Commission
has repeatedly rejected, and it cannot re-litigate these issues in acomplaint case®* Theonly
proper issue in this case is whether Verizon' s toll rates pass the imputation test. If they do nat,
then Verizon mugt raise them.

Findly, the access charge rule and the imputation rule reflect the Commission’s long-
glanding policy of requiring regulated carriers to recover sgnificant portions of their costs
through access charges. As discussed above, if the Commission changes this palicy in this

docket (assuming it has the power to do s0), it cannot reduce access charges without

samultaneous, revenue-neutral offsetsto other rates.

% Furthermore, AT& T's complaint must be dismissed because it failsto state a claim under state law. Specifically,
AT&T can complain only about Verizon'stoll rates because AT& T competes only with Verizon’stoll services;
accordingly, any remedy must be limited to the complained-about rates, i.e., Verizon'stoll rates, not Verizon's
access charges. Verizon raised thisissueinitsfirst Motion to Dismiss. Although the Commission denied this
motion in its Second Supplemental Order, it suggested it would re-examine thisissue once the record was fully
developed. Verizon renews its motion here are urges the Commission to grant it.
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F. How Should an Access Charge Reduction Be Implemented, if the Commission
Decidesthat Such a Reduction is Appropriate?

For the reasons stated above, any access charge reduction must be offset by a
Smultaneous revenue-neutra increase in other rates. This can be accomplished in severad ways:

First, the Commission can order the parties to try and reach a settlement that restructures
rates on arevenue-neutra basis. If a settlement is reached, the Commission can review it to
determine whether it isin the public interest. Verizon beieves thisisthe quickest, most efficient
wal to reduce access and rebalance rates.

Second, if the Commission decides to change the cost dlocations ordered in U-85-23 or
the access structure created by its access charge rule it could re-open those proceedings, take
comments from dl interested parties, and then establish a procedure for revenue-neutrd rate
rebaancing.

Third, assuming the Commission has the power to change access chargesin this
complaint case, it could open a separate phase of this case to address the question it deferred in
this phase, i.e., “If access charges are reduced, what rates should be increased?’

The Commission, however, cannot reduce Verizon's access charges and then require
Verizon to file arate case to recoup its revenues, for al the reasons discussed above. At the
hearing, Commissioner Hemstad wondered why the company has not filed a rate case and
expressed concern that the company has not had arate case since the 1980s. (Tr. at 875-77) As
Verizon witness Doug Fulp explained, Verizon could not file a rate case before July 1, 2002
under the Merger Order, and prior to that date AT& T filed its complaint. Moreover, filing arate
case isamgor undertaking, and, as the Commisson explained in MCI v. GTE Northwest, the

complaint statute cannot be used to initiate a full rate case®®

9 Docket No. UT-970653, Second Supplemental Order (Oct. 22, 1996).
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Furthermore, even though Verizon has not had arate case in many years, it providesthe
Commission with comprehensive annua financid reports that dlow the Commission to monitor
Verizon's earnings.

In sum, the Commission has severd optionsiif it believes Verizon's access charges
should be reduced. Each option, however, requires the Commission to consider Verizon's
overdl earnings and, at the very leadt, offset any access reductions with revenue- neutra

increases in other rates.

[11. Conclusion

AT& T’ s complaint must be dismissed. It ignores the essentid and indisputable link
between access charges and a company’ s revenue requirement. It ignores the Commission’'s 20-
year old policy of requiring companies to recover loop costs from access charges. It ignores the
Commission’s access charge rule that codifiesthis policy. And, findly, it ignoresthe
Commisson’simputation test rule.

Not only does AT& T’ s complaint fail, the evidence AT& T proffered to support its
complaint isinsufficient and, in many ingtances, imaginary. For example, AT& T daimsthat it
suffersa“price squeeze,” but AT& T does not identify in its 100-plus pages of tesimony any
pricethat isbeing squeezed. Also, AT& T clamsthat Verizon's price floor should be based on
an undffiliated IXC's cogts of hilling and marketing, but AT& T, an “unéffiliated IXC” and thus
the perfect candidate to supply these costs, refusesto provide any data, relying instead on
“edimates’ of IXC coststhat its putative expert gleaned while browsing on the web.

In short, based on the law and the evidence, the Commission mugt ether dismissSAT&T's

complaint or deny AT& T’ srequested rdlief.
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