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COMMENTS Of The Office Of Ratepayer Advocates ON THE DRAFT DECISION OF ADMINISTRATIVE LAW JUDGE DUDA

I. INTRODUCTION AND SUMMARY OF RECOMMENDATIONS

Pursuant to Rule 77.2, the Office of Ratepayer Advocates (ORA) files these Comments relating to the Draft Decision of Administrative Law Judge (ALJ) Duda in this case.  ORA opposes that part of the Draft Decision that adopts a ratemaking proposal of Verizon California Inc. (Verizon) that is contrary to law, Commission policy and to the interests of Verizon’s ratepayers.

ORA has no opposition to Commission approval of the sale, but asks that the Commission modify the Draft Decision to authorize Verizon to establish a memorandum account to hold the gain pending the outcome of further proceedings.  The further proceedings ORA recommended in its Late-Filed Protest were the consolidation of this case with A.99-10-010, or with Phase 3 of the Commission’s review of the New Regulatory Framework (NRF), or proceedings in a separate phase of this docket.

If the Commission does proceed to the ratemaking treatment without further proceedings, ORA recommends that a method be adopted, consistent with both the law and Commission policy, that allocates to Verizon’s ratepayers a share of the gain commensurate with the risk they have borne.  Since 1985, ratepayers have paid the costs of the buildings at One Verizon Way in rates and they will continue to pay those costs in rates even after the buildings are sold.  

II. PROCEDURAL BACKGROUND

On September 20, 2001, Verizon filed an application for approval pursuant to Section 851 to transfer property located at One Verizon Way, Thousand Oaks, to Baxter Healthcare Corporation (Baxter). According to the Application, Verizon had entered into an Agreement for Purchase and Sale of Verizon’s California buildings and real estate located at One Verizon Way, Thousand Oaks, California (One Verizon Way).  (Application, p. 1.)  A. 01-09-026, asks the Commission to approve the purchase and sale of the property and of the interim lease between Verizon and Baxter that would allow Baxter to occupy portions of One Verizon Way pending Commission authorization of the sale.  

ORA submitted a Late-Filed Protest to Verizon’s application on November 7, 2001.  In that Protest, ORA stated that it did not oppose the sale or lease but did object to Verizon’s recommended ratemaking treatment.  (ORA’s Late-Filed Protest, p. 2.)  ORA offered three options for consideration of the ratemaking issues associated with the One Verizon way sale:  (1) consolidation with A.99-10-010, an application in which Verizon was seeking approval of a methodology for cost allocation of assets that included One Verizon Way; (2) deferral to Phase 3 of R.01-09-001, the Commission’s review of the New Regulatory Framework (NRF) or (3) provide the opportunity for further discovery and, if necessary, hold hearings to consider the appropriate ratemaking treatment of the gain on sale.  (ORA’s Late-Filed Protest, pp. 3-4.)

On November 11, 2001, the Commission issued an Interim Opinion Approving Lease of One Verizon Way to Baxter Healthcare Corporation. The Interim Opinion stated that “A.01-09-026 shall remain open for consideration of the sale of the Property to Baxter.”  (Interim Order, Ordering Paragraph 4.)  On March 19, 2002, the Draft Decision of ALJ Duda was issued.

The Draft Decision approves the sale of One Verizon Way to Baxter.  The Draft Decision also denies ORA’s request for further proceedings on the ratemaking treatment for the gain on the sale and instead approves the accounting treatment Verizon proposed for the sale proceeds.  

III. THE COMMISSION CAN APPROVE THE SALE WITHOUT ADOPTING VERIZON’S RATEMAKING TREATMENT AT THIS TIME 

The Draft Decision states, “This order should be effective today so that Verizon and Baxter may proceed to close the sale transaction.”  (Conclusion of Law, #7, p. 15) The Draft Decision thus appears to assume that the Commission must act on both the proposed sale and the proposed ratemaking treatment at this time or Verizon and Baxter cannot close the sale.

ORA has no objection to approval of the sale.  ORA asks that the ratemaking treatment be considered separately, which the Commission has the authority to do.  While it considers the various ratemaking proposals, the Commission could approve the transaction and direct Verizon to establish a memorandum account to track the proceeds.  By deferring the ratemaking issue, the Commission would be able to develop a complete record on the different ratemaking alternatives, evaluate them thoroughly, and make a decision that takes into account, not just Verizon’s interests, but those of its ratepayers as well.

If the Commission does not defer the ratemaking treatment, then it should apportion the gains from the sales in a way that recognizes that Verizon’s ratepayers bore the risk of the investments since the 1980s and allocates the gains between shareholders and ratepayers accordingly.

IV. VERIZON’S RATEMAKING PROPOSAL 

The Draft Decision adopts Verizon’s ratemaking proposal.  Verizon proposed an allocation of the gross proceeds in proportion to the relative remaining net book values of buildings and land, or effectively 75.6% and 24.4% respectively.  (Application, p. 18.)  Proceeds of net book value of the buildings would be credited to the depreciation reserve; proceeds net of book value of the land would be recorded as other operating income.  (Application, p. 19.)  Gains from the sale of the land would be further adjusted to reflect assumptions of annual land gains that are already accounted for in Verizon’s start-up revenue requirement.  The portion of the gain on sale of land allocated to ratepayers would then be calculated based on a mechanism adopted in Commission Decision (D.) 93-09-038.  

A. The Land

The agreement adopted in D.93-09-038 recognized that a part of the gain on the sale of land was already captured in the initial revenue requirement established for GTEC and was used to set prices in the 1989 NRF decision.  To prevent ratepayers from benefiting twice from the gain on the sale of land in the future, D.93-09-038 provides that only gains on sale of land in excess of the $4 million built into the NRF initial revenue requirement would be returned to ratepayers.  If the gain on the sale of land is less than $4 million, ratepayers receive nothing.

Applying the formula from D.93-09-038 to the sale of the land in this case would result in no gain to the ratepayers if no other additional sale gain gets realized in year 2001.  Thus, although the Draft Decision states that, “[u]nder current accounting mechanisms, a portion of this gain is allocated to ratepayers,”  in reality, it is highly unlikely that there would be anything left to give to the ratepayers.  (Draft Decision, p. 9.)   The whole gain from the sale of the land would go to shareholders.  

B. The Buildings

As to gain from the sale of the buildings, Verizon’s proposal would effectively give all of that to shareholders.  Verizon’s proposal for the gain on sale from the buildings is based on salvage accounting principles.  (Application, p. 18.)  Salvage value accounting treatment is described by the FCC as follows:

“Retired units: This group includes major items of property, a representative list of which shall be prescribed by this Commission.  In lieu of the retirement units prescribed with respect to a particular account, a company may, after obtaining specific approval by this Commission, establish and maintain its own list of retirement units for a portion or all of the plant in any such account.  For items included on the retirement units list, the original cost of any such items retired shall be credited to the plant account, and charged to account 3100, accumulated depreciation, whether or not replaced.  The original cost of retirement units installed in place of property retired shall be charged to the applicable telecommunications plant account.”

“When the telecommunications plant is sold together with traffic associated therewith, the original cost of the property shall be credited with respect thereto in the accumulated depreciation and amortization accounts shall be charged to such accumulated accounts.  The difference, if any, between the net amount of such debit and credit items and the consideration received (less commissions and other expenses of making the sale) for the property shall be included in Account 7350, Gains and losses from disposition of certain property.  The accounting for depreciable telecommunications plant sold without the traffic associated therewith shall be in accordance with the accounting provided in 32.3100 (c) of this subpart.”

“At the time of retirement of depreciable operating telecommunications plant, this account shall be charged with the original cost of the property retired plus the cost of removal and credited with the salvage value and any insurance proceeds recovered.”

The FCC’s salvage value accounting treatment is inappropriate for the sale of the buildings at One Verizon Way.  Verizon’s headquarters buildings were not sold for “salvage;” salvage value accounting method is not appropriately applied to “used and useful assets” such as these.  The fact that the buildings at One Verizon Way are still used and useful is apparent from the fact that Verizon intends to lease back a large portion of them for about five more years.  (Section 9.1 Lease-Back Sublease.)   The practical effect of adopting Verizon’s salvage value accounting proposal is that ratepayers would receive no benefit whatever from the sale of the buildings under the NRF sharing mechanism.  

V. VERIZON’S RATEMAKING PROPOSAL FOR THE BUILDINGS IS CONTRARY TO LAW, COMMISSION POLICY AND THE INTERESTS OF VERIZON’S RATEPAYERS  

Verizon’s ratemaking proposal for the gain from the sale of the buildings is contrary to Public Utilities Code Section 451, the law and Commission policy regarding transfers of utility property, and the interest of Verizon’s ratepayers.   Moreover, Verizon’s proposal for the treatment of the buildings is inconsistent with its proposal for the treatment of the land and is not required by NRF.  Commission adoption of Verizon’s proposal for the gain on sale of the buildings would be legal error for the reasons described below.  

A. Verizon’s Ratemaking Proposal For The Buildings Is Contrary to Public Utilities Code Section 451 

Public Utilities Code Section 451 requires that all charges demanded or received by any public utility shall be just and reasonable.  Verizon’s ratemaking proposal for the buildings, if adopted, will result in rates that are unjust and unreasonable. 

According to Verizon’s Application, the book value of the buildings at One Verizon Way was $50,519,416 in 1985 when the property was put into service.  (Application, p. 8.)   The cost of buildings has been in Verizon’s rate base since 1985 and was part of the NRF start-up revenue requirement.  Thus, Verizon’s ratepayers have been paying the costs of these buildings in rates for 17 years. 

If the Commission adopts Verizon’s proposal, ratepayers will receive nothing from the sale of the buildings for which they have been paying year after year, yet the costs of those buildings will remain in rates. Rates based on such an inequity are neither just nor reasonable. 

B. Verizon’s Ratemaking Proposal Is Contrary to the Public Interest 

In considering applications submitted pursuant to Section 851 of the Public Utilities Code, the Commission has described the reasons for its review process as follows:

The purpose of [Section 851] is to enable the Commission, before any transfer of public utility property is consummated, to review the situation and to take such action, as a condition of the transfer, as the public interest may require.  (In the Matter of Pacific Bell (1998) D.98-07-006; 1998 Cal. PUC LEXIS 547*6.) 

As the California Supreme Court noted in the first case considering the predecessor of this section:

The commission’s power is to be exercised for the protection of the rights of the public interested in the service, and to that end alone.  (Hanlon v. Eshleman (1915) 169 Cal. 200, 202 TA \l "Hanlon v. Eshleman (1915) 169 Cal. 200, 202" \s "169 Cal. 200" \c 2 .)  

Of all the “public” interested in the service, Verizon’s ratepayers should be entitled to benefit from this transfer.  Verizon’s ratemaking proposal, however, gives them nothing.  Verizon’s shareholders would receive all of the gain from the sales of the land and the buildings.

C. Verizon’s Ratemaking Proposal Is Inconsistent and Fundamentally Unfair

Decision 93-09-038 protects Verizon against double–recovery by ratepayers for gains on sale from land.
  D. 93-09-038 only addresses land, it does not address sale of buildings. 

Thus while Verizon is protected against double recovery by ratepayers for the gain on sale of the land, nothing protects Verizon’s ratepayers against multiple recovery by shareholders for gains from the sale of the buildings.  The ratemaking proposal Verizon offers would allow Verizon to continue to collect the cost of the buildings in rates.  Verizon would also keep all of the gain from the sale of the buildings.  In addition, Verizon would keep what it identifies as operational savings from minimizing office space expenses (Application, p. 2.)  

This result is inconsistent with the proposed treatment on the sale of the land which prevents double recovery by ratepayers, but also protects them by requiring them to pay only once for plant investment costs.  Verizon’s proposal for the sale of the buildings is inconsistent and inequitable. 

D. NRF Does Not Require The Outcome Verizon Proposes

According to Verizon, since the sharing mechanism in NRF is currently suspended, the gain on sale of the buildings cannot flow to ratepayers.  No NRF decision, however, requires that ratepayers only receive gain on sale benefits by means of the sharing mechanism. “Under NRF, the Commission has repeatedly allocated directly to ratpayers via rate reductions at least some of the gains from the sale or transfer of utility property.”  (Order Instituting Rulemaking and Order Instituting Investigation for the Purpose of Assessing and Revising the New Regulatory Framework, September 12, 2002, R.01-09-001/ I.01-09-002, Appendix A, “Gain on Sale,” mimeo, p. A-7 citing, among others, D.95-10-035, 62 CPUC 2d 116, 177, 188 TA \l "D.95-10-035, 62 CPUC 2d 116, 177, 188" \s "62 CPUC 2d 116" \c 13 ; D.95-02-017, 58 CPUC 2d 614, 615 TA \l "D.95-02-017, 58 CPUC 2d 614, 615" \s "58 CPUC 2d 614" \c 13 ; D.94-06-011, 55 CPUC 2d 1, 43-45, 61 TA \l "D.94-06-011, 55 CPUC 2d 1, 43-45, 61" \s "55 CPUC 2d 1" \c 13 ; D.94-04-083, 54 CPUC 2d 268, 294, 295, 312 TA \l "D.94-04-083, 54 CPUC 2d 268, 294, 295, 312" \s "54 CPUC 2d 268" \c 13 ; D.93-09-038, 50 CPUC 2d 684, 690, 691, 695 TA \l "D.93-09-038, 50 CPUC 2d 684, 690, 691, 695" \s "50 CPUC 2d 684" \c 13  and D. 92-07-072, 45 CPUC 2d 109, 131, 138 TA \l "D. 92-07-072, 45 CPUC 2d 109, 131, 138" \s "45 CPUC 2d 109" \c 13 .) The Commission has also adopted divisions of gains on sale of property other than land by way of settlements.  ( See, e.g. Re Pacific Bell (1997) 73 CPUC 2d 57 TA \l "Re Pacific Bell (1997) 73 CPUC 2d 57" \s "73 CPUC 2d 57" \c 13 ; D.97-06-086, Finding of Fact 3. )  Though the settlements have no precedential value, they clearly could not have been adopted if they were inconsistent with the law and would not have been adopted if they were inconsistent with Commission policy.

NRF does not prevent the Commission from ensuring that gains on sale for property paid for by ratepayers are allocated fairly.  Gains can be allocated directly to Verizon’s ratepayers by reducing rates.

VI. THERE IS NO RECORD TO SUPPORT ADOPTION OF THE RATEMAKING TREATMENT FOR THE GAIN ON SALE OF THE BUILDINGS PROPOSED BY VERIZON

ORA asks that the Commission consider the appropriate ratemaking treatment of the gain on sale of the buildings in further proceedings.  In its Late-Filed Protest, ORA asked that the Commission address the ratemaking issues raised by this Application separately, either by consolidating this case with A.99-10-010, deferring the gain issue to Phase 3 of the NRF review, or allowing for evidentiary hearings in this docket.  (ORA’s Late-Filed Protest, p. 3.)  The Draft Decision rejects these proposals.  (Draft Decision, pp. 9-11.)  

ORA’s proposals are not the only alternatives, but a record must be developed to support the ratemaking treatment of the gains at issue or the Commission’s decision will not be legally sound.  The record in this case is wholly inadequate to support the ratemaking treatment proposed by Verizon for the gain on sale of the buildings at One Verizon Way. 

“The record” consists only of Verizon’s Application and ORA’s Late-filed Protest.  This is insufficient grounds to deny ratepayers any recovery for gains on sale of property for which they have been paying and will continue to pay in rates.  Commission adoption of this ratemaking treatment would not meet the standard of “substantial evidence in light of the whole record.”  

Further proceedings are necessary to consider a number of issues.  These include the portion of rates that is attributable to the costs of the property, the amount of operational savings Verizon will realize from the sale of the buildings and whether and how they should be considered in the allocation of the gain on sale, and the proper accounting treatment for the buildings.  As discussed above, ORA disagrees that “salvage accounting principles” apply here, and would present facts to show that the proper method is to amortize the net gain proceeds above the line as other operating net income, and to flow these through to ratepayers.   These and other issues should be considered by the Commission when it determines the appropriate treatment of the gain on sale at issue here.  Whether the Commission does so as part of a consolidation of this case with A.99-10-010, or in the Phase 3 of the NRF review, or in a separate phase of this docket, the Commission must develop a record that  supports a decision that is consistent with the law.

If, however, the Commission proceeds to ratemaking treatment now, then ORA recommends that a rate reduction be ordered to compensate ratepayers for the risks they have borne, and continue to bear, with regard to the property.  Alternatively, some other equitable ratemaking method should be adopted, such as a prospective reduction in Verizon’s rates to reflect the removal of the entire burden of One Verizon Way buildings’ investment, operation, and maintenance costs from rates.  As discussed above, ORA believes it would be legal error for ratepayers to receive no benefit from the sale, yet continue to be charged for property Verizon no longer owns. 

VII. CONCLUSION

ORA has no opposition to Commission approval of the sale, but asks that the Commission modify the Draft Decision to authorize Verizon to establish a memorandum account for the gain, pending further proceedings on the appropriate ratemaking treatment.  The portion of the Draft Decision that adopts Verizon’s proposed ratemaking treatment is contrary to law and Commission policy, and should not be adopted.

Respectfully submitted,


Laura J. Tudisco

Staff Counsel

APPENDIX

Proposed Findings of Fact

7. (Delete)

Proposed Conclusions of Law

1. (Delete)

3.   The appropriate ratemaking for this sale should be considered in further proceedings.

4. (Delete)

Proposed Ordering Paragraphs 

4. Verizon is authorized to establish a memorandum account to hold the gain from the sale of the Property pending the outcome of further proceedings to determine the appropriate ratemaking for the sale.     
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� “To calculate the recoverable gain for a year, first, gains on sales for that year are prorated and aggregated as described in Paragraph 9.d.  Then, GTEC shall subtract from that aggregate amount an annual credit of $4.0 million, as also described in Paragraph 9.d.  The remainder is the recoverable gain for that year.  The annual $4.0 million credit reflects the inclusion in GTEC’s start-up revenue requirement of land sale gains as operating income.”  (D.93-09-038, Appendix B, Para. 7.





� “Depending upon when the land was placed in operation, ratepayers may directly recover a portion of the gain, if any, realized when the land is sold. ….Gains which are to be directly returned to ratepayers are “recoverable gains.”…Ratepayers shall receive the recoverable gain through use of a billing surcredit to be included with GTEC’s annual price cap filing, as described in Paragraph 10.”  (D.93-09-038, Appendix B, Para. 7.)
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