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I.
Introduction

Q.
Please state your name and business address.

A. 
I am Paula M. Strain.  My business address is 1300 S. Evergreen Park Drive S.W., P.O. Box 47250, Olympia, WA  98504-7250.  

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

A.
I am employed by the Washington Utilities and Transportation Commission as a Telecommunications Expert.  My participation in this case is on behalf of the Commission’s Staff (Staff).

Q.
Have you previously testified in this docket?
A.
Yes.  I testified in the interim rate relief phase of this case.  My educational and professional qualifications and experience are stated in Exhibit No. 141-T (PMS-1T) at pages 1-3.

   II.
Purpose of Testimony

Q.
Please describe what is included in the following sections of your testimony.

A.
In Section III, Summary of Revenue Requirements, I summarize Staff’s analysis of and recommendations regarding the revenue requirement for Verizon Northwest Inc. (Verizon NW or “the Company”) in this general rate case.  



In Section IV, Scope of the Testimony of Witnesses Testifying on Behalf of Commission Staff, I introduce the other witnesses testifying on behalf of Staff, and describe the issues they address.


In Section V, Description of Adjustments and Exhibits Sponsored by Ms. Strain, I list the adjustments and exhibits that I sponsor.

In Section VI, Presentation of the Company’s Case, I describe some of the deficiencies in the rate case presentation of Verizon NW.  


In the remaining sections, I explain the adjustments and calculations for which I am responsible: Section VII, Operating Revenues; Section VIII, Operating Expenses; Section IX, Separations Issues; and Section X, Rate Base.

III.
Summary of Revenue Requirements

Q.
Does Verizon NW have a revenue deficiency that justifies an increase in its Washington intrastate rates?

A.
No.  Verizon NW has a revenue surplus of $52,181,000.  This would require a 13.44% decrease to intrastate revenues, and therefore its rates.  



These figures are based on a Washington intrastate revenue requirement of $336,957,000.  As shown on Exhibit No. ___ (PMS-8), the revenue requirement is comprised of operating expenses of $259,703,000, income taxes of $17,214,000, and a return on rate base of $60,040,000.  The return on rate base was calculated using a 7.71% rate of return applied to a rate base of $778,728,000.

IV.
Witnesses Testifying on Behalf of Commission Staff and Scope of Testimony

Q.
What other witnesses are testifying on behalf of Commission Staff in this phase of the proceeding, and what are the subject areas of their testimony?

A.
Staff is offering the testimony of Staff witnesses Dr. Glenn Blackmon, testifying on policy issues; Ms. Kristen Russell, testifying on service quality; Ms. Betty A. Erdahl, testifying on the topics of salary, wage, pension, other employee benefits, uncollectibles, and selected other operating expenses; Mr. David E. Griffith, testifying on issues relating to Telephone Plant in Service; Mr. Danny P. Kermode, testifying on income tax issues, including deferred taxes and pro forma debt, or “interest synchronization;” Mr. Timothy W. Zawislak, testifying on affiliated interest transactions, line-sharing revenues, and Investor Supplied Working Capital; Mr. James A. Rothschild of Rothschild Financial Consulting, testifying on behalf of Commission Staff on cost of capital; and Dr. Lee L. Selwyn of Economics and Technology, Inc., testifying on affiliated interest issues, with an emphasis on the relationship between Verizon NW and affiliated directory advertising operations.

V.
Description of Adjustments and Exhibits Sponsored by Ms. Strain

Q.
What specific adjustments do you address in your testimony?

A.
I offer testimony on revisions to the following Company adjustments:  

P5, Transparent LAN Service Revenue Projection

P6, Corrections Collect Calls Revenue Projection

P17, Plant in Service Pro forma

P19, Effect of Adjustments on Net-to-Gross Factor

P21, Cyber DS1 and Frame Relay Revenue Projections 



I also sponsor the following adjustments, which contain calculations of the following Staff restating and pro forma adjustments:   

SR23 - Directory Revenue Imputation

SR24 – Shared Regulated Expenses

SP23 - Removal of DSL-Related Plant not Used and Useful

SP24 - Removal of Special Access Plant not Used and Useful

SP25 - New Services Revenue Pro formas

Q.
What exhibits are you sponsoring?

 A.
I am sponsoring the following exhibits:

· Exhibit No. ___ (PMS-7), a recalculation of Verizon NW’s Washington Intrastate Results of Operations including Commission-basis adjustments; 

· Exhibit No. ___ (PMS-8), a calculation of Verizon NW’s revenue requirement and revenue surplus; 
· Exhibit No. ___ (PMS-9), Staff’s calculation of the Net-to-Gross Conversion Factor; 

· Exhibit No. ___-C (PMS-10-C), a columnar summary of restating adjustments, which includes Staff-sponsored revisions to the Company’s restating adjustments as well as Staff’s own restating adjustments;

· Exhibit No. ___-C (PMS-11-C), a description of each restating adjustment, the Company and Staff proposed amounts, and the Staff witness sponsoring the adjustment;

· Exhibit No. ___-C (PMS-12-C), a summary of pro forma adjustments, which includes Staff adjustments to the Company’s pro forma adjustments as well as Staff’s own pro forma adjustments, and

· Exhibit No. ___-C (PMS-13-C), a description of each pro forma adjustment, the Company and Staff proposed amounts, and the Staff witness sponsoring the adjustment.

Other exhibits to my testimony are Exhibit Nos. ___ (PMS-14) to ___ (PMS-23), which consist of an excerpt from a deposition and Company responses to data requests.

VI.
Presentation of the Company’s Case

Q.
Does Staff have any concerns regarding the Company’s test year results of operations presentation?


A.
Yes.  Staff has several concerns.  First, the Company used a “split” test year, consisting of October through December 2002 and January through September 2003.  However, the Company files its financial reports and other annual data on a calendar year basis, not on an October through September basis.  While use of a split test year in a rate case is not prohibited, it introduces complexity into the rate case audit process.  



For example, the analysis of transactions with affiliates required the Company to restate the affiliates’ financial information to reflect the 12 months of the test year, to allow an appropriate level of analysis of the test year charges.  The split test year also made it difficult to use annual data maintained by the FCC, annual data filed by the Company with the SEC, and the WUTC annual reports filed by the Company, to verify the financial components of the Company’s case.  This annual data is based on a calendar year, not a split year.

Q.
In presenting its case, did Verizon NW use “restating adjustments” to normalize the base test year data?

A.
Yes.  Verizon NW proposes 21 restating adjustments in this case.

Q.
Did the Company’s presentation present difficulties for Staff’s review of the restating adjustments proposed by Verizon NW?


A.
Yes.  In addition to reviewing the Company’s restating adjustments as filed, Staff reviewed data request responses from the Company, discussed the adjustments with the Company’s accounting staff on phone calls and during Staff’s on-site audit, and asked questions about them during depositions of Company witness Ms. Nancy Heuring.  However, much of this effort would have not been necessary had the Company provided adequate documentation initially with its filing.

Q.
In what respects were the restating adjustments contained in the Company’s direct case inadequately supported?  

A.
The source documents that were provided with the adjustments consisted of copies of the journal entries themselves.  However, for most of the adjustments, the Company provided little or no explanation or other documents supporting the Company’s position that a restating adjustment was necessary.  



In response to Staff Data Request No. 88, Verizon NW stated that the support it filed with its direct case, along with the analysis of monthly trends the Company performed to locate fluctuations and anomalies, was sufficient to explain the purpose of the restating adjustments.
  

Q.
Did Staff ask the Company to fully support and explain its restating adjustments?

A.
Yes.  In Staff Data Request No. 201, Staff requested the Company to produce “accounting adjustment detail” if not already included as an exhibit or in workpapers.  The Company responded that “Supporting accounting documentation was included behind each restating and pro forma adjustment” in the Company's workpapers.   

Q.
Was this support sufficient?

A.
No.  It was not sufficient.  For example, in her deposition at Tr. 102-106, Company witness Ms. Heuring explained that for the restating adjustments, background information or source documents supporting the journal entries typically were not provided to her in written form from other Verizon departments.  Accordingly, all of the relevant information was not provided in the Company’s direct case.  My Exhibit No. ___ (PMS-14) contains these transcript pages.  



In short, the Company’s direct case lacks sufficient support, and this made it more difficult to analyze the Company’s filing. 
Q.
Did Verizon NW’s testimony or exhibits contain a description or information about the individual restating adjustments proposed by the Company?

A.
No.  In the Company's testimony, only a cursory explanation is given about the restating adjustments.  Direct Testimony of Ms. Heuring, Exhibit No. ___ (NWH-1T) (revised), pages 13-14, 16-17,and 27.  In the Company's exhibits, no restating adjustment is individually shown; all of the restating adjustments are accumulated into one column of data.  Exhibit No. ___ (NWH-2) (revised), column (c1). 



The Company provided accounting information about the individual restating adjustments in its workpapers, which are not exhibits.  In response 

to Staff’s Data Request No. 201, the Company stated that: “…sponsoring an exhibit would be duplicative and unnecessary.”  

Q.
Has Staff provided detailed information about each restating adjustment in Staff’s testimony and exhibits?  


A.
Yes.  My Exhibit No. ___-C (PMS-10-C) shows each restating adjustment (both Company and Staff adjustments) in columnar form, providing support for the total restating adjustment column on Exhibit No. ___ (PMS-7).  I have used the Company workpapers as a starting point to present more detailed information about the restating adjustments proposed by the Company.  



Exhibit No. ___-C (PMS-11-C) contains: each restating adjustment by number; a description and explanation for each adjustment; the accounts affected by each adjustment; and the Company’s proposed amount of the adjustment, where applicable.  For contested restating adjustments, the exhibit also contains the amount of the Staff revision to the Company's adjustment, and the total of the Staff adjustment, as well as the name of the Staff witness sponsoring the adjustment.  

Q.
Did the problems that were present with respect to the Company’s restating adjustments also apply to the Company’s pro forma adjustments? 

A.
Yes.  The Company proposed 19 pro forma adjustments.   Although in the Direct Testimony of Ms. Heuring, Exhibit No. ___ (NWH-1T) (revised) at pages 14-15, 18-24, and 27-28, Verizon NW presents testimony regarding each pro forma adjustment, Ms. Heuring’s Exhibit No. ___ (NWH-2) (revised) contains the sum of all the pro forma adjustments; it does not provide a separate column for each adjustment.  



As with the Company’s restating adjustments, the Company’s exhibits showing the amount of each adjustment were filed as workpapers and are not contained in any Company exhibit.

Q.
Were the Company's pro forma adjustments adequately supported by its workpapers? 

A.
No.  The Company's workpapers in many cases reflected calculations without adequate narrative to allow ready analysis of the manner in which adjustments were being calculated.  In its initial set of workpapers, the Company included abbreviations and source document references that were not explained, the Company failed to include cell references to allow easy tracking of figures from one page to another, and in some cases, the 

Company removed the formulas from the electronic spreadsheets it provided.  



Each of these shortcomings resulted in time spent by the Company, Staff and other parties in formulating follow-up data requests, explanatory phone calls, and depositions, to cure these problems to the extent possible.  This laborious process took time that would have been better spent on analysis of the issues in the case by all parties.

Q.
Has Staff filed exhibits showing the amount of each pro forma adjustment? 

A.
Yes.  My Exhibit No. ___-C (PMS-12-C) shows the Company and Staff pro forma adjustments in columnar form, and totals to the pro forma adjustment column on Exhibit No. ___ (PMS-7).  



My Exhibit No. ___-C (PMS-13-C) is similar to Exhibit No. ___-C (PMS-11-C): it contains each pro forma adjustment by number; a description and explanation for each adjustment; the accounts affected by each adjustment, and the Company’s proposed amount of the adjustment, where applicable.  For contested restating adjustments, the exhibit also contains the amount of the Staff revision to the Company's adjustment, and the total of 

the Staff adjustment, as well as the name of the Staff witness sponsoring the adjustment. 

Q.
Please explain the designations assigned to the restating and pro forma adjustments. 

A.
In its workpapers, the Company designates restating adjustments with an “R” followed by a sequential number, and then either “-02” or “-03” to indicate whether the adjustment affected the 2002 portion or 2003 portion of the split test year.  Pro forma adjustments begin with a “P” followed by a sequential number.

Staff has used the same numbering procedure in its exhibits, except each restating adjustment originated by Staff is designated “SR,” followed by a unique adjustment number, and each Staff-originated pro forma adjustment is designated “SP,” followed by a unique adjustment number.

VII. Operating Revenues

Q.
What adjusted test year operating revenue level does the Company propose?

A.
Verizon NW proposes operating revenues of $337,262,000 after all restating and pro forma adjustments.  Direct Testimony of Ms. Heuring, Exhibit No. ___ (NWH-1T) (revised) at page 13 and Exhibit No. ___ (NWH-2) (revised), column (f), line 8.

Q.
What has Staff determined is the appropriate level of adjusted test year operating revenues?

A.
The appropriate level of adjusted test year operating revenues is $388,290,000, which is $51,028,000 greater than the revenues determined by the Company.  This difference is explained by Staff’s revisions to the Company’s pro forma adjustments and the Staff-originated additional restating and pro forma adjustments, which are all discussed below.  



Staff proposes no revisions to the Company's restating adjustments to operating revenues, but Staff does propose a restating adjustment to recognize an appropriate level of revenue from the directory operations of Verizon NW’s directory affiliate. 

Exhibit No. ___ (PMS-7) summarizes the adjustments to operating revenues, showing the booked revenues and the Staff restating and pro forma adjustments.  As discussed previously in my testimony, Exhibit No. ___-C (PMS-11-C) and Exhibit No. ___-C (PMS-13-C) list all the restating and pro forma adjustments, and show separately the Company proposed amount, any Staff revisions to the Company's numbers, and the total of the Staff adjustments.  Each Staff adjustment is supported by an exhibit showing all calculations, and explaining the basis for each Staff adjustment.

Restating Adjustments R1-03, R2-03, R11-03, R12-03, R5-02, R6-02, and R15-02 – Restating Revenue Adjustments

Q.
Please identify Verizon NW’s restating adjustments to revenues.

A.
Verizon NW proposes seven restating adjustments to revenues, which together total a $1,752,000 increase to operating revenues.  Ms. Heuring’s Exhibit No. ___ (NWH-2) (revised), column (c).  These seven adjustments are Restating Adjustments R1-03, R2-03, R11-03, R12-03, R5-02, R6-02, and R15-02.  Each of these adjustments is shown and briefly explained in Staff Exhibit No. ___-C (PMS-11-C), page 1.

Q.
Does Staff propose any revisions to these seven restating adjustments to operating revenues? 

A.
No.  These adjustments are uncontested by Staff.   

Q.
Does Staff propose any additional restating adjustments to operating revenues?

A.
Yes.  As I discuss in the next section, Staff proposes a directory revenue imputation adjustment, designated as Staff Restating Adjustment SR23.  Staff witness Timothy W. Zawislak also proposes two restating revenue adjustments, SR17 and SR19, which are reflect on page 1 of Exhibit No. ___-C(PMS-11-C). 

A.
Directory Operations Revenue Imputation

Staff Restating Adjustment SR23 – Directory Imputation

Q.
Is Staff proposing a restating adjustment for directory operations revenues imputation?  

A. 
Yes.  Staff Exhibit No. ___-C (PMS-11-C), page 5 contains Staff Restating Adjustment SR23, to recognize revenue from directory operations, in accordance with long-standing Commission precedent.   
Q.
Why is it appropriate to make an adjustment for directory operations revenue for purposes of the Company’s case?


A.
Dr. Selwyn addresses the propriety of this adjustment.  This adjustment relates to Verizon NW and its directory publishing affiliate, Verizon Directory Services (VDS).  Because the two affiliates have chosen not to recognize appropriate payments for the publishing rights and implicit agreement not to compete that Verizon NW provides to VDS, Staff recommends an adjustment to recognize those services’ value in the test year.   



Staff Adjustment SR23 establishes the appropriate level of compensation between affiliates.  It approximates the level of directory revenues Verizon NW was retaining before the Company and its affiliate agreed to reduce those revenues to zero.  

Q. Please explain how Staff Adjustment SR23 is calculated.

A.
The calculation is shown on Exhibit No. ___-C (PMS-11-C), page 5.  It is based on an imputation calculation of income in the form of excess returns earned by the domestic directory operations of VDS.  The calculation results in Washington operating revenues of $37,529,933, and a net operating income increase of $23,837,220.  



As page 5 of the exhibit shows, the calculation is performed by computing a pre-tax return on the VDS investment, consisting of its fixed assets and related liabilities, and comparing that return to VDS’ net operating income before interest and taxes from domestic directory operations.  The difference between the two amounts is then multiplied by the percent of VDS domestic directory revenues attributable to Washington state’s domestic directories to arrive at a Washington revenue amount.  
Q.
Did Verizon NW propose a directory imputation adjustment?   

A.
No.  However, Verizon NW witness Ms. Heuring calculated an imputation adjustment to comply with WAC 480-07-510(3)(b), which requires the Company to file workpapers reflecting calculations of Commission ratemaking adjustments from the preceding Commission rate order.  Her calculation resulted in a negative imputation.  

Q.
Can you explain the differences between the Company’s directory imputation calculation in its workpaper and Staff’s calculation?

A.
The primary difference is that while the Company’s calculation and my calculation both started with VDS’ net income before interest and taxes, the Company’s calculation included the cumulative effect of a one-time accounting change.  Because the cumulative effect of that accounting change relates to prior accounting periods, it is not appropriate to consider that as part of the directory net income for the test year. 

Q.
What was the nature and effect of that accounting change?

A.
Effective January 1, 2003, the Company's directory affiliate VDS changed its method of recognizing revenues.  According to Generally Accepted Accounting Principles (GAAP), this was considered a change in an accounting principle, and therefore the Company was required to make a one-time adjustment in the year of the change to recognize the cumulative effect of the change for all prior years.
  This cumulative adjustment, which was over $1 billion, was shown on VDS’ 2003 income statement as a special item, appearing below net income.    

Q.
How did Verizon NW recognize this accounting change in its workpaper calculation? 

A.
The Company’s calculation and supporting workpapers are Exhibit No. 43 in this case.  The Company includes the accounting change in two ways: first, the Company restated the test year VDS revenues to recognize the change in revenue recognition for the first 3 months of the test year; second, the Company included the entire cumulative accounting change as a reduction to the VDS operating income before interest and taxes that serves as the starting point for an imputation calculation.  Exhibit No. 43, page 1.

Q.
How does Staff’s calculation differ from Exhibit No. 43?

A.
Staff’s calculation recognizes the annual effect of the accounting change, but it excludes the effect of the change stemming from prior periods.  As I explained earlier, the impact of the accounting change on prior periods should not be reflected in the test year.

Q.
Has the Commission recognized revenue imputation as appropriate in ratemaking proceedings?  

A.
Yes.  The Commission has required imputation in various forms in numerous WUTC decisions involving transactions among affiliates.  

Q.
Please describe the history in this state of directory revenue imputation for Verizon NW and its predecessor companies.

A.
Verizon NW has not had a contested rate case until this docket.  However, for Verizon’s predecessor companies, GTE Northwest (GTE NW) and Continental Telephone Company of the Northwest (CTNW), the Commission has scrutinized the company transactions with its directory affiliate to assure that reasonable compensation was paid.



In its Response to Staff Data Request No. 249, which is included in my Exhibit No. ___ (PMS-15), Verizon NW provided a table showing the amount of directory operations revenue its predecessor GTE NW retained from its directory affiliate every year since 1988.  These annual revenues range from $17 million in 1988 to $34.4 million in 1999.  As Dr. Selwyn discusses in his testimony, the affiliate arrangements prior to that time were based on the same  “retention” model, and involved GTE NW and CTNW retaining a portion of directory operations revenue, and remitting the remainder to the directory affiliate. 



For example, in 1983, in its Second Supplemental Order in GTE NW’s last contested general rate case, Cause Nos. U-82-45 and U-82-48, the Commission adopted Staff’s directory adjustment, which increased the amount of directory revenue the telephone company kept, above and beyond the amount the telephone company had retained.  In that case, the Staff adjustment increased operating revenues over $1.9 million more than the company had already retained. 


In Cause No. U-82-41, a rate case involving Continental Telephone of the Northwest, (CTNW), the Commission approved an adjustment that imputed back to CTNW the return earned by Leland Mast Directory Company in excess of the recommended return for CTNW.  The Commission stated:


After review of the CTNW-LMDC transactions, as well as evidence and argument submitted by the parties, the Commission, in this case, accepts the Commission staff’s approach to this adjustment.  This provides the most equitable treatment to both the ratepayer and the company.  It recognizes that the affiliate should receive a fair return while protecting the ratepayer from paying for profit levels derived through other than arms length transactions.  This approach also recognizes the benefits of economies of scale and passes these benefits on to the ratepayer.   

Second Supplemental Order (1983), page 11.


In Cause No. U-84-18, another rate case involving CTNW, the Commission again concluded that the profits to Leland Mast under its contract with CTNW were higher than reasonable.  The Commission accepted a Commission Staff adjustment in which an excess profit percentage was calculated and applied to Washington generated directory revenue.  Second Supplemental Order (1985), page 15.

Q. Have there been any cases before the Commission in which the Commission did not order imputation of directory revenues to increase the amount of directory revenue the telephone company was receiving from its directory affiliate?

A.
I located three such cases.  In all three cases, the directory affiliate had made substantial payments to the telephone company.  First, in Cause No. U-80-38, a case involving GTE NW, the Commission stated: 

Reasonableness of prices paid to Automatic and Directory by respondent for purchases made from them during the test year are challenged by staff. … This record will support a finding that respondent has produced satisfactory proof that the payments it made to its affiliates in the test year for products and services meet the statutory requirements.  It is to be understood that in making this finding the Commission does not intend to indicate prior approval of any future transaction between respondent and its affiliates. Reasonableness of respondent's payments or of sellers' costs will be examined and weighed in light of the entire record on every future occasion the issue is raised in a rate proceeding.  At this time, it is found that evidence of record does not support the adjustment sought by staff, and it is therefore rejected.


Third Supplemental Order (1981), pages 17-18. 

In a case involving CTNW, Cause No. U-81-14, the Commission did not require imputation of directory revenues in excess of what was already being paid to CTNW.  According to the Commission: “…the Company has sustained its burden of proof in establishing that the transactions among affiliates are not economically detrimental to its Washington intrastate subscribers.”  Second Supplemental Order (1981), page 5.  The Commission also noted the “cash pass-back” the telephone utility was receiving from its directory affiliate.  Id.

The third case was Cause No. U-81-61, which was another case involving GTE NW.  In its Fifth Supplemental Order (1982) at page 11, the Commission stated: 

We have examined the evidence and we believe that the company has sustained its burden of demonstrating that the charges paid for the directory services from its affiliate are not unreasonable. Although staff urges that other information, if provided by the company, might have a bearing on the determination, there was no formal request that we order the company to provide the data. Based upon the record established, the company has met its statutory obligations.

Q.
Is this case similarly situated to those three cases, that is, in the test year in this case did Verizon NW receive adequate directory revenues from its directory affiliate? 

A.
No.  As Dr. Selwyn testifies, both GTE NW and CTNW retained substantial portions of directory operations revenue during the years in which these cases were litigated, and that is certainly not the case today for Verizon NW.  As Dr. Selwyn states, an imputation adjustment is necessary in this case to properly recognize appropriate compensation to Verizon NW from its directory affiliate. 

B.
Pro Forma Adjustments to Operating Revenues

Pro forma Adjustments P1, P2, P3, P4, P7 and P8 – Pro forma Revenue Adjustments

Q.
What are Verizon NW’s proposed pro forma adjustments to operating revenues?

A.
Verizon NW proposes 10 pro forma revenue adjustments, which together total a $34,427,000 reduction to operating revenues.  Ms. Heuring Exhibit No. ___ (NWH-2) (revised), column (e)).  These 10 pro forma operating revenue adjustments are Pro Forma Adjustments P1, P2, P3, P4, P5, P6, P7, P8, P19, and P21.  My Exhibit No. ___-C (PMS-13-C) provides a description and amount for each individual pro forma adjustment proposed by the Company. 

Q. 
Does Staff contest any of these ten pro forma revenue adjustments?

A.
Yes.  As shown on Exhibit No. ___-C (PMS-13-C), Staff does not contest Company Pro forma Adjustments P1 through P4, P7, and P8.

Q.
Does Staff propose revisions to the Company's other pro forma operating revenue adjustments?

A.
Yes.  Staff proposes revisions to Pro forma Adjustments P5, P6, P19 and P21.  Staff also proposed two additional revenue adjustments – SP22 and SP25.   Staff’s revisions to the Company’s adjustments and Staff’s additional adjustments result in total pro forma operating revenue adjustments of $23,689,000.  Each Staff revision to a Company adjustment is shown on a supporting page in Exhibit No. ___-C (PMS-13-C).  As I explain in subsection VII.B.2 below, Staff has shown the uncollectible and tax effect of each revenue adjustment with the adjustment on Exhibit No. ___-C (PMS-12-C).  Each Staff revision is also explained below.

1.
Rate Change and Volume Change Adjustments

Q.
Did the Company propose adjustments to recognize changes in revenue volumes?

A. 
Yes.  In Ms. Heuring’s revised testimony, Exhibit No. ___ (NWH-1T), page 15, the Company briefly states that the Company proposes pro forma adjustments to operating revenues to account for changes in volumes.  

Q. 
How many adjustments of this type does Verizon NW propose?   

A.
According to Ms. Heuring’s workpapers, Verizon NW is proposing four revenue adjustments that include recognition of volume changes.  These are Pro forma Adjustments P1, P2, P3, and P4.

Q.
How do these adjustments recognize volume changes?

A.
To make these four adjustments, Verizon NW projected revenues for 12 months following the end of the test year, and then applied the year-over-year percentage change in revenues to the test year revenues after restating adjustments.

Q.
Does the Company's approach here result in a partially projected test year?  

A.
Yes.  However, Verizon NW is also proposing expense adjustments that recognize declining employee levels occurring after the test year, and rate base adjustments to recognize significant plant additions and retirements occurring after the test year.  In this way, the Company is following the “matching principle” of ratemaking to some extent.  

a.
New Service Annualization Adjustments

Pro forma Adjustment P5 – New Service Annualization

Q.
Please explain Verizon NW’s Adjustment P5. 

A.
Verizon NW proposed this adjustment to recognize revenues from its Transparent LAN tariff offering, which it introduced midway through the test year.

Q.
How did the Company calculate its Adjustment P5?

A.
The Company calculated the adjustment by annualizing the amount of first-year revenues anticipated from the service.  Direct Testimony of Ms. Heuring, Exhibit No. ___ (NWH-1T)(revised) at page 14.  

Q.
Is the Company's calculation of Adjustment P5 reasonable?

A.
No.  The first-year revenue projection is based on the average customer count during the first year, which assumes a beginning customer count of zero.  The Company’s approach understates the additional revenues it will receive during the period Verizon NW’s rates from this case will be in effect, because the Transparent LAN tariff will have been in effect for over two years by the time a rate order in this Docket is issued.  



This adjustment should be based on the level of revenues expected in the first year the rates from this Docket will be in effect. 

Q.
Has Staff calculated the appropriate pro forma revenue level for Adjustment P5?  

A.
Yes.  Using the Company’s own revenue estimates, Staff has revised this pro forma adjustment to base it on the revenues the Company expects to receive in Year 2.  This is the same approach taken by the Company in making this adjustment, but it recognizes a more appropriate revenue level for the period the rates will be in effect.  



Staff’s Adjustment P5 increases test year operating revenues by XXXXXXX.  Exhibit No. ___-C (PMS-13-C), Confidential page 4.
Pro forma Adjustment P6 – New Service Annualization

Q.
Please explain the Company's Pro forma Adjustment P6. 

A 
Similar to Adjustment P5, Verizon NW proposes to increase operating revenue to annualize the first-year effect of a price increase to Corrections Collect Calls.  This service covers station-to-station collect calls made by inmates in correctional facilities using special restricted corrections service.

Q.
How did the Company calculate Adjustment P6?

A
As with Adjustment P5, the Company annualized the first year level of additional revenues under the new rates.

Q.
Is the Company’s approach reasonable?

A.
No.  The Company’s approach understates the revenues that are expected from this service during the period the rates will be in effect because it is based on the average customer levels for the first year, which ended in March of 2004.  The Company’s projections indicate that the revenues in subsequent years will be higher than in the first year. 

Q.
How should Adjustment P6 be calculated?

A
Pro forma Adjustment P6 should be based on revenue levels expected during the first year the rates decided in this case are in effect.  

Q.
Does Staff propose a revision to Company Adjustment P6?

A.
Yes.  Staff Adjustment P6 follows the Company's basic approach to this adjustment, but Staff’s adjustment is based on the revenue levels the Company expects in Year 2, which recognizes a more appropriate level of revenue for the period the rates decided in this proceeding will be in effect.  Staff’s Adjustment P6 increases test year operating revenues by XXXXXX.  Exhibit No. ___-C (PMS-13-C), Confidential page 5.  

Pro forma Adjustment P21 – New Services Annualization

Q.
Please explain Verizon NW’s Pro forma Adjustment P21.

A.
Verizon NW proposed this adjustment as part of its October 4, 2004 revised revenue requirement filing.  This adjustment recognizes annual revenues from two more new tariffed services introduced during the test year, Cyber DS1 service and New Frame Relay Services.  The Company’s adjustments for both of these services were based on average Year 1 revenue levels.  

Q.
Is the Company’s calculation reasonable?

A.
No, for the same reasons I stated for Company Adjustments P5 and P6.  The Year 1 revenue projections are based on a starting customer level of zero.  The calculation should be based on the revenues expected from these services during the first year the rates from this rate case are in effect.  The revenues for both of these services are projected to be much higher after the first year the services are offered. 

Q.
How did Staff calculate Adjustment P21?

A.
Staff’s Adjustment P21 uses the same approach as the Company's adjustment, but incorporates estimated revenues at the Year 2 level (beginning March 2004 for Cyber DS1 and July 2004 for New Frame Relay 

Service), which are more representative of revenues expected during the period the rates in this case will be in effect.  The effect of the adjustments is an increase to intrastate operating revenues $XXXXXXX for the Cyber DS1 service and $XXXXXXXX for the New Frame Relay Services, as shown on Exhibit No. ___-C (PMS-13-C), Confidential page 6. 

Staff Pro forma Adjustment SP25 – New Services Revenues Pro formas

Q.
Does Staff offer other revenue annualization adjustments to operating revenue?  

A.
Yes.  Staff conducted a review of tariff revisions implemented in Washington by Verizon NW during and after the test year.  Five of these revisions involved offerings for new features, services, or packages.  These tariff filings are for Call Referral Service; ISDN Caller ID with Name; ISDN Term Package; Transparent LAN 1000 Mbps; and Local Package and Local Package Elite.  Using the Company’s revenue projections for these services, Staff has calculated additional revenues of XXXXXX, based on the Year 2 estimates of gross revenues from the services.  Staff’s calculations for this adjustment are shown on Exhibit No. ___ -C (PMS-13-C), Confidential page 7.

2.
Adjustments to Uncollectible Revenues

Pro forma Adjustment P19 - Uncollectibles

Q.
Please explain the Company’s Pro forma Adjustment P19. 

A. 
In this adjustment, Verizon provides the impact of uncollectibles and taxes on the other pro forma revenue adjustments the Company proposes in this case.  Direct Testimony of Ms. Heuring, Exhibit No. ___ (NWH-1T) (revised) at page 15, lines 16-18.  



The Company’s adjustment was calculated by multiplying the total of the Company’s pro forma revenue adjustments by the conversion factor of 1.57442% shown on Exhibit No. ___ (NWH-3), line 6.   

Q.
Is it appropriate to show in a single adjustment the collective impact of tax and uncollectibles of all pro forma revenue adjustments?

A.
No.  While the Company’s method may produce the correct net operating income effect for the Company’s pro forma revenue adjustments as a whole, that method does not furnish the Commission or the parties with the net operating impact of each pro forma revenue adjustment.  



The better approach is to show the uncollectible and tax effect of each pro forma revenue adjustment.  This gives the parties and the Commission 

more specific information about the individual net operating income effect of each pro forma revenue adjustment. 

Q.
How does Staff portray the net operating income effect of each adjustment?

A.
The uncollectible and tax effect of each adjustment is provided in the individual column for each adjustment, as shown on Exhibit No. ___-C (PMS-12-C) and Exhibit No. ___-C (PMS-13-C).  In order to avoid double counting the effect of the revenue adjustments on uncollectibles and other taxes, I have eliminated the Company’s Pro forma Adjustment P19 as shown at Exhibit No. ___-C (PMS-13-C), line 26, and Exhibit No. ___-C (PMS-12-C), column (s). 

Q.
Does the total of Staff’s adjustment to uncollectibles equal the amount of the Company's uncollectible adjustment that you removed?

A.
No.  Although I used the same 1.62% uncollectible factor the Company used, I applied it to the Staff operating revenue adjustments.  Because some of Staff’s adjustments are different from the Company’s, the Staff’s total uncollectible figure differs from the Company’s figure.  

VIII.
OPERATING EXPENSES

Q. 
What level of test year operating expenses has the Company proposed?

A.
The Company proposes adjusted operating expenses, including depreciation, of $395,459,000.  Exhibit No. ___ (NWH-2) (revised), line 21(c), column (f).
Q. 
What is the appropriate level of test year adjusted operating expenses?

A.
The appropriate level of test year adjusted operating expenses is $260,520,000, which is $134,939,000 less than the Company amount.  Staff proposes revisions to eight of the Company’s restating and pro forma adjustments.  Staff also proposes seven new restating adjustments and two new pro forma adjustments.

  

My Exhibit No. ___ (PMS-7) summarizes the adjustments to operating expenses, showing the totals of booked expenses and the Staff restating and pro forma adjustments.  As discussed previously in my testimony, Exhibit No. ___-C (PMS-11-C) and Exhibit No. ___-C (PMS-13-C) list each of the restating and pro forma adjustments, and show separately the Company proposed amount, any Staff revisions to the Company's numbers, and the total of the Staff adjustments.  Each Staff adjustment is supported by an exhibit showing all calculations and explaining the basis for the Staff’s adjustment.

Q.
Are you sponsoring any operating expense adjustments in your testimony?

A.
Yes.  First, each of the several pro forma operating revenue adjustments I just discussed includes an expense component for revenue-based taxes and fees.  These expense adjustments are included as the “Taxes Other Than Income Taxes” expense.  




The effect of each of these adjustments is shown in each revenue adjustment column in Exhibit No. ___-C (PMS-12-C), and the total effect of the adjustments is contained in column (e) of Exhibit No. ___ (PMS-7).  As I explained earlier, Staff also removed the Company's Pro forma Adjustment P19, to avoid double counting the effect of pro forma revenue adjustments on the revenue-based tax expenses.



Second, Staff proposes Staff Restating Adjustment SR24 to recognize a change in the level of shared operating expenses assigned to Verizon by its corporate parent.  This Staff restating adjustment is included in column (d) of Exhibit No. ___ (PMS-7). 



Third, Staff proposes Pro forma Adjustment SP24, which removes depreciation expense associated with special access plant disallowed for ratemaking purposes, as shown at Exhibit No. ___ (PMS-13, page 12), and discussed in Section IX.B of my testimony.
Staff Restating Adjustment SR24 – Shared Regulated Expenses

Q.
What are shared regulated expenses?

A.
Shared regulated expenses are costs that are incurred on behalf of Verizon NW and other Verizon operating companies at a more centralized level of the overall Verizon organization.  One example of a shared regulated cost is the Business Solutions Center that serves some western states other than Washington.  Verizon allocates these costs among the companies based on allocators such as salaries, revenues, access lines, and plant in service.  

Q.
Please explain Staff Restating Adjustment SR24.

A.
Staff Restating Adjustment SR24 recognizes the significant change in the amount of Verizon corporate family shared costs that are allocated between Washington state and other Verizon states.
Between 2002 and 2003, there was a significant change in the overall percentage of these costs allocated to Washington.  During the last three months of 2002, the percentage of Verizon NW shared costs distributed to 

Washington was approximately 59%; for the nine months ending September 2003, the percentage of shared costs was 49%.  

Staff’s Adjustment SR24 restates the 2002 portion of the shared expenses to reflect the more updated allocation factor of 49%.

Q.
How did you calculate Staff Adjustment SR24?

A.
I used the information provided by the Company in its responses to Staff Data Requests No. 212 and 451, which are included as my Exhibit No. ___ (PMS-16) and Exhibit No. ___ (PMS-17), respectively.



The Company's response to Staff Data Response No. 212 included a schedule showing the amounts and percentages of assigned costs for October – December 2002 by account number, and a schedule showing the January – September 2003 assigned cost amounts and percentages by workcenter number.  



In Staff Data Request No. 451, Staff asked the Company to provide descriptions for the workcenters and to provide a way to compare the workcenters to the account numbers.  The Company's response included descriptions of the workcenters, but stated that there is no direct link between the workcenters and the account numbers used in the prior methodology.  Without such a link, Staff cannot perform a comparative 

analysis to determine the effect of these percentage changes by account.  Therefore, Staff’s adjustment is based on the overall difference in percentage assignment affecting operating expense accounts.  

Staff’s calculation applies the 2003 allocation percentage of 49.805% to the Verizon NW shared regulated expenses for the months October through December 2002.  As shown on Exhibit No. ___-C (PMS-11-C), page 6, this resulted in a $10.8 million allocation of expenses.  

The difference between this calculated amount and the expenses that were actually assigned during that period is a reduction of $2,024,432, $1,003,743 of which affects operating expenses (the remainder was interest expense).  Staff has allocated this adjustment between Verizon’s expense accounts in the same proportions as the original allocation.  

Q.
Does Staff propose adjustments to depreciation expense?

A.
Yes.  I discuss depreciation expense issues in conjunction with Rate Base in Section X.B of my testimony.

IX.
Separations of Accounting Data Between Jurisdictions

Q.
In your testimony regarding Verizon NW’s request for interim rate relief, you discussed trends in Verizon NW’s revenues and expenses over the past 10 years.  Exhibit No. 141-T (PMS-1T) at pages 24-31.  You also stated that Staff would further investigate the reasons that intrastate revenues were declining while intrastate expense and rate base levels were holding steady.  Have you conducted further investigation of these trends?

A.
Yes.  In addition to reviewing data provided by Verizon NW, and reviewing the FCC’s rules regarding the separation of accounting data by jurisdiction, Staff has obtained information from Verizon NW personnel through data request responses and through depositions. 

Q.
What are the results of Staff’s investigation?

A.
Staff’s investigation confirms that for some of the Company’s services and facilities that are deemed interstate in nature, revenues are primarily recorded as interstate, while plant and expenses remain in the intrastate accounts.  This is true for plant investment used to support the provision of Digital Subscriber Line (DSL) services in Verizon NW’s Circuit Equipment accounts; and for Special Access lines recorded in Verizon NW’s Cable and Wire Facilities accounts.   

Q.
Please explain why this is happening.

A.
My review indicates that the separations freeze imposed by the FCC, along with Verizon NW’s interpretation of how to implement the freeze, contribute to the problem.

Q.
In general, what are the FCC’s separations rules?

A.
As discussed in Verizon’s direct testimony (Direct Testimony of Ms. Heuring, Exhibit No. ___ (NWH-1T) (revised), pages 28-31), the FCC’s separations rules are codified in 47 CFR Part 36.  The Part 36 rules govern the way telephone companies, including Verizon NW, apportion their accounting costs between the interstate and intrastate jurisdictions.  



Historically, for many accounts, the apportionment of costs depended on developing separations factors that were based on either direct assignment, or on the relative use of facilities.  Generally, the measurement of the relative use of jointly used facilities involved the performance of annual studies involving company usage data (minutes of use, number of calls, miles of line, etc.).   

Q.
What is the separations “freeze” imposed by the FCC?

A.
In an order effective July 1, 2001, the FCC required companies such as Verizon NW to freeze certain Part 36 category and subcategory relationships, and allocation factors, at the levels determined at December 31, 2000.  In the Matter of Jurisdictional Separations and Referral to the Federal-State Joint Board, CC Docket 80-286 /FCC 01-162, Report and Order (May 22, 2001).  In its order, the FCC stated that freezing category relationships and factors would allow companies to avoid performing detailed studies to measure relative use.  

Q.
What are “category relationships?”

A.
The FCC’s Part 36 rules start with the FCC’s Uniform System of Accounts at the Class B level, which is not as detailed as the Class A system of accounts that Verizon NW, and other larger companies, use.  Part 36 requires plant in some accounts to be assigned to categories, and in some cases to subcategories, before it is apportioned to the jurisdictions.  The assignments typically are based on the operating characteristics of the plant.  The category and subcategory relationships describe the proportion of an account assigned to each category.  



For example, a $100 investment in a plant account may be assigned to three categories -- $10 to Category 1, $30 to Category 2, and $60 to Category 3.  The amounts in each category are then subject to separations factors used to allocate the plant in each category between the jurisdictions.  The separations factors can differ between categories, depending on the underlying data used to determine the separations factors. 

Q.
Is this Commission required to follow Part 36?

A.
Yes.  It is Staff’s understanding that state regulators are preempted from applying separations rules that differ from those the FCC has issued with regard to assigning separations factors to accounts.  

Q.
Does Part 36 dictate the ratemaking treatment of the intrastate portion of any account or cost?

A.
No.  47 CFR § 36.1(h) states:

The separations procedures described in this part are not to be interpreted as indicating what property, revenues, expenses and taxes, or what items carried in the income, reserve and retained earnings accounts, should or should not be considered in any investigation or rate proceeding.


It is Staff’s understanding that the Commission has authority under this section of Part 36, as well as under WAC 480-120-302, to consider ratemaking adjustments to the intrastate revenue requirement components determined using accounting or separations rules.  

Q.
What language in WAC 480-120-302 are you referring to?

A.
WAC 480-120-302(3)(g) states:  

This rule does not supersede any accounting requirements specified in a commission order, nor will it be construed to limit the commission's ability to request additional information on a company specific basis.  This rule does not dictate intrastate ratemaking.

A.
Digital Subscriber Line (DSL) Service

Q.
What is DSL service?

A.
DSL stands for Digital Subscriber Line service.  It is a service that allows a customer’s telephone line to carry digital signals, thus allowing it to be used for high-speed data transmission as well as for voice services.

Q.
How does Verizon NW record its revenue from DSL services?

A.
Verizon NW records this revenue as 100% interstate revenue. 

Q.
How does Verizon NW record its DSL investment, and how does Part 36 apply to that investment?

A.
Verizon NW records its DSL investment in FCC Class A Account 2232.  For Part 36 purposes, Account 2232 is included in Class B Account 2230.  Account 2230 is assigned to Category 4, Circuit Equipment.  Category 4 is subdivided into three subcategories – 4.1 (Exchange Circuit Equipment), 4.2 (Interexchange Circuit Equipment), and 4.3 (Host/Remote Message Circuit Equipment).  Subcategory 4.1 is further divided into three subcategories – 4.11 (Wideband Exchange Line), 4.12 (Exchange Trunk), and 4.13 (Exchange Line Excluding Wideband).  

Verizon NW records its DSLAM investment in subcategory 4.13, which is titled Exchange Line Circuit Equipment Excluding Wideband.  

Q.
What is DSLAM investment?

A.
A DSLAM, or DSL Access Multiplexer, or “splitter,” is a device that allows the digital and voice traffic from a telephone line to be split so that the data signal can be processed separately from the voice traffic.   

Q.
How does Verizon NW apportion its DSL investment to the jurisdictions?

A.
According to Verizon NW’s Response to Staff Data Request No. 448, which is my Exhibit No. ___ (PMS-18), Verizon NW records the DSLAM investment as 100% interstate.  However, all other DSL-related equipment is apportioned between the interstate and intrastate jurisdictions based on category and subcategory relationships established in the year 2000.   

Q.
Does that mean, according to the Company, that 100% of Verizon NW’s DSL revenue is booked as interstate, and 100% of DSLAM investment is booked as interstate, but the Company’s remaining DSL-related investment is apportioned between the interstate and intrastate jurisdictions?

A.
Yes.

Q.
Does Verizon NW offer any intrastate DSL services?

A.
No. 

Q.
What is the effect of the Company’s treatment of DSL revenues and investment as you have described it?  

A.
The effect of this treatment on Verizon NW’s books is to place investments in intrastate accounts that are not used and useful in providing intrastate services.

Q.
Is Verizon NW following the FCC rules in Part 36 in using this approach?

A.
No.  Based on Verizon NW’s Response to Staff Data Request No. 522, the FCC disagrees with Verizon’s practice of recording its DSLAMs as 100% interstate in a way that changes the category relationships from their year 2000 levels.  The FCC’s objection, which was supplied as a confidential attachment 448c.2 to Staff’s Data Request No. 448, appears also to be based on XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX. 

Q.
Are Verizon NW’s responses to Staff Data Request No. 522 and Attachment 448c.2 exhibits in this proceeding?

A.
Yes.  Verizon NW’s Response to Staff Data Request No. 522 is included as Exhibit No. ___ (PMS-22).  Attachment 448c.2 is included in my Exhibit No. ___-C (PMS-20-C). 

Q.
Based on your reading of the FCC’s letter, what would Verizon NW have to do to comply with the FCC’s interpretation of Part 36?  

A.
Verizon NW would need to apportion the DSLAM investment among the categories and subcategories of Account 2230 using the same percentage relationships as were used in 2000.  Within each subcategory, it could then assign the investment 100% to the interstate jurisdiction. 

Q.
Is Verizon NW still communicating with the FCC on the treatment of DSLAM investment?   

A.
Yes.  However, as of this writing, Staff is unaware of any further correspondence between Verizon Communications and the FCC on this topic.  Staff expects that further developments will be communicated to Staff through any supplemental responses to Staff Data Request No. 448.

Q.
Please summarize your findings regarding separations procedures followed by Verizon NW, and their impact on how the Company’s DSL investment is apportioned to the Washington intrastate jurisdiction.

A.
Based on its interpretation of Part 36, Verizon NW is assigning its investment in DSLAMs to the interstate jurisdiction.  Its other DSL-related investment is assigned according to category relationships and allocation factors developed in the year 2000 which allocate approximately 75% of the non-DSLAM investment to the Washington intrastate jurisdiction. 

B.
Special Access and Private Line Investment

Q.
Are there other plant components for which the assignment of costs is a concern?

A.
Yes.  Staff is also concerned with Verizon NW’s treatment of special access and private line investments for jurisdictional separations purposes.  Staff’s review of Verizon NW’s ARMIS reports indicates that the Company has experienced significant growth in special access lines, and that the majority of special access revenues are booked as interstate by the Company.  



This was confirmed in Verizon NW’s response to Staff Data Request No. 521 (Exhibit No. ___ (PMS-19),which indicates that Verizon NW books most special access revenue to the interstate jurisdiction.  On the other hand, Verizon NW’s response to Staff Data Request No. 448 indicates that special access investment is apportioned between the interstate and intrastate jurisdictions, with most of the investment being allocated to the intrastate jurisdiction. 

The situation is reversed with respect to Verizon NW’s private line investment.  According to Verizon NW’s Response to Staff Data Request No. 521, private line revenues are booked as 100% intrastate, while Verizon NW’s 

Response to Staff Data Request No. 448 indicates that private line investment is being allocated between jurisdictions, with most investment allocated to the intrastate jurisdiction.

Q.
How is Verizon NW accounting for these special access and private line investments for separations purposes?

A.
Verizon NW books its special access and private line investment to Part 32 Class A accounts 2411 through 2441, Cable and Wire Facilities.  Under Part 36, investment in these Class A accounts is separated using the rules for Class B account 2410.

Q.
Is the Cable and Wire Facilities investment split into categories for Part 36 purposes?  

A.
Yes.  Pursuant to 47 CFR § 36.154, Cable and Wire Facilities (C&WF) investment in account 2410 is categorized as Exchange Line excluding Wideband C&WF (Category 1); Wideband and Exchange Trunk C&WF (Category 2); Interexchange C&WF (Category 3), and Host/Remote Message C&WF (Category 4).   Category 1 C&WF is further split into three subcategories, which are:  


1.1, State private lines - all lines carrying 10% or less of interstate traffic or carrying only intrastate traffic; 
1.2, Interstate private lines - all lines carrying only interstate traffic, or lines where the portion of interstate traffic is more than 10% of the total traffic; and

1.3, Subscriber or common lines jointly used for both state and interstate services.


Thus, for these subcategories, the subcategory relationships are a result of the level of directly-assigned plant.

Q.
Is Account 2410 subject to the separations freeze?

A.
Yes.  The category and subcategory relationships within Account 2410 are frozen at the year 2000 levels.  However, according to 47 CFR § 36.154(b) and 47 CFR 36.155(a) and (b), and 36.156(b) and (c), direct assignment of investment is required where feasible, and direct assignments are to be updated annually.

Q.
Does Verizon NW update annually its direct assignments of special access and private line investment?  

A.
No.  Based on Staff’s review of Verizon NW’s Response to Staff Data Request No. 448, Verizon NW’s direct assignments in Account 2410 are not updated annually.  It appears that the Company’s investment in Account 2410 is allocated using category and subcategory relationships established in 2000.   

Q.
Is Verizon NW’s failure to update its direct assignments of special access a violation of Part 36?

A.
Staff cannot definitively answer that question, for several reasons.  First, the separations freeze requirements introduce a potential conflict between requirements of Part 36.  For Account 2410, Category 1, Part 36 requires segmentation of directly assigned interstate and intrastate plant into separate subcategories (subcategories 1.1 and 1.2), along with a third subcategory in which investment is assigned 75% to intrastate and 25% to interstate (subcategory 1.3).  If Verizon NW updates its direct assignment investment in subcategories 1.1 and 1.2 in compliance with 47 CFR § 154(g), the relationship between the directly-assigned subcategories and joint use subcategory 1.3 will change.  It is unclear to Staff from its reading of Part 36 how this updating could be conducted without violating the separations freeze requirements. 



Second, according to 47 CFR § 36.155 and §36.156, the direct assignment of investment is required “where feasible.”  Companies make the initial determination of what is “feasible,” and Verizon NW may have determined that direct assignment is not feasible, and therefore it is not required. 

Q.
Does Verizon NW offer any evidence to support the view that annual updates to direct assignments are not required?

A. 
Verizon NW provided Staff with a series of Emails as part of its response to Staff Data Request No. 448.  One of these Emails included an attachment titled “Investment Basic Studies” which describes the procedures necessary for Verizon to identify directly assigned investment.  I have attached the “Investment Basic Studies” procedures as Exhibit No. ___-C (PMS-21-C).  



In its Response to Staff Data Request No. 522, which is included in Exhibit No. ___ (PMS-22), Verizon NW confirms that it interprets Part 36 as not requiring Verizon to perform facility or circuit equipment investment studies to update direct assignments annually.  

Q.
Does the FCC provide any guidance regarding the direct assignment requirements?

A.
Not directly.  However, in the Separations Freeze Order, the FCC states that one of the benefits of freezing the separations factors and categories is that companies would no longer need to perform annual studies to update either the category relationships or separations factors.  In its response to Staff Data Request No. 522, (Exhibit No. ___ (PMS-22)), Verizon NW confirmed that it has not received any official or formal documents from the FCC clarifying the Part 36 requirement that direct assignment of plant be updated annually.  

Q.
Please summarize your findings regarding separations procedures followed by Verizon NW, and their impact on how the Company’s special access and private line investment, is apportioned to the Washington intrastate jurisdiction.

A.
Based on Verizon NW’s interpretation of Part 36 rules, the Company is apportioning its special access and private line plant between the jurisdictions based on year 2000 category relationships and separations factors.  The Company has not updated its direct assignment of special access and private line plant to reflect the fact that most special access line revenues are booked as interstate revenues and that all private line revenue is booked as intrastate revenue.  



Based on the year 2000 category relationships and separations factors, approximately 75% of Verizon’s special access and private line investment is assigned to the Washington intrastate jurisdiction. 

C.
Adjustments Recommended by Staff

Q.
Please assume Verizon NW is complying with Part 36 in its approach to recording its investment and expenses to the intrastate jurisdiction, and it is complying with other FCC directives by defining as interstate the services produced by the investments and recording revenues from those same investments to the interstate jurisdiction.  Under those assumptions, what should the Commission do to ensure that intrastate rates are fair, just, reasonable and sufficient? 

A.
The Commission should look to standard, well-established ratemaking principles and make a determination as to whether the plant balances in the Company’s intrastate rate base are used and useful in providing intrastate telephone services.  



For example, Verizon NW’s investment in telephone plant that supports services and facilities that are defined as interstate services is not used and useful for intrastate ratemaking purposes.  

Q. Has Staff proposed adjustments to remove investment that is not used and useful to provide intrastate services, based on your testimony that investment Verizon uses to provide interstate services is recorded in the Company’s intrastate plant accounts?
A.
Yes.  Staff proposes Pro forma Adjustments SP23 and SP24 to Telephone Plant in Service accounts 2230 and 2410, and the associated accounts for accumulated depreciation, depreciation expense, deferred income taxes, and operating expenses. 

Staff Pro forma Adjustment SP23 – DSL-Related Investment

Q.
Please explain Staff Pro forma Adjustment SP23.
A.
This adjustment removes DSL-related investment from the intrastate rate base, to the extent these facilities are not used to provide intrastate services.  Because this investment is not used and useful to provide intrastate services, it should be removed from rate base.  



This adjustment also removes related accumulated depreciation, deferred taxes, and depreciation expense.  If the investment is not used and useful to provide intrastate services, then these related costs were 

not incurred to provide intrastate services, and they should be removed for that reason.



Staff’s Adjustment SP23, to Account 2230, is explained and shown at Exhibit No. ___-C (PMS-13-C), Confidential page 11.  This adjustment is based on information the Company provided in its Response to Staff Data Request No. 524 (Confidential Exhibit No. ___-C (PMS-23-C).  It reduces Telephone Plant in Service by XXXXXX, reduces accumulated depreciation by $XXXXXXX, reduces deferred income taxes by $XXXXXX, and reduces depreciation expense by XXXXXX.

Q.
How did Staff develop the amount of DSL-related plant to remove from the intrastate rate base in Adjustment SP23?

A.
Staff initially confirmed through the deposition of Mr. Simmons, that equipment other than DSLAMs are used in the provision of DSL service.  Mr. Simmons was a witness designated by Verizon NW to testify on separations issues. 



In order to determine the amount of DSL-related plant that should be removed from the intrastate rate base, Staff issued Data Request No. 524 to receive information regarding plant (other than DSLAMs) that is used in the provision of Verizon NW’s interstate DSL service.  

The Company's response to Staff Data Request No. 524, which is included in my Exhibit No. ___-C (PMS-23-C), initially included a listing of equipment items and installed costs as of October 29, 2004 (Confidential Attachment 524).  Staff then clarified that it wanted such information for the test year.  The Company responded that its database could not produce such information for the test year.  

Staff reviewed the information produced by the Company, which indicated that a significant amount of the equipment listed on the attachment was considered DSLAM equipment and, according to the Company's policies, should have been directly assigned as interstate plant.  

In addressing follow-up questions from Staff regarding the data, the Company apparently discovered that its original Attachment 524 was incorrect.  It resubmitted the confidential attachment.  The resubmitted version included one-tenth of the dollar amounts shown on the original attachment, but it still showed that DSLAM equipment had been booked to accounts that are allocated to intrastate operations.  

In other words, both versions of the attachment suggest the Company does not directly assign DSLAM investment as interstate plant.  Staff is in the process of inquiring further about the reasons for the discrepancies between the two versions of the attachment. 

Because as of the time this testimony was filed, the Company has not provided Staff with the DSL-related plant amounts for the test year, Staff is using the dollar amounts identified as DSLAM investment from the revised Attachment 524 provided by the Company as the basis for its adjustment.  Staff intends to update this pro forma adjustment when it is able to obtain test year data from the Company regarding the amount of DSL-related investment and expenses that are contained in the Company's intrastate accounts. 

Staff Pro forma Adjustment SP24 – Special Access and Private Line

Q.
Please explain Staff Pro forma Adjustment SP24. 

A.
Staff Pro forma Adjustment SP24 removes special access related investment from the intrastate rate base, to the extent these facilities are not used to provide intrastate services.  Because this investment is not used and useful to provide intrastate services, it should be removed from rate base.  



This adjustment also removes related depreciation, deferred taxes, and operating expenses.  If the investment is not used and useful to provide intrastate services, then these related costs were not incurred to provide intrastate services, and they should be removed for that reason.  



By the same token, the adjustment results in properly including test year private line investment, accumulated depreciation, deferred taxes, and operating expenses in the intrastate results of operations for ratemaking purposes.


Staff Adjustment SP24 is an adjustment to Account 2410.  The adjustment is explained and shown in Exhibit No. ___-C (PMS-13-C), page 12.  This adjustment is based on information the Company provided in its response to Staff Data Request No. 521 (Exhibit No. ___ (PMS-19).

Adjustment SP24 reduces Telephone Plant in Service by $167,793,913; accumulated depreciation by $92,577,193; depreciation expense by $7,843,171, and accumulated deferred taxes by $10,553,800.  Staff also adjusted plant specific operating expenses by $3,491,810 to remove the portion of such expenses that do not support intrastate special access facilities.

Q.
How did Staff calculate the rate base portion of Staff Adjustment SP24?

A.
Staff relied on the information the Company supplied in its Response to Data Request No. 521.  In that response, the Company provided the jurisdictional assignment of all of its switched and special access lines for December 2002 and December 2003.  Staff used an average of the line counts to determine that 56.81% of the Company's access lines are used to provide intrastate service.  



Staff used that percentage to determine the portion of the Company's test year cable and wire investment that is used to provide intrastate service.  This calculation is shown in Exhibit No. ___-C (PMS-13-C), page 12, line 38.  



The plant adjustment included in Adjustment SP24 was determined by calculating the difference between the test year cable and wire investment that was included as intrastate, and the intrastate amount.  This calculation in shown in Exhibit No. ___-C  (PMS-13-C), page 12, line 44.  The adjustments to accumulated depreciation, deferred taxes, and depreciation expense were developed using the plant adjustment, as shown at lines 48, 50, and 52 of Exhibit No. ___-C (PMS-13-C), page 12. 

Q.
How did Staff calculate the expense portion of Staff Adjustment SP24?

A.
The operating expense adjustment is shown on lines 54 through 61 of Exhibit No. ___-C (PMS-13-C), page 12.  This adjustment was calculated by applying the intrastate plant percentage of 56.81% to the test year cable and wire expenses determined by the Company in its test year Part 36 Workpaper A7, as adjusted for restating and pro forma adjustments in this case.  

Q.
Does Adjustment SP24 address Staff’s concern that the Company's test year private line investment is allocated between the interstate and intrastate jurisdictions while the private line revenue is all recorded to the intrastate jurisdiction?

A.
Yes.  Because the adjustment includes private lines as 100% intrastate in the development of the ratio used to determine the amount of plant to be removed, the investment associated with private line facilities will be left in the intrastate rate base.  

Q.
Do Adjustments SP23 and SP24 result in a change to the separations factors applied to intrastate plant and therefore violate Part 36?

A.
No.  Part 36, particularly 47 CFR § 36(1)(h), which I quoted above, specifically states that separated results do not indicate how items are to be considered in rate proceedings.  Furthermore, an adjustment to remove plant and depreciation amounts that produce no services to intrastate ratepayers is no different than an adjustment to remove out of period revenue or expenses, or below-the-line expenses like charitable contributions from the intrastate revenue requirement.  Each of these revenue and expense items was also allocated to the intrastate jurisdiction by Part 36, and they are either removed or adjusted for ratemaking purposes.  



Moreover, any ratemaking adjustment to intrastate rate base, expense or revenue accounts could be argued to result in separations factors that are not the same as the factors the FCC has established for Verizon NW.  Using that argument, rate cases would need to be filed with absolutely no pro forma or restating adjustments in order to “comply” with Part 36.  Such a result is not warranted by Part 36, as I understand it. 

X.
RATE BASE

Q.
What adjusted rate base did the Company propose?

A.
Verizon NW proposed a rate base of $949,483,000.  As shown on Exhibit No. ___ (NWH-2), the Company’s proposed rate base consists of:

· Plant in service of $1,854,450,000; 
· Accumulated depreciation of $786,403,000; 
· SFAS 87 Assets (pension asset) of $137,927,000;
· Investor Supplied Working Capital of $4,534,000;
· Deferred Income Taxes of $227,471,000; and 
· Other Long-Term Liability of $33,553,000.
Q.
What has Staff determined to be the appropriate level of rate base in this proceeding?

A.
Staff proposes a rate base of $778,728,000, which is $170,755,000 less than the rate base determined by the Company.  Staff’s proposed rate base, shown at Exhibit No. ___ (PMS-7), consists of the following components:

· Plant in service of $1,653,709,000; 
· Accumulated depreciation of $613,155,000; 
· SFAS 87 Assets (pension asset) of $0;
· Investor Supplied Working Capital of $(20,663,000);
· Deferred Income Taxes of $228,038,000; and 
· Other Long-Term Liability of $13,124,000.


Staff proposes revisions to six of the Company’s adjustments, and five additional rate base adjustments. 

Q.
What are the primary differences between the Company’s and Staff’s proposed rate base?  

A.
The primary differences are Staff’s removal of the pension asset from rate base, the removal of plant in service not used and useful in the provision of intrastate services, the removal of other liabilities related to Other Post Employment Benefits (OPEB), the correction of a calculation error affecting accumulated depreciation, and the recalculation of investor supplied working capital. 

Q.
Have you prepared an exhibit summarizing Staff’s development of the appropriate adjusted rate base?

A.
Yes.  Exhibit No. ___ (PMS-7) summarizes the adjustments to rate base. This exhibit shows the Company’s booked rate base components, the restating and pro forma adjustments, and the resulting adjusted rate base.  



Staff Exhibit Nos. ___-C (PMS-10-C) and ___-C (PMS-11-C) contain summary and explanatory information about each restating adjustment affecting rate base.  Staff Exhibits Nos. ___-C (PMS-12-C) and___-C (PMS-13-C) contain summary and explanatory information about each pro forma adjustment to rate base. 
Q.
What are the Staff’s adjustments to the Company’s rate base?

A.
As shown at Staff Exhibit No. ___-C (PMS-11-C), Staff proposes revisions to Company restating adjustments R9-02, and proposes Staff Restating Adjustments SR21, SR22, and SR26.

Q.
Which Staff witnesses are sponsoring these adjustments?

A.
The revision to restating adjustments R9-02 and proposed Staff Adjustment SR21 are sponsored by Ms. Betty Erdahl.  Staff Restating Adjustment SR22 is sponsored by Mr. David Griffith, and Staff Restating Adjustment SR26 is sponsored by Mr. Danny P. Kermode.   



Staff also proposes revisions to the Company's pro forma adjustments to rate base.  The Staff revisions to Company Pro forma Adjustments P11, P14, and P15 are sponsored by Staff witness Ms. Betty Erdahl; the revision to Company Pro forma Adjustment P13 is sponsored by Mr. Timothy W. Zawislak, and I sponsor the Staff revisions to Company Pro forma Adjustment P17, and Staff Pro forma Adjustments SP23 and SP24.   

A. Plant and Accumulated Depreciation

Pro forma Adjustment P17 – Plant in Service and Depreciation
Q. Did Verizon NW propose any pro forma adjustments to Plant in Service?

A.
Yes.  Verizon NW proposed Pro forma Adjustment P17, which included adjustments to plant in service and accumulated depreciation to annualize the effect of test year changes in certain plant accounts, and also to include in rate base, an average of plant additions and retirements occurring in the year after the test year.  The Company's adjustment resulted in a decrease to intrastate Plant in Service of $4,196,000.  

Q.
Does Staff propose revisions to these plant adjustments the Company proposes?

A.
No.  Staff does not contest these adjustments.

Q.
Did the Company propose an adjustment to accumulated depreciation in conjunction with its adjustment to plant in service?

A.
Yes.  As part of its Pro forma Adjustment P17, the Company proposes to adjust accumulated depreciation by an amount equaling one-half of the cost of the pro forma plant retirements.  The Company's adjustment to accumulated depreciation is $28,799,207. 

Q.
Does Staff have any concerns about this adjustment?

A.
Yes.  In reviewing the Company's workpapers, it appears that an error has been made in calculating the adjustment.  It appears the Company's adjustment increases accumulated depreciation to account for the plant retirements.  The adjustment to accumulated depreciation should be a reduction, not an increase.   

Q.
What is the effect of this error on the Company's revenue requirement?

A.
The error understates the Company's intrastate rate base by $57,598,000. 

Q.
Does Staff propose a revision to the Company's adjustment to address this apparent error?

A.
Yes.  Staff has corrected this error in its revisions to the Company's pro forma adjustment, as shown in Exhibit No. ___-C (PMS-13-C), page 8, line 10.  Staff’s calculation produces an adjustment to accumulated depreciation of $35,266,000 to reflect the effect of the pro forma adjustments to plant in service proposed by the Company.  



Staff has also adjusted accumulated depreciation to remove the effect of the Company's proposal to adjust depreciation expense for its proposed new depreciation rates, as discussed in Section X.B below.

B.
Depreciation

Q.
Has Verizon NW requested a represcription of its depreciation rates? 

A.
Yes.  The Company filed its request on April 2, 2004.  That matter has been assigned Docket No. UT-040520.  Staff is investigating that filing, but no conclusions have been reached.  That docket is not yet resolved.  

Q.
Did Verizon NW include a pro forma adjustment in this case to reflect the change in its depreciation rates that it is requesting in Docket No. UT-040520?  

A.
Yes.  Verizon NW Pro forma Adjustment P17 includes a $47,119,000 increase to intrastate depreciation expense to reflect the depreciation rates the Company is proposing in Docket UT-040520.  Direct Testimony of Ms. Heuring, Exhibit No. ___ (NWH-1T) (revised) at page 28; Exhibit No. ___ (NWH-2) (revised), column (e), line 21a).  

Q.
When Docket No. UT-040520 is resolved, should the depreciation rates prescribed in that docket be used?

A.
Yes.  Company and Staff mutually agree to that approach. 

Q.
In the meantime, does Staff propose any revisions to the Company's depreciation adjustments?  

A.
Yes.  Staff proposes revisions to Company Pro forma Adjustment P17.  These revisions are shown in Exhibit No. ___-C (PMS-13-C), pages 8-10.  The purpose and effect of these adjustments is to state depreciation, and depreciation related items, at levels consistent with the depreciation rates currently prescribed by the Commission.  

First, Staff adjusted depreciation expense to reflect the depreciation rates currently prescribed, from Docket No. UT-992009.  On a total Washington basis, this resulted in a $1,667,000 reduction to depreciation expense, an $831,000 reduction to accumulated depreciation, and a $95,000 reduction to deferred taxes.   Essentially, this part of the adjustment simply takes out of this docket the depreciation issues raised by the Company in Docket No. UT-040520, consistent with the Staff/Company understanding. 

Second, Staff adjusted accumulated depreciation and deferred taxes to remove the effect of the calculation error discussed above under Section X.A. 

As shown on Exhibit No. ___-C (PMS-13-C), page 8, Staff’s proposed adjustment results in a decrease to depreciation expense of $1,667,000, a reduction to accumulated depreciation of $35,266,000, and a reduction to deferred taxes of $4,020,000. 

Staff has also adjusted depreciation expense for the plant-related adjustments Staff has proposed as shown on Exhibit No. ___-C (PMS-10-C) and Exhibit No. ___-C (PMS-12-C), and which I previously described in this testimony.  In making these adjustments, Staff used the depreciation rates the Commission has prescribed for Verizon NW.  However, Staff will revise these adjustments to reflect whatever depreciation rates the Commission will prescribe in Docket No. UT-040520.

Q.
Does this conclude your testimony?


A.
Yes.

� Verizon Response to WUTC Staff Data Request No. 88. 


� Note that in the number sequence Verizon NW used for its pro forma adjustments, the Company does not have a pro forma adjustment P9 or P16.  


� Financial Accounting Standards Board Accounting Standards, Current Text Volume 1, Section A06, Accounting Changes, pp. 251-256 (J2004).
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