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I.
INTRODUCTION

Q.
Please state your name and business address.

A.
My name is Betty A. Erdahl, and my business address is 1300 South Evergreen Park Drive Southwest, P.O. Box 47250, Olympia, Washington 98504.  My business e-mail address is berdahl@wutc.wa.gov
Q.
By whom are you employed and in what capacity?

A.
I am employed by the Washington Utilities and Transportation Commission (Commission) as a Telecommunications Regulatory Analyst.


Q.
What are your education and experience qualifications?

A.
I graduated from Washington State University with a Bachelor of Arts in Accounting, December 1988.  I worked as a Subsidiary Accountant at Pacific First Bank for two years and have worked at the Commission as an analyst since June 1991.  



While employed at the Commission, I have attended the New Mexico State University class on the Basics of Regulation and the Rate Making Process Technical Program, and the USTA class on Understanding Separations, Access Charges, and Settlements.  



As a Regulatory Analyst, I am responsible for auditing the books and records of regulated companies, analyzing cost of service studies, examining affiliated interest transactions, and making policy recommendations to this Commission.  In addition, I recommend rates to the Commission that allow for the appropriate revenue requirement, and prepare exhibits and testimony regarding these investigations for presentation before the Commission.  I also have worked on policy issues relating to payphone deregulation, number resources, local calling areas, and implementation of N11 pursuant to the Telecommunications Act of 1996.  

Q.
Have you testified before this Commission? 

A.
Yes.  I testified before this Commission previously in Docket No. TG-920090, regarding affiliated interests of Waste Management, Inc., in Docket No. UT-950200, regarding accounting adjustments in the general ratecase filed by U S WEST Communications, in Docket No. UT-970066 regarding Toledo Telephone Company’s payphone access line rates, and in Docket No. UT-020406 which was the complaint case filed by AT&T against Verizon’s access charge rates.

II.
SCOPE OF TESTIMONY

Q.
What is the purpose of your testimony?

A.
The purpose of my testimony is to address and make recommendations about a number of revenue requirement adjustments that flow into the revenue analysis presented by Staff witness, Ms. Paula Strain.  The adjustments I address are R15-03 reclassified expense items, SR20 insurance expense, P8 uncollectibles, P10 rate case expense, P12 salaries/wages, P14 and SR21 pension asset, and R8-03/P11/P15 other post retirement employee benefits.  



In addition, I address Adjustment P18 employee severance expense, and P20 the Company’s Management Voluntary Separation Program (MVSP).   

III.
REVENUE REQUIREMENT ISSUES AND ADJUSTMENTS

Reclassified Items, Adjustment R15-03
Q.
What are “reclassified items“?

A.
These are certain types of expense items incurred by Verizon NW or allocated to Verizon NW that should be removed for ratemaking purposes because, if anything, these expenses are incurred to provide a service or benefit to stockholders not ratepayers.  These items include the cost of sporting events and/or sponsorships, the cost of the Company airplane and executive perquisites, such as gifts and membership fees.   



Other items include charitable contributions and miscoded expenses.  Miscoded items are simply items that have been recorded by mistake.    

Q.
Did Verizon NW make any adjustment to reclassify these types of items to below the line?

A.
Yes.  The Company has proposed restating adjustment R15-03 to decrease expenses in order to remove some, but not all, of these sorts of items.  This adjustment is not shown separately in the Company’s exhibits.  It is contained in the total restating adjustment column (c1) in Ms. Heuring’s Exhibit No. ___ (NWH-2) (revised).

Q.
What is the amount of the adjustment the Company proposes for reclassified items?

A.
The amount of the Company’s adjustment is $(481,000) of which $(318,000) is the Washington intrastate amount, as shown in Exhibit No. ___ (BAE-2), Company workpaper WP R15-03, line 1.    

Q.
In its direct case, did Verizon NW include any documentation to support this adjustment?

A.
No.  Ms. Heuring listed these items in her testimony, Exhibit No. ___-T (NWH-1T) (revised), page 17, lines 14-22, where she states: “For the purposes of this proceeding, the Company has removed certain routine business expenditures, which were directly incurred by or allocated to Verizon NW, from the test year results.  These included sports related items, company airplanes and executive perquisites, such as gifts and membership fees.”  

Q.
Does that testimony accurately describe all of the items included in the Company’s adjustment?

A.
No.  Verizon NW’s Adjustment R15-03 also removed charitable contributions, lobbying expenses, and miscoded expenses.

Q.
What is the Company’s position regarding the items removed in Company Adjustment R15-03?

A.
While the Company has sponsored an adjustment removing these items for ratemaking purposes, the Company states these are “normal business expenditures,” and it is removing them “to avoid the prospect of having controversy on such items …” Direct Testimony of Ms. Heuring, Exhibit No. ___ (NWH-1T) (revised) page 17, lines 17-21.     

Q.
Does Staff agree with the Company’s position?

A.
Partly.  Staff agrees an adjustment should be made to remove these items.  Staff also agrees removing them reduces controversy over these items.  However, Staff disagrees that these items would otherwise be recoverable through rates as “normal business expenditures.”  These types of costs should be removed so that ratepayers are not, in effect, paying for these types of expenses.

Q.
Why are these types of items not recoverable through rates?

A.
It is my understanding that charitable contributions are to be reclassified as “below the line” items by the decision in Jewell v. WUTC, 90 Wn.2d 775 (1978).



According to WAC 480-120-321, expenses for political or legislative activities (e.g., lobbying), are not allowed for ratemaking purposes. 



And in the Commission’s Fifteenth Supplemental Order in WUTC v. US WEST Communications, Docket No. UT-950200, at page 44, the Commission accepted an adjustment removing corporate image advertising.  The Commission stated: “Corporate image advertising is not shown to benefit the rate payers.  It is appropriately disallowed in telephone rate cases.”



These and other similar expenses such as club dues, golf tournament sponsorships and so on should be excluded from the ratemaking determination because, among other reasons, they do not lead to any more prompt, expeditious and efficient service.   
Q.
What did Staff do to determine the appropriate expense level for this adjustment?

A.
Staff requested the Company’s source documentation supporting Company Adjustment R15-03 (e.g. vendor lists and any other material that would support the adjustment) in order to determine if the Company has removed all expenses of the types I identified above.  



Verizon NW provided vendor lists with estimated amounts allocated to Washington State.  Staff reviewed these vendor lists (provided in response to Staff Data Request Nos. 417 and 425), along with the Company’s response to Staff Data Request No. 328, which lists the total amount of adjustment by vendor name and type of expense.  However, the Company’s responses to Staff Data Request Nos. 417 and 425 did not tie back to or provide support for the Company adjustment amount in Adjustment R15-03.  



It is troubling that the supporting documentation for Company Adjustment R15-03 does not reconcile with the Company’s adjustment.  Staff’s concern is that the Company did not remove all lobbying, entertainment, charitable contributions and gift expenses from the test year results of operations.  Verizon asserts in response to Staff Data Request No. 515 that it books charitable contributions to non-operating expense account 7370, which is a “below the line” account to start with.  Yet, in its own adjustment, and as the Company stated in its response to Staff Data Request No. 328, the Company identifies and proposes to decrease expense for charitable contributions in Adjustment R15-03, among other expenses.  If all charitable contributions were already booked below the line, no charitable contribution amounts would need to be removed in Adjustment R15-03.

Q.
How did Staff calculate its Restating Adjustment R15-03?

A.
Staff’s Restating Adjustment R15-03 decreases Washington test year operating expenses by $(3,624,000), of which $(2,378,000) is the Washington intrastate amount as shown in Exhibit No. ___ (BAE-3), line 14.  



Staff’s adjustment removes the entire amounts booked during the test year to accounts 672210 “Common Public Relations” less the amount the Company already adjusted for account 6722 ($2,637,000 - 314,000).  The Staff adjustment also removes the entire amounts booked during the test year to account 672217 “Regulated Public Relations” ($820,000), plus the amount ($167,000) the Company reclassified for its aircraft in its Adjustment R15-03.  



Also included in Staff’s adjustment is the amount booked in the test year relating to corporate image advertising, which was $1,212,058 of the $2,637,000 booked to account 6722, as provided by the Company in its response to Public Counsel Data Request No. 133, Attachment PC-133b.    



This is a reasonable, if not conservative adjustment.  As stated in the depositions, October 7, 2004, page 179, lines 1-5, when asked “…Is there a reason why you didn’t supply supporting documentation with the filing?” regarding adjustment R15-03 to reclassify items, Nancy Heuring responded “I don’t see any reason to.  It’s amounts that we are removing from the test year and not asking for recovery of.”  Staff disagrees with this analysis because without adequate supporting documentation, Staff is unable to determine whether all items have been appropriately reclassified to “below the line.”

Q.
Please summarize the amounts the Company adjustment excludes and the amounts the Staff adjustment excludes.

A.
The difference is Staff’s exclusion of the amounts in accounts 672210 and 672217.  The following table compares the Company adjustment with Staff’s adjustment on a total Washington basis.  An allocation is then made to Washington  intrastate to determine the final adjustment.








Company


        Staff


Company adj. to Acct. 6722
  314,000


       314,000


Corporate Jet to Acct. 6113

$167,000


     $167,000


Adjust Corp. Image Adv. 672210




    1,212,058



Staff adj. to Acct. 672210





    1,110,942



Staff adj. to Acct. 672217

                 


       820,000


Total Adjustment R15-03
    
$481,000


  $3,624,000

Insurance Adjustment, Staff Restating Adjustment SR20 

Q.
What types of insurance does Verizon NW purchase?

A.
The Company pays premiums to independent insurance providers for various types of insurance, such as property, employment practices, directors & officers/fiduciary, errors & omissions, primary liability, and additional coverage for losses in connection with worker’s compensation, including in the case of a terrorist attack.  The Company is self-insured for Workers Compensation.  



The source of this information is the attachment to the Company’s response to Staff Data Request No. 514.

Q.
Did Staff make an adjustment to insurance expense?

A.
Yes.  Staff Adjustment SR20 decreased the test year insurance expense by $4,354,000 on a total Washington basis, of which $2,943,000 is Washington intrastate, as shown in Exhibit No. ___ (BAE-4C), line 1.  This adjustment decreases the insurance expense down to the amount of expense booked in the 12 months ended December 31, 2003 of $3,602,549, shown on line 7.  Staff used the most current year ended December 31st, which is three months after the test year (12 months ended September 2003).

 Q.
Did Verizon NW make an adjustment to test year insurance expense?

A.
No.  

Q.
Has the Company’s insurance expense been stable over time?

A.
No.  In the attachment to its response to Staff Data Request No. 425, the Company noted that its insurance rates have increased largely because of increased premiums relating to coverage for terrorist events.  However, not only has insurance expense increased overall, it has also been highly variable.  Lines 18-25, in Exhibit No. ___ (BAE-4C), demonstrate the high amount of insurance booked in the test year in relation to the years before and after the test year.  This information was provided by the Company’s response to Staff Data Request No. 334, Attachments c, d and e, insurance expense booked in account 672840, and confidential attachment 514 to the Company’s response to Staff Data Request No. 514, which includes 2004 insurance premium amounts for Jan. – Aug. 2004.  



This evidence shows that the Company’s premium payments for 2003 were less than half of the amount the Company booked during the test year (12 months ended September 2003), which ended only three months before the end of 2003.  The Company’s actual insurance premiums, as of August 2004 are also less than half the amount booked in the test year.

Q.
Should insurance expense be adjusted?

A.
Yes.  The test year level of insurance expense of $7,956,755 is not representative of a normal year.  Based on the comparison between the test year level and the calendar year 2003 level, the test year insurance expense level is overstated by approximately four (4) million dollars.  
Q.
What is an appropriate adjustment for insurance expense?

A.
Staff Adjustment SR20 adjusts test year insurance expense to reduce it by $4,354,000 reflect the insurance premium amount provided for the year ended December 31, 2003, as provided in the Company’s response to Staff Data Request No. 334d.  

Uncollectibles, Adjustment P8

Q.
What are uncollectibles?

A.
Uncollectibles are amounts billed by the Company for services rendered, but which will not be collected due to non-payment.  Uncollectibles are amounts the Company will write off as bad debts.

Q.
Does Staff propose an adjustment different than the proposed Company Pro forma Adjustment P8 to uncollectible account?

A.
No.  Staff does not contest the Company adjustment.

Q.
What adjustment did Verizon NW make to the test period uncollectible account?

A.
The Company proposed Adjustment P8, which adjusts the booked uncollectible expense of $8,481,000 to the actual uncollectibles of $6,130,000 incurred in the test year, as mentioned by Ms. Heuring in Exhibit No. ___ (NWH-1T) (revised), page 15, lines 10-16.  The Company’s adjustment is shown in column (e), line 6 of Exhibit ___ (NWH-2) (revised) as a reduction of uncollectibles for Washington by $2,351,000, of which $1,943,000 is Washington Intrastate also in Exhibit No. ___ (BAE-5), line 1.

Rate case Expense, Adjustment P10
Q.
What is rate case expense?

A.
Rate case expense is the cost directly associated with putting forth the Company’s rate case.  It includes bill insert notices, the cost of contractors, consultants and legal expense.

Q.
What adjustment did Verizon NW make for rate case expenses?

A.
The Company’s Pro Forma Adjustment P10 increases rate case expense by one third of the cost of this rate case.  This reflects a three-year average to normalize rate case expenses as mentioned in Ms. Heuring’s direct testimony, Exhibit No. ___ (NWH-1T) (revised), page 19, lines 22-27.

Q.
Is Adjustment P10 appropriate?

A.
It is reasonable to make a rate case adjustment.  The Company’s adjustment increases test year expenses by only $178,000 as shown in Exhibit No. ___ (BAE-6), line 1.  Staff does not contest this adjustment.

Wages and Salaries, Adjustment P12

Q.
What wage and salary expenses are covered by Company Adjustment P12?

A.
Company Adjustment P12 increases wages and salaries, pension/benefit and other related expenses, adds an extra paid working day in the test year, and also decreases wages and salaries by the net “business as usual” change in the workforce, along with associated decreases in pension/benefits and other related expenses.  

Q.
Are there other adjustments that are related to Company Adjustment P12?

A.
Yes.  Adjustment P12 is related to Company Adjustment P18, which decreases employee severance expenses by the amount booked during the test year, and then spreads that total severance amount over three years.  It is also related to Adjustment P20, which is an adjustment relating to wages and salaries, pension/benefits and other employee related expenses reflecting a decrease due to the management voluntary separations program (MVSP), and an offsetting increase to expense because the Company proposes to spread the associated employee severance expense over a five-year period.

Q.
Please summarize Staff’s calculation of Adjustment P12.

A.
Staff calculated an increase to Washington wages and salaries expense of $5,373,000 and “head count reduction” equaling $7,968,000, for a net decrease in wage and salary expense of $2,595,000, shown in Exhibit No. ___ (BAE-7), page 1 of 8, line 23 (Staff’s workpaper P12).

Q.
How was the $5,373,000 increase to wage and salaries expense calculated?

A.
Staff adjusted for the increase to wages and salaries by increasing the booked wages and salaries “less” the employees who left during the test year, shown in Exhibit No. ___ (BAE-7), page 2 of 8, col. (J) and (K).  Staff used the same 3.7 percent wage increase the Company is requesting in this case.  This results in an increase of $3,765,000 to Washington wages and salaries for those employees who did not leave the Company, as shown in my Exhibit No. ___ (BAE-7), page 3 of 8, line 5, (Staff WP P12.1.3).  





The Company will experience an increase in pension and benefits expense related to the increase in wages and salaries.  The increase is 39.56%, as calculated in Exhibit No. ___ (BAE-7), page 8 of 8, WP P12.1.8, ($42.464 million / $107.336 million).  Staff applied this Company-calculated percentage to determine the increased pension and benefit expense related to the increased wage and salary expense.   



Staff’s increase to pension and benefit expenses is $1,489,000 for Washington results.  This is compared to the Company increase to pension and benefits expense of $11,163,652.  The Company’s adjustment to pension and benefits is not reasonable.  The Company shows a 30.2 percent increase to pension and benefit expense in Exhibit No. ___ (BAE-8), page 6 of 9, line 41 (Company WP P12.1.4), which is not appropriate when wages are increasing by only 3.7 percent.



Staff then calculated the other employee related expense increase associated with the wage and salary increase.  Other employee related costs were calculated at a rate of 3.15 percent.  This percentage is calculated by the Company, as stated in Exhibit No. ___ (BAE-7), page 8 of 8 (Staff WP P12.1.8) (3.380 million / 107.336 million).  The result is an increase to other employee related expenses of $119,000 for Washington results.  This is compared to the Company increase to other related expense of $0.   



Here is a table comparing the total Washington amounts (an allocation was made to Washington intrastate to calculate the final adjustment), relating to the wage and salary increase for those employees who did not leave the Company during the test year:






           

Company

    Staff


Wages/salaries increase

  $4,164,596

 $3,765,000





Pension/benefit increase

  11,163,652

   1,489,000



Other Employee Related expenses  
      0
 
      119,000



Total




$15,328,248

$5,373,000

Q.
How did the Staff calculate the adjustment for the business as usual change in headcount or “reduction in force” of $7,968,000?  

A.
First, the average employee wage was calculated by dividing the total regulated wages and salaries $(107,336,000) by the average headcount of 1,869, as shown in Exhibit No. ___ (BAE-7), page 7 of 8, lines 9-11 (WP P12.1.7), to arrive at an average wage of $57,437.   This average wage was multiplied by the headcount reduction throughout the year, which resulted in $6,420,948 (WP P12.1.7, line 13), equaling the amount of reduction in expense due to the business as usual change in employee levels that occurred in the test period, and is on the books. 



Next, the “annual” decrease in wages and salaries was calculated by multiplying the average wage of $57,437 by the 209 employees (Exhibit No. ___ (BAE-7), line 3, headcount reduction) who left the Company, arriving at the annual cost of reduction of $12,004,277.  The amount on the books of $6,420,948 was then subtracted from the annual cost reduction to get the pro forma adjustment of $(5,583,329).  



Similar to the wage and salary increase, Staff then applied the factor of 39.56 percent to derive the decrease in pension and benefit expense relating to the head count reduction of $2,208,877, as shown in Exhibit No. ___ (BAE-7), page 7 of 8, line 18 (Staff WP P12.1.7), and also applied the other employee related cost factor of 3.15 percent to arrive at the decrease in these related expenses of $175,819.  Exhibit No. ___ (BAE-7), page 7 of 8, line 20 (Staff WP P12.1.7).  



The total amount of this adjustment is a decrease to total Washington expense of $7,968,025.



Here is a table comparing the total Washington amounts (an allocation was made to Washington intrastate operations to calculate the final adjustment) relating to the “reduction in head count” during the test year:







      
 Company

       Staff


Wage and salary decrease

$(5,589,405)

$(5,583,000)



Pension/Benefit decrease

  (2,211,284)

  (2,209,000)



Other
expenses


     (175,989)

    (176,000)



Total




$(7,976,678)

$(7,968,000)



In this part of the Adjustment P12, as seen in Exhibit No. ___ (BAE-7), page 9 of 9, the Company used the same 39.56 percent as Staff used to calculate the related decrease to pension and benefits.  As shown on the above table, the Staff and Company adjustments for head count reductions are virtually the same.

Q.
How did Verizon NW calculate its Proforma Adjustment P12?

A.
Ms. Heuring mentions this adjustment in her direct testimony, Exhibit No. ___ (NWH-T1) (revised) on page 19, lines 1-10.  The Company’s pro forma adjustment is in Ms. Heuring’s Exhibit No. ___ (NWH-2) (revised), column (e) and the associated Adjustment P12 work papers, Exhibit No. ___ (BAE-8), pages 1-9.  



The Company’s Adjustment P12 adjusts test period wages and salaries, including overtime pay and incentive pay for:  1) a 3.7% increase in pay; 2) one additional working day; 3) a reduction to account for the savings associated with a net reduction in the number of employees on a business as usual basis; and 4) the effect of Company Adjustments R9-02 and R13-02. 



The increase measured by Verizon NW for the first two of these items, namely the 3.7% pay increase and the one additional working day, is $4,164,596 in Exhibit No. ___ (BAE-8), page 5 of 9, line 82 (Company WP P12.1.3, page 2) for wages and salaries, $0 (WP P12.1.3, page 2, line 104) for Employee related expenses, and $11,163,652 in Exhibit No. ___ (BAE-8), page 6 of 9, line 45 (WP P12.1.4) for pension and benefits.  This is a total proforma increase of wage and salary expenses of $15,328,248.  



The “WP” reference refers to the Company workpaper in which these amounts are stated.



In the third part of the adjustment, the Company then reduced this amount by the savings associated with a reduction in employees’ wages and salaries of $5,801,802 in Exhibit No. ___ (BAE-8), page 5 of 9, line 86 (WP P12.1.3, page 2,line 86), a reduction in employee related expenses of $175,989 (WP P12.1.3, page 2, line 103), and a reduction in Pension and Benefit expense of $2,211,284 (WP P12.1.4, line 51).  This is a total pro forma increase of wage and salary expense of $15,328,248.



This adjustment is further reduced for the amount of the Company Adjustments R13-02 and R9-02.  The Company applied a cost allocation mechanism (CAM) factor (non-regulated allocation factor) and an intrastate factor to support the overall to increase in expenses for this adjustment of $2,218,000 at the Washington intrastate level as shown in Exhibit No. ___ (BAE-8), line 9.

Q.
Please explain how Company Adjustments R9-02 and R13-02 affect Company Adjustment P12.

A.
The Company multiplies the amounts in both R9-02 ($1,919,999 in Exhibit No. ___ (BAE-8), page 6, line 50/WP P12.1.4) and R13-02 ($6,120,000 in same exhibit, page 5, line 85/WP P12.1.3) by “one minus the CAM Factor” to derive the regulated part of each adjustment.  Then, the pension and benefit amount is decreased by $1,670,474 to account for the regulated amount of the R9-02 adjustment.  



Similarly, the Company increases total wages and salaries by the regulated amount of $5,284,602 of the R13-02 adjustment to account for R13-02 in P12.  The inconsistency with this is the next step where the Company applies an over all percentage to calculate the regulated intrastate portion of these expenses, therefore applying the CAM factor a second time is not appropriate.
Q.
How did the Company calculate its 3.7 percent increase used in Proforma Adjustment P12? 

A.
The Company took the “test year” (for the 12 months ended September 2003) booked amounts of wages and salaries and compared it to the amount estimated to be booked in the “test period” (the 12 months ended September 2004) to determine the percentage changes to wages and salaries for management basic wage, Exhibit No. ___ (BAE-8), page 4 of 9, line 9 (WP P12.1.3), and the associate basic wage (WP P12.1.3, line 42), and then calculated the weighted average.  The Company’s Response to Public Counsel Data Request No. 201 explains the increases to the different types of employees and the timing.  Management receives a wage increase on April 1st every year, the associate wage increases are governed by collective bargaining agreements with increases occurring at various times throughout the year. 

Q.
How may paid days were included in the Company’s calculation Adjustment P12? 

A.
262 paid days.

Q.
How many paid days should be included in the calculation of Adjustment P12?

A.
261 paid days, which is the number Staff used for calculating revenues, expenses and wages and salaries for this adjustment.  



The test year has 261 workdays and the test period (twelve months ended October 2004) has 262 workdays.  Calendar years 2004 through 2007 have 262, 260, 260 and 261 workdays, respectively.  The average number of workdays in these four calendar years is 260.75.  If any adjustment is made to the workdays, it should be to decrease the number to 260.75 not increased to 262.


In any event, including an extra day is inappropriate for salaried employees, because the same annual salary is paid regardless of the number of workdays in a year.  For employees paid by the hour, 261 workdays should be used because that best represents the number of workdays in the next few years.



Accordingly, 261 paid days should be used in the adjustment.

Q.
Please summarize why Staff’s Adjustment P12 should be used for setting rates in this case.  

A.
Staff Adjustment P12 uses a more straightforward method of calculating this adjustment.  Staff’s Adjustment P12 recognizes the same 3.7 percent increase proposed by the Company, but not the additional paid day included in the Company’s calculation.  That additional paid day is not representative of future conditions, as I just explained.



In addition, the Company’s adjustment to pension and benefits expenses is not supported.  As shown on the table on page 18 of my testimony, the Company proposes a wage and salary expense increase of $4 million, along with an increase to pension and benefits expenses of $11.2 million.  Pension and benefits expenses do not exceed salary levels.  It is not rational for pension and benefit expenses to increase by over two and one-half times the amount of the wage and salary increase.


Another reason the Company’s calculation is flawed is because the Company increases pension and other benefits by 30.2 percent in its adjustment P12, but also seeks to spread a portion of these pension and benefit expenses over three years (for the normal fluctuation in employment levels in P18, as discussed later) and over five years (relating to the management voluntary separation program in P20, as discussed later).  If the Company adjustments are accepted, this results in a double recovery of pension and benefits expense (in adjustment P12 and P18/P20).  



The Company’s calculation of the average wage for those employees who left the company is also flawed.  The Company uses an average wage/salary of only $23,304, as shown in Exhibit No. ___ (BAE-8), page 9 of 9, line 3 (calculated by the Company in the EXCEL spreadsheet - WP P12.1.7).  First, the Company subtracts out the “allocated wages/salaries”; then it divides the adjusted wage/salary amount by the average number of employees (of which none are “allocated”) to derive the “average salary”; and finally, the Company adds the “allocated wages/salaries” back into its own adjustment.  This method is flawed because while the Company decreased the amount of wages and salaries, it did not adjust for a lower employee count to derive the average wage.  The result is an average salary that is too low.



This is confirmed by the Company’s response to Staff Data Request No. 234b, which showed that not one employee leaving the Company had been paid the $23,304 level of annual wage or salary assumed by the Company.  Every such employee had been paid considerably more.

Employee Separation Expense, Pro forma Adjustment P18

Q.
What is “employee separation” expense?

A.
Employee separation expense is the expense associated with employees who leave the Company.  This is in addition to the “business as usual” reduction of employees in Adjustment P12.  Some of these expenses are actual payments of cash the Company incurs at the time the employee leaves the Company, such as a severance payment.  Others amounts represent purely accounting adjustments.  These are also called employee “severance” costs.  They are identified in the Exhibit No. ___ (BAE-9), page 2 of 2, (Company’s workpaper WP P18.1) as “FAS 88 Qualified Settlement Loss and FAS 88 Special Termination Benefits – Pension and OPEB.”

Q.
What does “FAS 88 Qualified Settlement Loss and FAS 88 Special Termination Benefits – Pension and OPEB” mean?
A.
These are amounts related to Verizon NW’s booked accruals for pension and benefit expense, pursuant to the Financial Accounting Standards Board (FASB) pronouncement FAS 88, relating to FAS 87 and FAS 106. 

Q.
What are Financial Accounting Standards FAS 87, FAS 88 and FAS 106?

A.
Each of these standards has been adopted by the Financial Accounting Standards Board, to address accounting for financial reporting purposes.  



FAS 87 is the accounting standard adopted to dictate how to account for pension benefits for financial purposes.  FAS 106 is the accounting standard relating to other post retirement employee benefits (other than pension).  



FAS 88 is a statement adopted by the Financial Accounting Standards Board regarding how the Company is to account, for financial reporting purposes, for its pension fund, and the gains and losses relating to settlement or a curtailment of defined benefit pension plan, and for employee termination benefits.  




According to FAS 88:


An employer that offers special termination benefits to employees shall recognize a liability and a loss when the employees accept the offer and the amount can be reasonably estimated …

Statement of Financial Accounting Standards No. 88, Employers' Accounting for Settlements and Curtailments of defined Benefit Pension Plans and for Termination Benefits, printed in Original Pronouncements 2002/2003 Edition, Volume I, FASB Statement of Standards 1-100, page 899, ¶ 15 “Termination Benefits,” 3rd sentence. 
Q.
How does FAS 88 affect the test year and rate setting in this rate case?

A.
The Company’s test year expense levels were affected by the termination of an unusually large number of employees, due to the combination of the normal, or “business as usual” level, plus the effect of the Management Voluntary Separations Program (MVSP) that was offered by Verizon.    



As a result, the Company booked a significant loss on its financial statements.  

Q.
What are the requirements of FAS 88?

A.
Termination benefits may be characterized as “Special Termination” benefits, which is how Verizon characterized them in this case, where they are offered for a short period of time.  


Accrual accounting has created a very large difference between the FAS 88 losses that Verizon NW booked, and the actual cash severance payments Verizon NW paid to employees leaving the Company.  

Q.
Is FAS 88 accounting for severance payments required for ratemaking purposes?

A.
No.  The use of FAS 88 accounting is not required for rate setting purposes, nor should it be used in this case.

Q.
Does Staff advocate the exclusion of employee severance expenses for ratemaking purposes?  

A.
No.  Staff recommends the Company be allowed to recover its actual cash payments relating to employees who leave the Company on an annual basis.  Or, if the actual cash amount is not representative of a normal or average years’ expense level, the amount could be spread over a number of years.   This expense is a typical expense relating to the level of employees who depart from the Company under normal circumstances.
Q.
Why does Staff recommend the amount the Company pays out in cash as the basis for determining the amount of employee separation expenses to be allowed for ratemaking purposes?

A.
The appropriate level of employee separations expense should be based on what the Company actually pays out in cash, because it is known and measurable, and it is also a fairly stable dollar amount for Verizon NW.  



In contrast, the amount of FAS 87/88 gains and losses can fluctuate greatly, depending on many factors such as: changes to plan, early retirement offerings by Company, actuarial assumptions and market conditions.  In Verizon’s case, these gains and losses have been highly variable.  The test year is not representative in this regard.  

Verizon’s confidential attachment to Public Counsel Data Request No. 129 shows the pension asset earnings, rate of return, and contributions from 1987 to 2003.  This response is contained in my confidential Exhibit No. ___ (BAE-10C).  This exhibit shows how much the fund can change from year to year due to various reasons and confirms that to pick one year, such as the test year, is not representative of what occurs on average in relation to the booking of gains and losses related to FAS 88.  It also shows that the Company has not paid into the pension fund since 1992.

Q.
Please summarize the reasons why the FAS 87, FAS 88 and FAS 106 related accruals for employee separation expenses that were booked by the Company should not be used for ratemaking purposes.  

A.
The accruals under FAS 87, FAS 88 and FAS 106 are highly variable due to changing assumptions, changing conditions and market conditions.  The test year accrual level is not representative.



Cash payments should be included, to allow the Company to recover the actual expense it has incurred.  This reflects a less volatile level of expense.  

Q.
Did the Company propose a proforma adjustment to employee separations expense?

A.
Yes.  The Company proposes Proforma Adjustment P18 to remove severance expense from the test year, and to amortize over a three-year period the “business as usual” employee separation expense (including FAS 88 Special Termination Benefits for Pension and OPEB) incurred during the test year.  The “business as usual” level of employee departures is the level of employees who normally leave the Company in any given year, on average.  

Q.
Is the Company Pro forma Adjustment P18 appropriate?

A.
Only in part.  Essentially, the Company’s adjustment consists of three components, which add up to the adjustment to the total Washington amount of $(16,778,862), which is the net amount of lines 1 and 2 in Exhibit No. ___ (BAE-9), page 1.  



The first component removes the entire test year severance expense of $(25,128,000), shown in Company workpaper WP P18.1, line 10.  Staff agrees with this part of the adjustment.



The second component normalizes spreads recovery of $10,357,796 (of the $25,128,000) in severance payments, as shown on page 2 of Exhibit No. ___ (BAE-9) (Company WP P18.1) (all lines except lines 5-7), over a three-year period, equaling $3,452,598 (of the $8,376,137 in the Company adjustment).  These are cash severance payments.  Staff agrees with the spreading of the severance payments, but over a five-year period, as the Company did in its proposed Proforma Adjustment P20, which is discussed next in my testimony.  




The third component amortizes $14,770,616 (the remainder of the $25,128,000) over three years, equaling $4,923,539, as shown in Exhibit No. ___ (BAE-9), page 2, lines 5-7 (Company workpaper WP P18.1).  These amounts are the FAS 88 Special Termination Benefits accruals.  These are not cash severance payments.  This is the remaining $4,923,539 of the Company’s  $8,376,000 part of the adjustment that seeks to normalize severance expenses.  This is shown in Exhibit No. ___ (BAE-9), page 1 of 2.  As discussed earlier, Staff does not recommend any recovery of FAS 88 Losses or Special Termination Benefits for ratemaking purposes.  

Q. Please summarize the amount of test year severance payments that should be recovered through rates?

A.
The Company should be allowed to recover the actual cash payments it made to employees who severed from Verizon NW during the test year, and these amounts should be recovered over a five-year period.  Staff’s Adjustment is shown in Exhibit No. ___ (BAE-11), pages 1 and 2.  It accepts the first component of the Company’s adjustment, uses a five-year amortization for the second component, and eliminates the third component.



The following is a table showing the difference between the Company and Staff proposed adjustments relating to terminating employees in P12, with severance expense adjusted for in P18:







      
  
  Company

       Staff

1.
Severance P18 (booked/accrual)

$(25,128,000)

$(25,128,000)


2.
P18 Cash and losses booked

   25,128,000


3.
P18 Severance Cash payments



                10,358,000


4.
Normalize over no. of years


3


5


5.
Severance P18 (accrual v. cash)

      8,376,000
  
      2,072,000



(line 2 or 3 divided by line 4)


Adjustment Total (line 1 + line 5)  


 $(16,778,862)

 $(23,056,000)
  

Management Voluntary Separation Program (MVSP), Pro forma Adjustment P20

Q.
What is the Management Voluntary Separation Program (MVSP)?

A.
The MVSP is an early retirement plan Verizon offered for the first time, company wide, to its management employees.  According to Verizon NW’s financial statements, provided in response to Staff Data Request No. 207, Attachment 207a, more than 600 employees left Verizon employment in 2002 and 2003 under this program.  This adjustment removes the Washington cost associated with the program as non-recurring.

Q.
Does Verizon NW propose an adjustment for the MVSP?

A.
Yes.  The Company proposes Proforma Adjustment P20, to increase expense by $525,000 in Exhibit No. ___ (BAE-12), page 1 of 5 (Company WP P20.1, revised).  This adjustment reflects the savings resulting from the MSVP of $11,477,000, combined with spreading the MSVP-related severance expenses over a five-year period of $12,002,000 shown on page 2.  This adjustment is mentioned in Ms. Heuring’s testimony in Exhibit No. ___ (NWH-1T) (revised), page 20, line 12 – page 21, line 15.       
Q.
Is the Company adjustment appropriate in concept?

A.
Yes.  

Q.
Is the Company’s calculation of this adjustment appropriate?

A.
No.  The Company adjustment normalizes FAS 88 losses over five years.  Staff recommends the Commission use actual severance expense paid, but also spread over 5 years, to normalize it.    

Q.
Is Staff proposing an adjustment for MVSP?

A.
Yes.  Staff is proposing Staff Proforma Adjustment P20, a decrease to Washington expense of $14,941,000, of which $11,614,000 is allocated to the intrastate operations, as shown in Exhibit No. ___ (BAE-13), pages 1 of 4.  
Q.
Please explain Staff’s calculation of Pro forma Adjustment P20.   

A.
First, Staff used the data from the Company’s response to Staff Data Request No. 234a to determine total wages and salaries for employees leaving under the MSVP, as shown on line 2 of Exhibit No. ___ (BAE-13).  Similar to Staff Adjustment P12, Staff applied 39.56 percent to the decrease in wages, to determine the associated savings related to pension/benefit shown on line 3, and applied 3.15% to determine the other employee related costs on line 4.  The total intrastate savings from these three expenses is $15,853,997 in Exhibit No. ___ (BAE-13), page 4 of 4, line 12.  



Second, Staff also normalized over five years the associated severance costs (but not including the FAS 88 booked items) of $21,201,013 identified in Exhibit No. ___ (BAE-13), page 3 of 4, line 9, for total intrastate normalized amount of $4,240,000.  This results in the Staff proposed net savings of $11,614,000 ($15,853,997 - $4,240,000), shown in Exhibit No. ___ (BAE-13), page 2 of 4, line 10.

Q.
How is the calculation of Staff’s Adjustment P20 different from the Company’s calculation of its Adjustment P20?   

A.
The decrease to salaries was calculated differently.  The Company used the change in average management headcount included in Exhibit No. ___ (BAE-12), page 4 of 5, (WP P20.1.2).  Staff used the actual headcount and salaries provided in response to Staff Data Request No. 234a to determine the decrease to salaries, then decreased expense by 39.56 percent for pension/benefits, and 3.15 percent for other employee related costs.  

Staff’s method is more direct and accurate because it uses actual number of employees times average salary.



Another difference is Staff’s recommendation to recover cash severance payments over five years, while the Company’s adjustment spreads the cash severance payments and accrued FAS 88 related losses over five years.  A five-year amortization period is appropriate, but it is not appropriate to include the FAS 88 related losses in expense setting rates, as I discussed in my discussion of the employee separation expense adjustment.  Staff’s Adjustment P20 allows the Company to the actual cash it paid out due to the employees who left the company.



Here is a comparison of the net effect of the Company adjustment v. the Staff adjustment:






             
Company
       Staff

Severance P20 (accrual v. cash)

             $12,002,000       $4,240,000



Other Post Employment Benefit (OPEB) FAS 106 v. Pay-as-you-go (PAYGO).  Adjustments R8-03, P11 and P15

Q.
What are Other Post Retirement Employee Benefits (OPEB)?

A.
OPEB includes any benefit received by the retiree other than pension, such as medical benefits.

Q.
What does “Pay-as-you-go”, or PAYGO represent?

A.
Pay-as-you-go, or PAYGO is the way Other Post Employment Benefits (OPEB) were booked prior to the issuance of FAS 106 in December 1990.   PAYGO recognizes only the actual expense paid to, or on behalf of, retirees for post-retirement benefits other than pensions, primarily medical benefits.
Q.
What brought about the issuance of FAS 106?

A.
The Financial Accounting Standard Board (FASB) determined that for financial reporting purposes, it was important to match certain future post-retirement expenses of the current employees with their service period.  This led to the issuance of FAS 106, which requires the accrual of OPEB expenses to be paid in the future.   The calculation of OPEB expense involves actuarial assumptions of medical expense trends, of the number of employees and when they retire, and of the gains and losses in the financial markets.

Q.
Is FAS 106 accounting for OPEB required for ratemaking?

A.
No.  FAS 106 applies to financial reporting.  It is not required for ratemaking.  
Q.
What adjustments are proposed by the Company relating to employee benefits other than pension (OPEB)?  

A.
Company Adjustment R8-03 removes accrued OPEB expenses and replaces it with the “pay-as-you-go” or PAYGO level.  Company Adjustment P11 then increases accrued OPEB costs during the test period, and Company Adjustment P15 reverts back to accrued levels from PAYGO.  



The net effect of these three Company adjustments is that the test year results of operations reflect the accrual accounting required for financial reporting, not PAYGO.
Q.
What is Staff’s recommendation regarding these adjustments?  

A.
Staff recommends the Commission accept Company Adjustment R8-03, with a modification, and reject Company Adjustments P11 and P15.  The effect of this recommendation is that the test year results of operations reflect PAYGO, not accrual accounting.  

Q.
Please identify the differences between the Staff and Company on these three adjustments.

A.
The Company proposes to use the accrual level of OPEB for ratemaking purposes.  The Staff recommends the PAYGO level of OPEB (The Company Adjustment R8-03 “less” contributions made by other source), shown in Exhibit No. ___ (BAE-16), page 2 of 2, lines 36-43.



The following is a comparison of the change in expense level on a Washington intrastate basis for Verizon’s adjustment and the Staff’s recommendation:


Expense Adjustment:

  
  Company

       Staff

R8-03, from FAS 106 to PAYGO

$(1,385,000)

     $291,000


P15, from PAYGO to FAS 106

   1,385,000
  
                  0


Total adjustments to expense

  
     0

     291,000  


Liability and Plant Adjustments:


Remove Liability



   (2,123,000)

  (2,123,000)

Adjustment to rate base


 (17,990,000)

(17,990,000)

Q.
Why should the Commission use PAYGO for determining the proper level of OPEB for ratemaking purposes?

A.
The expense level represented by PAYGO is a fairly steady, but growing, level of expense.  It is an amount that can be specifically measured for ratemaking purposes.

Q.
Why should the Commission reject the use of FAS 106 accrual amounts to determine the proper level of OPEB for ratemaking purposes?


A.
In addition to the fact that PAYGO is more appropriate, the Company has not supported how or why the higher level of expense using FAS 106 accruals is appropriate for ratemaking purposes.  In the test year, the Company booked an accrual amount much higher than if PAYGO or cash contribution to the fund were to be applied.  



By using FAS 106 accrual accounting, Verizon increased expense even further by recording losses required to be booked under FAS 106/88.  The losses were large, extraordinary and not actual cash paid out by the Company.    



FAS 106 accruals involve many estimates, usually provided in an actuary report, which vary from time to time due to market conditions, assumptions used in the actuary report, changes in the plans offered, and changes in the number of employees who will receive the post retirement benefits.  By contrast, PAYGO allows a more stable expense level when setting rates.  In addition, the ratepayers will only pay for the actual cash amount the Company actually paid for benefits.  PAYGO reflects a known and measurable amount.
Q.
Has the Commission addressed the issue of proper accounting for benefits other than pension? 

A.
Yes.  In Docket No. A-921197, the Commission issued a “white paper” regarding ratemaking and regulatory requirements with regard to FAS 106.  The first page of the white paper, the third paragraph states: 


This Commission has set rates in all cases at levels which reflect recovery of the prudent level of cash payments (or “pay-as-you-go” level of expense) for these PBOP.  After review of this issue, the Commission reiterates that it will require each company to demonstrate in a general rate case that the greater expense level of PBOP expense, required to be recognized for financial reporting purposes under FAS 106, is reasonable, prudently incurred, and determined under conservative assumptions, in order for the higher level of expense to be reflected for ratemaking.

“PBOP” refers to Postretirement Benefits Other than Pension.  PBOP has the same meaning as OPEB.

Q.
Has the Company met the burden required by the Commission’s Order in Docket No. A-921197?

A.
No.  The Company has provided no analysis demonstrating that the greater expense level of FAS 106 is reasonable, prudently incurred, and determined under conservative assumptions.  

Pension Asset, Staff Restating Adjustment SR21, Company Adjustment P14

Q.
What is a pension asset?

A.
A pension asset exists when the fair market value of a company’s prepaid obligation pay future pension benefits exceeds the estimated future obligation of the pension fund.  Sometimes this situation is referred to as the pension fund being “overfunded.”

Q.
Does the Company have a pension asset?

A.
Yes.  The total amount on an intrastate basis is $137,927,000, as shown in Exhibit No. ___ (NWH-2) (revised), column (h), line 30.

Q.
How does the Company treat the pension asset in its results of operations in this case?

A.
The Company includes the pension asset in rate base.  It is included in Exhibit No. ___ (NWH-2)(revised) in column (c), line 30.  In addition, the Company proposes Pro forma Adjustment P14, which increases the amount of the pension asset during the test period, as mentioned by Ms. Heuring in Exhibit No. ___ (NWH-1T) (revised), page 27, lines 18 and 19.  



Including the pension asset in rate base increases rate base by $135,428,000.  The Company’s Pro Forma Adjustment P14 increases that amount an additional $2,499,000, resulting in a pro forma rate base amount of $137,927,000 related to the pension asset.  
Q.
Should the pension asset be included in rate base?

A.
No.  The ratepayers contributed to this fund through rates many years ago.  The pension fund is earning a return on its own.  The ratepayers should not be required to pay an additional return on the pension fund by including the pension asset in rate base.  If the pension asset is included in rate base, the Company will double recover.



The pension asset was created by the money contributed by ratepayers in the past.  Due to favorable market conditions, Verizon NW has not contributed to the pension fund since at least 1992, as shown in the Company’s confidential response to Public Counsel Data Request No. 129, which is contained in my Exhibit No. ___ (BAE-10C).  
Q.
Has the Commission addressed the treatment of the pension asset in setting rates?

A.
Yes.  On pages 66-67 of the Commission’s Fifteenth Supplemental Order in WUTC v. US WEST Communications, Docket No. UT-950200, the Commission addressed this issue.  The Commission included the pension asset in rate base as a discrete item and “…credits to expense have been flowed through to the net operating income used in the sharing proceedings and general rate analysis.”  

In this case, Staff is recommending the Commission exclude the pension asset of Verizon NW from rate base for ratemaking purposes, including all gains and losses.

Q.
Did Staff recommend that the pension asset be excluded from rate base in Docket No. UT-950200?

A.
Yes.  My testimony is consistent with Staff’s position regarding rate base treatment of the pension asset in that case.  It appears that the gains may have been left in rates in Docket No. UT-950200.  Staff’s recommendation in this case is to remove the gain and losses from expense along with removing the pension asset from rate base.  This allows for recovery of the actual cash paid out – zero – in this case, rather than the volatile FAS 87 and FAS 88 gains and losses booked for financial reporting purposes.

In other words, by netting out all gains and losses, the resulting amount of the pension asset will reflect a “cash contribution” basis rather than using the accrual levels under FAS 88 and FAS 87.

Q.
Is Staff aware of other cases where a utility has adopted a “cash contribution” basis when accounting for its pension fund?

A.
Yes.  In the current rate case of Puget Sound Energy Company (PSE), Docket No. UE-040641, filed on April 5th, 2004, PSE is asking the Commission to use the average of the last four years of cash contributions to the company’s pension for purposes of setting rates.  



The average of the last four years of contributions to Verizon NW’s pension fund is zero.  The difference here is that Verizon has a fully funded pension fund and an asset is created because the asset is larger than the associated liability (or future obligation).  There are no cash contributions to consider.

Q.
Please summarize why the pension asset of Verizon NW should be excluded from rate base in this case. 

A.
It is not fair to ratepayers to include the pension asset in rate base, and the adjustment to increase the pension asset in rate base due to the pension fund’s success.  The ratepayers contributed to the pension fund many years ago.  The pension fund now fully covers the Company’s future pension obligation.  Neither the Company nor the ratepayers need to make any further contributions into this fund at this time. 



The gains on the Company’s pension fund more than cover the current period pension expense.  It is unfair, unjust and unreasonable for the Company to effectively earn on this fund twice – once by the direct earnings from the fund itself, and again due to the increase in rates caused by including the pension fund in rate base.

Q.
What adjustment is appropriate for the Pension Asset?

A.
Staff Adjustment SR21 removes the pension asset and the related Pro forma Adjustment P14 from rate base to eliminate this double return.  The effect of Staff Adjustment SR21 is to reduce intrastate rate base by $134,136,000, as shown in Exhibit No. ___ (BAE-14), line 4.  Staff Adjustment SR21 also removes the gain of $5,733,000 that the Company booked in the test year, as shown on line 1 of that exhibit.  Another adjustment that affects rate base with respect to the pension asset is Restating Adjustment R9-02.  As shown in Exhibit No. ___ (BAE-15), line 2, Staff recommends the Commission not accept this adjustment to rate base for the pension asset.  This adjustment increases rate base in relation to the pension asset.  Because Staff recommends the pension asset be removed from rate base, the increase to rate base in this adjustment, should not be accepted.  

Q.
Does this conclude your testimony?

A.
Yes.
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