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NARRATIVE SUPPORTING SETTLEMENT AGREEMENT

 


I.  Preliminary Matters

1 
This Narrative Supporting Settlement Agreement (“Narrative”) is filed pursuant to WAC 480-07-740(2) (a), on behalf of the signatories to the Settlement Agreement (“Agreement”) filed in these dockets.  Part of this Narrative is Confidential Appendix A, which sets forth the revenue effect of the tariff changes described below, and in the Agreement. 

2 
This Narrative summarizes many aspects of the Agreement.  It is not intended to modify any terms of the Agreement.    

3 
The Parties do not intend to file documentation supporting the Agreement in addition to the Agreement, this Narrative, and the proposed testimony and exhibits on file in these dockets.  However, the Parties are willing to provide additional supporting documents should the Commission deem that necessary or appropriate.

4 
The Parties urge the Commission to schedule proceedings to consider the Agreement as soon as practicable.  

A. Signatories

5 
The signatories to the Agreement are Commission Staff (“Staff”) Verizon Northwest Inc. (“Verizon NW" or “Company”); the Staff of the Washington Utilities and Transportation Commission ("Staff"); the Public Counsel's Section of the Office of the Attorney General (“Public Counsel”); AARP; WeBTEC; the United States Department of Defense and all other Federal Executive Agencies (Department of Defense); (collectively, the “Parties”).
  

6 
The foregoing list of signatories includes all parties of record in Docket No. UT-040520 (i.e., the Commission, Public Counsel and Verizon NW); all but six parties to Docket No. UT-040788 (see Subsection I.B below); and all parties to the Access Charge Complaint Case Appeal except AT&T and MCI, Inc. (see Subsection I.B below).   


7 
However, each of the non-signatories has determined not to oppose the Agreement.  The Agreement is the product of settlement discussions between the Parties.  

B. Non-Signatories

8 
The six parties of record in Docket No. UT-040788 that are non-signatories are: MCI, Inc., XO Washington, Inc., Time Warner Telecom of Washington, LLC, Integra Telecom of Washington, Inc., the Citizen’s Utility Alliance of Washington (“CUAC”), and the Northwest Public Communications Council (“NPCC”).  At one time, AT&T was a party in Docket No. UT-040788, but withdrew.
9 
AT&T and MCI, Inc. are the parties of record in the Access Charge Complaint Case Appeal that are non-signatories to the Agreement.

10 
As noted in ¶ 7 above, the Parties understand that though MCI, Inc., XO Washington, Inc., Time Warner, Integra Telcom of Washington LLC, CUAC, NPCC and AT&T are not signatories, they will not oppose the Agreement. 

II.  Overview of the Proposed Settlement Agreement

11 
The Agreement is subject to Commission approval.
  It consists of three documents:  the document entitled “Settlement Agreement;” and Agreement Attachment 1 and Agreement Attachment 2.  Agreement Attachment 1 is a summary of the proposed tariff changes, and the tariff sheets to be used to accomplish those tariff changes.  Agreement Attachment 2 is a schedule showing depreciation rate parameters that are used, in part, to resolve depreciation issues.

12 
Attachment A to this Narrative is a confidential document that summarizes the revenue impact of the tariff changes described in the Agreement.

A. Three Dockets Would Be Resolved and Concluded

13 
As discussed below,
 the Agreement proposes to resolve three dockets: the Rate Case, the Depreciation Case, and the Access Charge Complaint Case Appeal.
  

1. Commission Docket No. UT-040788 (“Rate Case”)

14 
The Rate Case is a general rate case filed by Verizon NW.  If approved, the Agreement allows Verizon NW to file tariff changes designed to increase its revenues by $38,649,599 over a period exceeding two years: the last tariff change effective July 1, 2007.
  There would be no general rate cases filed or investigations instituted by Staff to examine Verizon NW earnings during that period.
  

15 
The first tariff changes would be effective shortly after the Commission approved the Agreement.  The Company proposes a May 1, 2005 effective date.  They are designed to increase Verizon NW’s annual revenues by $33,672,583.
  The second tariff changes would be effective July 1, 2007.  They are designed to increase Verizon NW’s annual revenues by $4,977,016.

16 
The rate design for the above tariff filings are set forth in the Agreement at ¶¶ 27-37 and in Agreement Attachment 1.  These tariff changes are summarized below:  

· Monthly Business and Residential basic line rates, and Centranet Feature Packages increase by $2.43 in 2005, and $1.47 on July 1, 2007; Residential Local Packages increase $2.25 in 2005 and $.25 on July 1, 2007;

· A late payment charge is initiated.  The charge is 1.5% of the overdue balance, subject to a $2.50 minimum for Residence customers, and $5.00 minimum for Business customers.

· The per-call rate for Directory Assistance (“DA”) increases $.30 to $1.25, and the call monthly DA allowance is eliminated.  This does not affect the free DA call allowance for persons incapable of using the Company’s directory.
· Monthly Custom Calling Service rates are increased in various amounts.  For example, Remote Call Forwarding Increases $3.00;

· The monthly rate for an additional directory listing increases by $1.00 to $1.55.

· The Interim Terminating Access Charge (“ITAC”) is phased out (eliminated) in two steps: 1) one-third is eliminated in 2005; and 2) the remaining two-thirds is eliminated on July 1, 2007.
  However, the second step is subject to possible reevaluation and change under certain circumstances described in the Agreement ¶ 38.
2. Commission Docket No. UT-040520 (“Depreciation Case”) 

17 
The Depreciation Case was initiated by a petition filed by Verizon NW seeking a re-prescription of the Company’s depreciation rates.  Verizon NW included the revenue effect of its proposed depreciation rate changes in the Rate Case, although the Parties understand those depreciation issues would be resolved in the Depreciation Case.

18 
If the Agreement were approved, the Commission would authorize Verizon NW to change its composite depreciation rate from 6.5% (the rate currently approved by the Commission) to 6.8%, effective January 1, 2005, and from 6.8% to 7.1% effective January 1, 2007.

3. Court of Appeals Docket No. 55744-1-I (“Access Charge Complaint Case Appeal”)

19 
This docket was initiated by Verizon NW filing with the court a petition for judicial review of the Commission’s 11th Supplemental Order in Commission Docket No. UT-020406.  In that order, the Commission reduced the access charge rates of the Company.
20 
The Agreement calls for Verizon NW to effectuate dismissal with prejudice of its petition for judicial review.
   

B. Permitted Tariff Changes or Proceedings

21 
Other than the tariff changes listed in Agreement Attachment 1, and those expressly permitted by the Agreement, there would be no other tariff filings or depreciation rate change petitions until after July 1, 2007.
  The Agreement expressly permits the following filings:  

1. Rate decreases, price list changes, and use of the ITAC for the purpose listed in WAC 480-120-072

22 
Between the date the Commission approves the Agreement until after July 1, 2007, the Agreement permits Verizon NW to file rate decreases, to change price lists, and to use the ITAC for recovering extraordinary line extension costs as described in WAC 480-120-071.

2. Limited Revenue-Neutral Filings

23 
Verizon NW will be permitted to file rate increases to offset any rate decreases ordered as a result of Commission action, to maintain revenue neutrality until July 1, 2007.
  The other Parties agree not to challenge the issue of revenue neutrality, but may recommend alternative methods of assuring revenue neutrality.

3. Filings Related to the ITAC

24 
The Agreement permits a Party to file a petition asking the Commission not to continue the phase-out of the ITAC, based on a new statute enacted by Congress, a decision by a federal court, or a new rule or order by the Federal Communications Commission (“FCC”), as long as revenue neutrality is maintained.

4.
The rights to contest any tariff filings described in Agreement ¶¶ 41-47 are not affected
25 
Other than the issue of revenue neutrality, the Agreement does not affect anyone’s rights to contest on the merits any of the tariff filings or other proceedings described in ¶¶ 41-47 of the Agreement.  Issues of rate design may be contested, so long as revenue neutrality is maintained.

C. Effective Date and Other Matters 

26 
The effective date of the Agreement is the date the Commission issues an order fully approving it.  However, if the Commission issues an order approving the Agreement with a material change, the Agreement is effective six (6) calendar days after that order is issued, if no party files a timely withdrawal from the Agreement.
  If the Commission makes a material change in the Agreement and a party timely withdraws, the Agreement is not effective.
 

27 
The Agreement is the entire agreement of the Parties, and the Parties recommend the Commission approve it in its entirety.
  The Agreement is not precedential.

28 
Within five (5) days of the effective date of a Commission Order approving the Agreement. Verizon NW will file a Notice of Dismissal of its Access Charge Complaint Case Appeal.

III.  Statement Why the Proposed Settlement is in the 
Parties’ Interest and/or the Public Interest
29 
WAC 480-07-740(a) requires this Narrative to include a “statement of parties’ views about why the proposal satisfies both their interests and the public interest.”  Each Party or, in some cases, a group of Parties, has contributed the following separate statements:
A. Statement by Commission Staff

30 
Staff believes overall the Agreement is fair and just, when the Agreement is viewed as a whole.  

31 
First, the Agreement resolves three contentious dockets.  In the Rate Case, Verizon NW is attempting to prove an additional annual revenue need of over $220 million, yet the Company filed tariffs designed to recover around $110 million.

32 
Staff believes the $38.7 million increase in revenues over two years is reasonable.  First, Staff would revise its litigation position in the Rate Case based on the Company’s rebuttal case, and Staff’s proposed testimony in the Depreciation Case.  In addition, there are several large adjustments at issue that could substantially change the Company’s or Staff’s revenue figure.  Finally, Staff believes it is likely the Company would file another rate case upon conclusion of this one.  

33 
Staff also believes that the Depreciation Case is being resolved on terms that are consistent with the public interest.  The initial change in depreciation parameters is identical to Staff’s position in the Depreciation Case.  The Agreement provides for an increase in depreciation rates for digital switching and circuit equipment in 2007.  These increases are reasonable in light of the continuing development of switching and circuit technology.  
34 
Consequently, based on Staff’s evaluation of the Rate Case and the Depreciation Case, a two-year phase in of $38.7 in additional revenues, with no rate case filed before July 1, 2007, is reasonable.

35 
Another positive aspect of the Agreement in Staff’s view is the phase-out of the Interim Terminating Access Charge (“ITAC”).  Staff’s proposed testimony shows that the charge is not justified based on universal service objectives, which is the only basis upon which a rate element of this type can be justified under WAC 480-120-540.
  While the resulting loss of revenue is significant, it would be inappropriate and presumably contrary to law to maintain a universal service rate element simply to provide revenue to support a company’s overall revenue requirement.  

36 
Staff supports the phased approach to elimination of the ITAC as a compromise of interests among the Parties and as a means to mitigate rate shock for basic residential and business services.  Furthermore, some Parties believe that as-yet undefined inter-carrier compensation changes at the federal level could allow for elimination of the ITAC without the corresponding increase in local rates agreed to for 2007.  While Staff does not believe this outcome is a realistic possibility, it has agreed to the inclusion of a mechanism to address that possibility.
  

37 
The Agreement provides for several rate increases that Staff opposed in its Rate Case litigation position.  These include the increase in rates for vertical features and remote call forwarding, the imposition of a minimum charge on late payments, the increase in the rate for additional directory listings.  This also includes the application of an equal-dollar method of spreading the rate increase across classes of services and geographic zones (e.g., without the geographic de-averaging that Staff proposed).  This also includes the application of a smaller increase in the rates for the Local Package and Local Package Extra services than in the rates for basic residential local exchange service.  In every instance, Staff agreed to these aspects of the Agreement solely as a compromise of interests among the Parties.

38 
Finally, Staff believes that the provision of the Agreement
 prohibiting most rate increases during the next two years is a significant benefit to the public interest.  It will provide a period of rate stability for consumers and will provide the Company with greater certainty of its future revenue levels.  The value of this rate stability commitment is protected, at least to some extent, by the provision deferring $4.7 million of the overall revenue increase to the end of the commitment period.  This rate stability commitment is a result that could not have been obtained in any manner other than through a settlement.
39 
Accordingly, Commission Staff recommends the Commission approve the Agreement.

B. Statement by Verizon NW

40 
The agreement should be approved.  It is a careful resolution of heavily contested issues that balances the interests of all stakeholders.

41 
From the Company’s perspective the Agreement provides much-needed revenues to support its intrastate operations.  Verizon NW has not initiated a general rate case since 1982.  The Company has been experiencing a steady declining revenue stream over the past four years, culminating in a revenue requirement deficiency of $220 million.  One source of revenue deficiency was the $29.7 million access charge reduction ordered in Docket No. UT-020406, the Access Charge Complaint case.  These reductions were not revenue-neutral and were made without any offsetting rate increases.  Verizon NW appealed the Commission’s Order in that docket and filed this rate case.  The testimony of Verizon NW witnesses Heuring, Banta and Fulp address the company’s revenue deficiency and rate design.

42 
Other parties vigorously contested Verizon NW’s proffered revenue requirement.  Verizon NW entered into this Agreement as a reasonable compromise on its revenue requirement amount to avoid further expense, uncertainty, inconvenience and distraction from running its business to benefit its customers and investors.  

43 
The agreed-upon rate design appropriately and fairly spreads the agreed-upon revenue amount across Verizon NW’s customer classes.  First, the rate design makes progress towards narrowing the differential between business line rates and residential line rates.  Second, the new late payment charge is a more equitable means of recovering needed revenues by placing more responsibility on customers who fail to make the same payments other customers make on a timely basis.

44 
The rate design benefits Verizon NW’s access customers because it proposes no increase in special access rates and it yields a significant decrease in switched access charges through the elimination of the ITAC, subject to the conditions in the settlement agreement.

45 
Finally, the rate design reflects all parties’ concerted efforts to reduce pressures on basic rates through targeted increases on discretionary services.

46 
In sum, the agreed-upon revenue requirement and rate design was a result of reasonable compromises made by all interested parties.  These compromises are reflected in the Settlement Agreement and its approval is clearly consistent with the public interest.

C. Statement by Public Counsel and AARP 

1. Docket No. UT-040788
47 
Public Counsel and AARP jointly support the proposed settlement in this docket because on an overall basis it provides significant benefits to Verizon’s customers.
48 
Revenue Requirement.  Verizon NW originally requested a revenue requirement of approximately $110 million per year, based upon an asserted need of approximately $225 million.  Public Counsel, AARP, and WeBTEC filed testimony opposing the revenue request on a number of important points.
  Verizon NW’s agreement to reduce its request to the agreed level of $38.6 million represents a very real benefit for residential and business customers from the settlement.  The original tariff filing would have increased residential rates 75%.  Under the Agreement, the first step of the agreed increase is an increase for residential customers of 18.6 percent, a $2.43 increase which the Company has agreed to leave in place for a two year rate stability period.
49 
Interim Terminating Access Charge (ITAC).  The Agreement adopts a reasonable compromise on the ITAC issue.  Elimination of the ITAC, as proposed by Staff in its testimony, put substantial additional pressure on basic residential and business rates.  Public Counsel and AARP disagree with Staff’s analysis that the ITAC is not needed or appropriate.  Complete elimination of the ITAC, a form of universal service support for Verizon, would be premature at this time in the view of Public Counsel and AARP, given the FCC’s current docket considering inter-carrier compensation mechanisms in the federal and state jurisdictions.  Depending on the outcome of this or other federal action in this area, it may be disadvantageous to Verizon NW to have eliminated the ITAC in Washington, since that may preclude Verizon NW from participating in any new federal support mechanism adopted in the future.  The settlement leaves two thirds of the ITAC in place until 2007 so that, in the event of federal action, the parties can petition the Commission to modify the settlement appropriately.
50 
Merger.  Another benefit for Verizon NW’s customers is the inclusion of language in the settlement which clarifies that, in the event that the Commission undertakes a review of any Verizon merger, sale, or acquisition, this settlement does not limit the Commission’s power to deal with any issue in the merger docket, including, for example, merger benefits for consumers.
51 
Rate Design.  The Agreement makes a number of changes in specific rates for vertical (discretionary) services.  Public Counsel and AARP’s testimony recommended that, within reasonable limits, that revenue requirement be spread to discretionary services in order to ease the burden on basic rates.  This settlement, in general, accomplishes that, although Public Counsel and AARP have compromised on a number of issues on individual services.  Public Counsel and AARP have agreed to equal increases for the residential and business services solely for purposes of compromise.  This does not reflect agreement that there necessarily should be a narrowing of the differential between those rates.   Another benefit from the Public Counsel and AARP perspective is that by not incorporating Staff’s proposal for retail rate-deaveraging, rural customers do not face the potential for much larger rate increases than those that would be faced by urban customers.


2.
Docket No. UT-040520

52 
In addition, Public Counsel separately supports the settlement of the depreciation docket, Docket No. UT-040520.  Public Counsel did not appear jointly or co-sponsor witnesses with other parties in that docket.  The proposal is a reasonable resolution of the issue, allowing for a modest increase in the depreciation rate, and adopting Public Counsel’s recommendation with respect to the use of FCC lives.
D. Statement by Department of Defense
53 
The U.S. Department of Defense and all other Federal Executive Agencies (“DoD/FEA”), as a large customer of Verizon's telecommunications services, supports the settlement as being, overall, in the public interest, and a fair and appropriate balancing of the revenue requirement and rate design issues, given the diverse interests involved.  
54 
DoD/FEA has participated actively in the Rate Case proceeding and sponsored the testimony of Robert Spangler, a consultant on rate design.  Mr. Spangler testified that Verizon's rates for local exchange services are out of alignment, its proposed rates for business exchange services were excessive and not related to their underlying costs, and that the rates for business services should be no more than 50 percent above the rates for similar residential services, in view of the minimal differences involved.  As with any compromise, DoD/FEA has assessed the benefits inherent in the resolution of the proceeding with the uncertainty and risks of proceeding to a formal conclusion.  
55 
The Agreement reflects the Parties' determination to avoid, to the extent reasonably possible, increases in the rates for basic exchange service.  The resulting rates are accordingly far less than the rates that Verizon requested, based on its alleged revenue requirement.  The Agreement terms also reflect the parties' decision to take initial steps to appropriately narrow the rate differential between similar residential and business exchange services.  That narrowing ensures that the rates are more closely related to their underlying costs.
56 
Thus, the Agreement in its entirety should be approved. 

E.
Statement by WeBTEC
57 
WeTEC agrees that the proposed settlement agreement should be approved.  It represents a balanced compromise of contested issues and interests that was arrived at fairly and freely in discussions that were open to all parties.

58 
From WeBTEC’s perspective the agreement provides a reasonable compromise of the various views of the parties regarding the additional revenues needed by Verizon NW to support its intrastate operations.  Coincidentally, it replaces the revenues lost as the result of the $29.7 million access charge reduction ordered in Docket No. UT-020406, the Access Charge Complaint case.  Verizon NW appealed that case.  Approval of the settlement agreement would make that appeal moot, and, in fact, the settlement would require the dismissal of that appeal.

59 
WeBTEC believes that it is important to reduce the differential between business and residential line rates and to more closely those rates with underlying economic costs.  While more progress is needed, the proposed settlement does represent an important first step in reducing that differential.  WeBTEC is concerned, however, that Verizon NW’s business rates will be too high and that the company will experience business line losses as the result of the increases proposed in the settlement.  However, the company apparently believes that, notwithstanding any line losses, the rate increase will be profitable overall.  That remains to be seen.  Nevertheless, given the competing interests represented in the case, WeBTEC believes that the agreed-upon rate design appropriately and fairly spreads the agreed-upon revenue amount across Verizon NW’s customer classes, while avoiding rate shock.  

60 
As Verizon NW notes, the rate design benefits Verizon’s access customers because it proposes no increase in special access rates and it yields a significant decrease through the elimination of the ITAC.  WeBTEC believes it is long passed time to eliminate subsidies from access charges and, therefore, supports the move to eliminate the ITAC.  This is particularly appropriate given the fact that, according to the Commission Staff, the ITAC is no longer justified for Verizon NW.  While WeBTEC believes that special access prices are too high and should be reduced, it supports the settlement proposal that there at least be no increases to special access rates.  In the context of this rate increase case, it represents a reasonable compromise.

IV.  Summary of Legal Points that Bear 
on the Proposed Settlement

61 
The Parties do not believe there is anything significant to discuss under this topic listed in WAC 480-07-740(2) (a).

V.  Conclusions

62 
The Parties respectfully request the Commission approve the Settlement Agreement filed in these dockets.  The Parties understand the Commission has certain discretion regarding the timing and procedures it will use to evaluate and reach a decision whether to approve the Agreement.  

DATED this _____ day of February, 2005.

ROB MCKENNA

Attorney General 
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DONALD T. TROTTER

Senior Counsel
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GRAHAM & DUNN PC
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JUDITH ENDEJAN 

Counsel for Verizon, Inc. 

ROB MCKENNA
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RONALD L. ROSEMAN 
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