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I.
INTRODUCTION

Q.
Please state your name and business address.

A. David Griffith, 1300 South Evergreen Park Drive Southwest, P. O. Box 47250, Olympia, Washington 98504.  My e-mail address is dgriffith@wutc.wa.gov.

Q. By whom are you employed and in what capacity?

A. I am employed by the Washington Utilities and Transportation Commission as a Senior Telecommunications Engineer. 

Q. Have you prepared an exhibit describing your experience?

A. Yes.  My educational background and experience are summarized in my Exhibit No. ___ (DEG-2).

II.
PURPOSE OF TESTIMONY

Q. What is the purpose of your testimony? 

A. During October 2004, Staff conducted a field audit of electronic circuit, radio, and switching equipment in three Verizon NW central offices.  I am proposing adjustments to Verizon Northwest Inc.’s (“Verizon NW”) rate base to exclude the net cost of missing equipment, based on the results from that audit. 

III. BACKGROUND

Q. Why did staff undertake this analysis?

A. The reason for examining the physical presence of property recorded on the Company’s books is based on a report issued in December 1997 by the Federal Communications Commission (“FCC”) and five other regulatory agencies.  The Report is entitled “Joint Audit Report on the Basic Property Records of GTE Corporation’s Telephone Operating Companies.”

Q. What was involved in that Report?

A. The Report involved a joint Federal-state audit of GTE Corporation’s Telephone Operating Companies (“GTOCs”).  The audit was performed to verify the physical existence of selected items from the GTOCs’ property records in eight states.  



In its findings, the audit committee determined that 21.7% of the investment in the GTOCs’ property records was missing.  Another 14.6% of the investment was unverifiable,
 meaning that the equipment could not be located with certainty.  This joint audit was conducted prior to the GTOCs having fully implemented their bar coding project, which entailed a process of applying a bar code to each piece of equipment to better track it in the companies’ system.



Washington was not one of the states included in the audit.  However, Commission Staff believed that a similar audit in conjunction with Verizon NW’s rate case would verify whether the Company’s current property records were correct.  Verizon NW was formerly a GTOC.

IV.

NATURE OF THE AUDIT

Q. What steps did Staff take prior to its field audit of three Verizon NW central offices? 

A. Commission Staff sent Data Request Nos. 289 and 291 to Verizon NW, requesting copies of the Central Office Equipment Property (COEP) records and Interactive Computer Graphics System (ICGS) records.  Verizon NW’s response to these two data requests was that the request was “unduly burdensome, involving the retrieval, review, and compilation of data from database systems that include hundreds of thousands of records.”   



Staff then narrowed its request to three offices, and Verizon NW responded with data in response to Staff Data Request Nos. 354, 355, and 356.  



After that, Staff requested additional explanatory information from Verizon NW.  More detail was provided in the Company’s responses to Staff Data Request Nos. 386, 387 and 388.  The data in these last three data requests were used as a basis for selecting items of plant to be audited. 

Q. What central offices were audited, and why were they chosen?
A. The three central offices that were audited were Verizon NW’s Richmond Beach Central Office, Kirkland Central Office, and the Everett Primary Center.  These offices were selected for their variety of customers and equipment, and because they have a large dollar volume of equipment, and they are in close proximity to each other, making the field audit more efficient.

Q.
Please describe the three central offices you audited.

A.
The Richmond Beach Central Office is located just north of the Seattle city limits and it serves part of Shoreline and a strip of small to medium sized businesses along Highway 99.  Richmond Beach is primarily residential with a one or two large businesses, most notably Nextel Communications.  The Richmond Beach office is all on one floor.  



The Kirkland Central Office is on the east side of Lake Washington and it serves a mix of high tech businesses and middle to high-income residential customers.  The office is located in downtown Kirkland.  It occupies four floors, with most of the equipment located on the second and third floors.  



The Everett Primary Center is located in South Everett and serves as Verizon NW’s toll office for intrastate and interstate long distance connections.  The Primary Center is a five-story building that at one time housed operator services for Verizon NW.  Most of the equipment audited was located on the fourth and fifth floors. 

Q.
How many items were listed in the property records in these three offices, and what was the installed cost of those items? 

A.
The total number of items in the property records and the total installed costs of items for each of the offices is given in Table I, which is Exhibit No. ___ (DEG-3).  As that exhibit shows, there were nearly 75,000 items, having an installed value of approximately $105 million in the three offices audited.  These offices represent about 10% of the value of the digital switching, radio, and electronic circuit equipment accounts in Washington for Verizon NW. 

Q.
Please describe the Staff’s audit plan.
A.
The Staff’s audit plan was to select high cost items so that a significantly high value of equipment could be audited in the relatively short audit time available.  Data in each six-digit subaccount for circuit, switching and radio were sorted by installed cost, with the most expensive equipment at the top of the list.  



An initial cut-off was made to include only items above $10,000 installed cost.  In some accounts in some of the offices, additional items were added below $10,000 so that at least a half- dozen, or more items, in each sub-account could be audited in that office.  



In accounts where the list was significantly long, items were selected to give a variety of different pieces of equipment.  If a large number of like items (mainly circuit cards of the same type) appeared on the list, a random sample of the items was made to develop the list of items actually studied.  



As a result of this selection process, 870 total items were identified for auditing.  The 870 items involved:  Richmond Beach – 241 items, Kirkland – 247 items, and Everett Primary Center – 382 items.

Q.
What steps did Staff take to conduct the audit?
A.
Commission Staff conducted the audit with the following personnel from Verizon NW in attendance:   

             Mike Herschlag – Inventory Management


    Rod Ison – Inventory Management


    Elizabeth Gladsjo – Inventory Management


    Denise J. Spires – Inventory Management


    Marilyn Hoggarth – External Affairs



For the Central Office Equipment field audit, Commission Staff used data listed on spreadsheets provided by the Company in response to Staff Data Request No. 387.  These data were separated into subaccounts that included digital switching (221210), ATM/packet switching (221251), radio (223122), and various electronic circuit accounts (223211, 223212, 223221, 223222, 223223, 223244, 223250, and 223252).

Q.
How was the audit conducted?

A.
The Company’s Inventory Management personnel identified above were given lists of equipment that Company records indicated were plant in service.  They were asked to help locate the listed equipment to assure it was in fact in place and offering service.  The Company’s inventory managers had access to additional Company data bases that provided the listed equipment’s location by floor, often including bay number, shelf number in the bay, and card slot number on the shelf.  Most of the listed equipment also had a bar code identification number, which the Company provided in response to Staff Data Request No. 387.  Other equipment was identifiable via the part number alone, if no bar coding was used.   



If more than one piece of non-bar coded equipment in an office could have the same part number, Staff tried to locate all of the like items.  However, with the part number alone, the Company’s inventory managers could still identify equipment location to a bay and shelf in the office.

V.
AUDIT RESULTS

Q.
Did each of the 870 listed items for the audit appear on the Company’s databases?

A.
Yes.  Each of the 870 items on our list appeared in a locational database the Company’s inventory managers were using.  Identification was confirmed by either bar code number, or by equipment part number in cases where no bar codes were in use.

Q.
Was all of the property on the list found?

A.
No.  The Company located a total of 810 of these 870 items during the field audit.  This represents a success rate of approximately 93%.  In other words, approximately 7%, or a total of 60 of the audited items were missing. 

Q.
Please describe the types of missing items.

A.
The missing items fit into the following three categories:

1. The equipment had been replaced by similar equipment.  In 21 instances, a circuit card, or other equipment with a different bar code, was in the location specified in Verizon’s locational database.  The equipment identified on the list may have been replaced due to failure, or the manufacturer may have updated it.  In this situation, the Company failed to update its property records.  However, there should be little or no impact on the rate base, since the replacement card should have the same or similar value as the card it has replaced.  Therefore, I offer no adjustment for these items.  The remaining 39 items fit into either Category 2 or Category 3 below.

2. The equipment may have been moved to another location.  The equipment may still be in use, but it is not where the Company’s records said it should be.  If the equipment is still in use in the State of Washington, there should be no impact on the rate base.  In this situation, the Company failed to update its property records.  If the equipment has been moved out of state, it is considered Category 3.

3. The equipment may have been retired or moved out of state.  This equipment is considered “missing” from Washington inventory.  The equipment is no longer in use in Washington, and office personnel removed the equipment.  In this situation, the Company failed to update its property records.  This will have the effect of overstating property values in the rate base. 

Q.
What portion of the total items on the list do the 39 items in Categories 2 and 3 represent?
A.
The 39 missing items in the second and third categories represent approximately 4.6% of the dollar value and 4.5% of the number of items audited in the three offices. 

Q.
What did Staff do to further analyze items in the second and third categories? 
A.
As I testified earlier, a total of 39 items fit into Categories 2 or 3.  Staff issued additional data requests to the Company in an effort to determine what in fact happened to these 39 items of missing equipment as described in Categories 2 and 3.  

Q.
What data requests did staff issue in an attempt to determine what happened to the 39 items of equipment?

A.
Staff issued a total of ten data requests in order to determine what happened to the 39 items of missing equipment.  Four data requests were issued for the Richmond Beach central office (Staff Data Request Nos. 471-474); three were issued for the Kirkland central office (Staff Data Requests Nos. 475-477); and three were issued for the Everett Primary Center (Staff Data Request Nos. 478-480).  Copies of these Data Requests, along with the Company’s responses, are provided in Exhibit No. ___ (DEG-4).

Q.
Was the Company able to locate any of the missing 39 items?

A.
Yes.  In its responses to the Staff Data Requests, the Company provided a number of explanations for the missing equipment.  In several instances, the Company identified portable test sets that had been assigned to one of the offices, but they were out in the field at the time of the audit.  See Exhibit No. ___ (DEG-4), Company Responses to Staff Data Request Nos. 473, 476, and 480.  



In other cases, the Company explained that technicians had inadvertently neglected to “scan out” the bar codes of missing equipment.  See Exhibit No. ___ (DEG-4), Company Responses to Staff Data Request Nos. 472, 475, and 479.  



The Company stated it would retire some of the items it could not locate from the property records.  See Exhibit No. ___ (DEG-4), Company Responses to Staff Data Request Nos. 473 and 480.   The Company was unable to locate 29 of the 39 items.  As a result, these are all Category 3 items.

Q.
Have you prepared an exhibit calculating the cost of the 29 items identified in the audit that could not be located with respect to these three central offices?

A.
Yes.  The calculation is contained in my Table II, which is Exhibit No. ___ (DEG-5).  

Q. Please explain Table II.

A.
Table II is considered the final audit results for the three central offices audited.  Columns (c), (d) and (e), lines 1 thru 3, show the number of items replaced, the number of newly found items, and the number of items still missing or recently retired from the offices audited.  Column (f) shows the installed cost of the all of the items audited; column (g) shows the installed cost of the items replaced; column (h) shows the installed cost of the newly found items; and column (i) shows the installed cost of the items either missing or recently retired.  





The values on lines 1 thru 3, for columns (f) thru (i) were calculated based on the installed cost for each item missing, as provided by the Company in response to Staff Data Request No. 387.  



The 3.5% value in column (e), line 5, is the total percentage of Category 3 items still missing or newly retired, which is calculated by dividing 29 by 870.  The 3.7% value in column (i), line 5, is the percentage of the installed cost of all Category 3 items still missing or newly retired, divided by the total installed cost of all of the items audited from column (f), line 4.



Staff considers the 29 items in Category 3 to be items that were included in the Company’s basic property records during the test year that should have been removed.  The total installed cost of these 29 items is $488,500.

Q.
How should the Commission treat the missing plant for ratemaking purposes?

A.
The Commission should adjust the rate base to exclude the central office plant that is on the Company’s books, but is not located in Company’s central offices.  An adjustment should be made for all central offices, based on the results of the three central offices that were audited.

Q.
If the results of the audit are applied to the plant in the central offices that were audited, what is your calculation of the amount of plant that is on the Company’s books, but is not in service?

A.
Because three different accounts were involved in the audit, it is necessary to look at each account independently before determining that figure. 


Table III, which is Exhibit No. ___ (DEG-6) shows the appropriate calculation.  



This exhibit first calculates the percentage of dollar value of missing items by account for the three offices.  These percentages are shown on line 11 of the Table III.  Since no items were determined to be missing from the radio account 2231, that account does not require an adjustment.



To determine the dollar value of missing items in the three offices audited, Staff used 1.83% (from line 11, column (b)) of the total value of all items in the digital switching account (line 21, column (b)) and 5.71%  (from line 11, column (d)) of the items in the electronic circuit equipment account (line 21, column (d)) from line 11.  These percentages are based on the dollar value of the missing items in the audit divided by the total value of the items in each account in the three offices audited. 



The estimated installed cost of the missing equipment for these three offices is $3,973,318 (line 22, column(e)).

Q.
Has Staff prepared an adjustment applying the results of the audit to all Verizon central offices in the state?

A.
Yes.  It is Staff Restating Adjustment SR 22.  The adjustment is calculated in my Table IV, which is Exhibit No. ___ (DEG-7).
Q.
Please identify the total value of equipment in the three accounts involved, and explain your calculation in Exhibit No. ___ (DEG-7).

A.
The total value of equipment in the three accounts audited for all of Washington is approximately $1,026,000,000.  Again, however, it is necessary to look at each account separately.  

To determine the dollar value of missing items in all of the offices in Washington, Staff used the 1.83% from Table III to determine the total value of missing items in the digital switching account (line 7, column (b), Table IV), and the 5.71% from Table III to determine the value of missing items in the electronic circuit equipment account (line 7, column (d), Table IV, Exhibit No. ___ (DEG-7)).

The amounts on line 7 of Table IV are then used to calculate the appropriate adjustments to accumulated depreciation, deferred tax effect, and depreciation expense. 



The result of these final calculations is a total adjustment to plant in service of $29,275,664 (line 11, column (e)).  The total adjustment to plant in service results in a reduction to accumulated depreciation of  $14,532,120 (line 12, column (e)); a reduction in deferred income tax of $1,656,662 (line 15, column (e)); and a reduction to depreciation expense of $2,823,379 (line 18, column (e)).  These adjustments are also shown in Staff witness Ms. Paula Strain’s Exhibit No. ___ (PMS-10).

Q.
In your opinion, was it necessary to conduct additional audits before recommending this adjustment?
A.
No.  Staff believes the three-office audit was a representative sample, and there is every reason to believe that other Verizon NW central offices in Washington will also have missing equipment in quantities similar to that exhibited in the three offices audited.
VI.
RECOMMENDATIONS

Q.
What are Staff’s recommendations?
 

A.
Staff recommends the Commission accept Adjustment SR 22.  This adjustment to the central office equipment accounts for digital switching and electronic circuit equipment is based on the audit of the three offices.  As calculated in Table IV, my Exhibit No. ___ (DEG-7), the total adjustment to plant in service for Washington intrastate is $29,275,664.  This adjustment results in a reduction to accumulated depreciation of $14,532,120; a reduction in deferred income tax of $1,656,662; and a reduction to depreciation expense of $2,823,379. 


The value of the equipment in the three central offices audited represents about 10% of the Company’s installed central office plant.  Staff audited about 12.5% of the dollar value of the equipment in those offices.  It is reasonable to apply the results of the audit to all Verizon NW offices in Washington. 

Q. Does this conclude your testimony?

A. Yes.

� Joint Audit Report on the Basic Property Records of GTE Corporation’s Telephone Operating Companies, Arkansas Public Service Commission General Staff, Federal Communications Commission, Missouri Public Service Commission General Staff, Nebraska Public Service Commission, Ohio Public Utility Commission, and Pennsylvania Public Utility Commission, December 1997.


� Ibid., “Executive Summary,” p.7.





