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Reply Brief

Of The Office Of Ratepayer Advocates
I. INTRODUCTION

Pursuant to Rule 75 of the Commission’s Rules of Practice and Procedure and the briefing schedule set by Administrative Law Judge (ALJ) Kenney, the Office of Ratepayer Advocates (ORA) hereby responds to Verizon’s and Pacific Bell’s (Pacific’s) Opening Brief.  

Specifically, with regard to the resolved audit issues, ORA herein responds to statements made by Verizon regarding Exhibit 107 (Joint Exhibit) in its Opening Brief (OB).  Overall, the parties’ (ORA, Verizon, and TURN) joint stipulation to the resolution of the NRF audit report issues contained in Exhibit 107 is reasonable and meet the necessary Commission rules and requirements.  Accordingly, ORA reiterates its recommendation that the Commission adopt the Joint Exhibit in its entirety.

Both Pacific’s and Verizon’s Opening Briefs (OB) ask the Commission to reject ORA’s proposed ratemaking adjustment on the claim that it has failed to meet the three conditions designated in the Assigned Commissioner’s Ruling Establishing the Scope of the Proceeding (ACR).  Contrary to these claims, in its OB ORA shows that all of the ACR’s conditions have been sufficiently satisfied to support the adoption of ORA’s proposed ratemaking treatment of the resolved and unresolved financial audit adjustments.
  ORA’s proposed ratemaking adjustment to flow-through the impact of the financial audit adjustments directly to Verizon’s ratepayers is reasonable and should be adopted. 


Verizon argues that the only way to reflect the ratemaking impact of the financial audit adjustments is through its sharing mechanism.
  Contrary to its claims, Verizon’s sharing mechanism is not the appropriate regulatory vehicle to reflect such audit adjustments.
  Verizon’s only approach would insulate the company from the audit adjustments and not pass on any of the benefits from the audit disallowances adopted by the Commission to ratepayers.  The Commission has not limited itself to a single approach for all ratemaking circumstances. Therefore, adopting ORA’s ratemaking adjustment would not be inconsistent with NRF.


Verizon disputes ORA’s proposed $62 million audit adjustment related to GTE Directories’ (GTED) revenue.  The crux of Verizon’s claim is that the Commission has ceded its jurisdiction over yellow pages revenues.  Verizon is mistaken.  The Commission has not given up its jurisdiction over yellow pages revenue and it should not give up its authority over the affiliate relationship and the associated pricing requirements.  ORA’s audit adjustment of GTED’s over earnings is consistent with the present Commission rules and should be adopted.  


Verizon argues that its proposed changes to the Commission’s affiliate rules in Phase 1 should be made consistent with FCC rules.  The changes proposed by Verizon are significant, and should be addressed through a formal application, so the appropriate analysis and review of the proposed changes can be evaluated.  


Finally, Verizon alleges that ORA’s proposed remedial measures constitute a rewrite of the NRF structure rules, and that it is therefore illegal.  ORA’s remedial recommendation is to track Verizon’s earnings exceeding the benchmark rate of return of 12%, and to make Verizon’s rates subject to refund pending the conclusion of Phase III.  This recommendation in no way alters the structure of NRF.  The measures ORA proposes are necessary to restore the balance established between ratepayers and shareholders when NRF was established.  Since these issues will not be addressed until Phase 3 of this NRF proceeding, ORA’s remedial measures will allow the Commission to determine whether the findings in Phase 3 support ordering Verizon to reduce rates and/or refund any excess earnings.

II. AUDIT ISSUES - RESOLVED ISSUES 

In its OB Verizon makes various statements about the resolved issues contained in the Joint Statement of Resolved Audit issues, that either misstate the record or the scope of resolved issues. 

1. The NRF audit report findings and conclusions are supported by information provided by Verizon during the audit.

Verizon claims that some issues raised by the auditors related to affiliate transactions were unsupported.
  In fact, ORA’s auditors supported their conclusions and recommendations with the information provided by the company during the audit.  As noted by Verizon, Issues 17 and 26-27 were resolved subsequent to the issuance of the audit report because the company produced additional information and documentation, which was not made available during the audit.  The collaborative discussions allowed ORA’s auditors to weigh and consider additional information or changes implemented by Verizon to resolve these issues.

2. Verizon’s assertions regarding its “good faith” effort in determining Fair Market Value are unsupported.

Verizon asserts that its efforts to determine fair market value (FMV) were reasonable because they were based on methods routinely used by the business community to determine FMV.
  Verizon’s statement is unsupported by the record in this proceeding and should therefore be ignored.  In fact, there is no finding or conclusion made by the auditors in the NRF audit report, nor is there any factual information contained in Exhibit 107 which would allow the Commission to assess Verizon’s efforts to comply with the requirements for determining FMV prior to the resolution of this issue.

3. The applicability of the FCC’s definition of a corporate services company to Verizon Data Services Inc. is a disputed issue. 

Although Verizon has agreed to make the cumulative adjustments recommended by ORA’s auditors related to Issues 43-44, the question of whether Verizon has complied with the affiliates rules remains.  Accordingly, Verizon’s claim that Verizon Data Services Inc (VDSI) is no longer required to conduct market studies since VDSI meets the FCC’s service company definition is a disputed issue.  Indeed, it is ORA’s position that Verizon must continue to perform the necessary market studies as required by the Commission’s affiliate rules until the Commission has authorized VDSI to provide services at fully distributed cost.  This clarification should be part of the factual findings regarding Exhibit 107.

III. AUDIT ISSUES - DISPUTED ISSUES

A. ORA’s Recommended Financial Audit Adjustment of GTE Directories Company’s (GTED) Earnings Should Be Adopted

At page 22-23 of its Opening Brief, Verizon argues that because the FCC does not label the relationship between Verizon and GTEDC an affiliate relationship, this Commission is obliged to do the same.  As explained by witness Dismukes, the Commission should reject this suggestion.  The FCC order cited by Verizon (Ex. 211) specifically recognizes that states have the authority to impute such revenues to regulated carriers, regardless of the FCC’s treatment.
 This Commission as well as numerous other state commissions are not bound by the FCC’s rules for a variety of reasons.  The fact that part of the relationship involves the sharing of revenue does not somehow make this affiliate relationship different from others.  On numerous occasions, this Commission has addressed affiliate relationship between GTEC and GTEDC, or its predecessor
.  GTEC has offered no evidence of change or other circumstance that would warrant a different treatment by the Commission now.  The Commission should reject GTEC’s urgings to follow the FCC’s practice and instead continue to treat the relationship between GTEC and GTEDC as an affiliate relationship.  

Verizon also argues that the Commission has never applied its affiliate pricing rules to the relationship between GTEC and GTEDC.  GTEC’s claim begs the question—the complete requirements for the Commission affiliate rules were not in effect prior to June 24, 1991.  The requirement to file a California specific cost allocation was ordered by the CPUC in D.91-07-056, 41 CPUC 2d 89, 129 O.P. 2h.  In D.91-07-056 the Commission ordered, “LECs shall maintain California cost allocation manuals that reflect cost allocation requirements of this Commission and shall file an advice letter for any proposed revisions for intrastate purposes in their federal cost allocation manuals.”  (Audit Report, pp. 7-1 – 7-5.)  The current NRF Audit represents the first instance wherein the Commission has had the opportunity to apply the affiliate transactions rules required by

D.91-07-056, 41 CPUC 2d 89, 129 O.P. 2h.  Moreover, while the Commission has not “applied” its affiliate pricing rules to the relationship between GTEC and GTEDC, it has on numerous occasions recognized the affiliate relationship
.  The Commission should not now ignore this relationship simply on the basis of GTEC’s urgings.

Third, GTEC suggests that that studies conducted over ten years ago somehow demonstrate the reasonableness of the affiliate relationship between GTEC and GTEDC
.  GTEC’s reliance on these outdated studies is a last ditch effort to salvage the fact that GTEC never conducted any studies of its relationship with GTEDC.  The Commission should reject GTEC’s claims that these studies’ conclusions demonstrate the reasonableness of the arrangement between GTEC and GTEDC as well as the methods employed for sharing the yellow pages revenue
.  Decade-old studies cannot and should not be used to somehow now justify the affiliate relationship, pricing, and revenue sharing.  If the Commission believed studies were only necessary every decade or so it would not have directed that such studies be conducted much more frequently.  In GTEC’s last rate case, the Commission found: 

We have long maintained that a market test is the best way to review the reasonableness of an affiliate relationship.  We believe this is true not just for ratemaking purposes, but also as an ongoing management tool for utilities to use….  

Properly managed, an analysis of competitive alternatives ought to reduce cost.  We are puzzled by General's assertions that ratepayers would face risks from such a procedure.  While we recognize that the good working relationship that General has with Dir Corp is probably of some value in itself, such relationships can also be developed with unaffiliated publishers. 

We will require that General perform a full competitive analysis of its options for directory publishing and submit it to CACD no later than March 31, 1989.  (Decision No.  88-08-061, Application No. 87-01-002 (Filed January 5, 1987), Investigation No. 87-02-025 (Filed February 11, 1987), California Public Utilities Commission, August 24, 1988. (Emphasis Added.)

The Commission’s use of the term “ongoing management tool” cannot reasonably be construed as meaning every 10 years or more.  The Commission should accord Exhibits 210 and 211 little weight as a justification of Verizon affiliate relationship with GTEDC.

Finally, GTEC argues that the adjustments ORA recommends should be rejected because they are ratemaking adjustments.  Verizon confuses the old ratemaking adjustment with the ongoing application of the affiliate transaction rules under NRF.  The avoidance of cross subsidies and anticompetitive effects is one of the stated goals of NRF.
  The Commission recently rejected Pacific Bell’s argument that Section 728.2(a) eliminates the need or ability to consider yellow page revenues in establishing rates for other services.
  The Commission has not given up its jurisdiction over yellow page revenue and it should not give up its authority over the affiliate relationship and the associated pricing requirements.

B. The Commission Should Investigate GTED’s Electronic Yellow Pages.


GTEC’s argument that it has no interest -- financial, legal, or otherwise -- in any electronic directory made available by GTEDC to the public should be rejected. 
  As ORA’s rebuttal testimony points out, the electronic version of the directory is an extension of the paper version; in fact, they are bundled together as an integrated advertising service.
  There is an affiliate relationship between Verizon and its operating companies and GTEDC which warrants further investigation.  Among other things, the investigation needs to determine if any of the electronic yellow pages operations should be included in GTEC’s yellow pages revenue sharing arrangement with GTED.  Rather than accept GTEC’s claims as fact, the Commission should investigate this issue further.

C. Verizon’s Actions Argue That A Ratemaking Adjustment Is Necessary. 

Verizon states that: “The price charged to the third-party is a market rate, and the transaction presents no possibility of an improper subsidy between the affiliates.”
  Yet, Verizon’s challenge to the Commission’s reporting requirements for directory revenues and expenses since January 2000 provides proof to the contrary.  As Verizon’s witness Heuring testified, Verizon changed its contract with Verizon Information Services (VIS), its publishing affiliate, from a revenue sharing arrangement, to what is call a “fee-for-service” arrangement.  Verizon experienced a substantial loss of shared directory advertising revenues as a result of Verizon’s voluntary elimination of the Publishing Rights fee, which caused Verizon’s intrastate reported rate of return to fall more than 250 basis points in the year 2000. 
  Verizon, by “corporate fiat” is easily able to determine the amount of payments its affiliates make to its regulated operations.  This allows Verizon to manipulate its reported results of operations.  Commission accounting rules, and ratemaking adjustments to enforce those rules, like ORA’s proposal in this case, are appropriate and necessary to limit the type of manipulation of income that Verizon is attempting to accomplish in this case.  
Moreover, Verizon weakens its arguments against the need for an enforcement mechanism like ORA’s ratemaking adjustment, by its insistence on excluding directory revenues from its reported results of operations.  The Commission has never excused Verizon from the reporting requirement that directory revenues be included in above-the-line reported operations.  Nonetheless, Verizon unilaterally “forgave” the payment from its publishing affiliate and used reported results of operations that exclude directory revenues and expenses in its testimony and exhibits in this very case.  (Exhibit 201, p. 7, and Exhibit 212.)  Verizon’s actions in this proceeding emphasize the need for a ratemaking adjustment to provide Verizon the needed incentive to comply with Commission reporting requirements.

Changes To The Affiliate Rules

1. The affiliate pricing rules should not be modified to permit an exemption from performing market studies for service companies.

Instead of requesting that the FCC’s service company affiliate pricing rules should apply to GTEDS (now Verizon Data Services, Inc., VDSI) and Verizon Information Technologies Inc. (VITI),
  Verizon now requests that the Commission change its rules such that fully distributed cost pricing can be used for affiliates that “qualify” as service companies.
  If this is now GTEC’s position, then GTEC should petition the Commission as Pacific Bell did.  GTEC should not be permitted in this NRF proceeding to modify its current requirements.  Rather, GTEC should file a formal application and a full review of its proposal should be made before any changes are made.

2. GTEC’s request to increase the dollar threshold for market study exemptions has limited utility.

While GTEC correctly characterizes ORA witness Desmukes testimony that the Commission should retain the $100,000 threshold to ensure that unregulated affiliates do not have a competitive advantage over other CLECs, it incorrectly states that “Ms. Dismukes acknowledges in her direct testimony, these marketing-type services are provided by outside vendors essentially as a pass-through of market prices, and there is no need for a fully distributed cost comparison.”
  The services to which Ms. Dismukes is referring are not the services referenced by GTEC.  Verizon OB. pp. 19-20.  Instead, the services referred to by Ms. Dismukes are those described on pages 21-15 through 21-36 of the Audit Report.  The marketing and advertising services to which GTEC refers is addressed on page 21-34 and constitutes one-half of a page.  The marketing type services to which Ms. Dismukes refers in recommending the retention of the $100,000 threshold is substantially more than the marketing services provided by outside vendors.  With the exception of the services addressed on page 21-34 of the Audit Report, all other marketing-type services provided by GTEC to unregulated affiliates, including its CLEC are provided by GTEC personnel.  GTEC’s mischaracterization of Ms. Dismukes testimony should be rejected and the recommendations of ORA should be accepted.  Retention of the $100,000 threshold for services will aide in the monitoring of very valuable services provided by GTEC’s regulated operations to unregulated affiliates.  Contrary to GTEC’s assertion, Ms. Dismukes’ rationale for not raising the threshold for services is supported by her testimony and the Audit Report. 

3. The Commission should reject GTEC’s request to apply the FCC’s prevailing price methodology.

ORA recommends that the Commission reject GTEC’s request to use the FCC’s prevailing price methodology.  Switching to the FCC’s prevailing price approach is a major change from the present Commission affiliate transaction rules.  The Commission needs to evaluate how GTEC will demonstrate its percentage of sales to non-affiliates exceeds the Federal Communications Commission’s (FCC) 25% threshold.  Furthermore, the Commission may determine, unlike the FCC, that the threshold should be greater than that established by the FCC.  Evidence needs to be taken to ascertain what the appropriate threshold is.  No such evidence has been offered in the instant proceeding.  Likewise, the Commission needs to develop rules to prevent potential problems related to utilities applying “prevailing price.”  ORA recommends that GTEC’s proposal that the Commission conform to the FCC’s prevailing pricing approach be addressed through a formally filed application.

Phase I is not the proper forum to address GTEC’s request to make major changes to the Commission’s affiliate rules.

Verizon’s recommendation that recently restructured affiliates (now designated as service companies) apply fully distributed cost, instead of the present pricing rule of lower of cost or market, and to use prevailing pricing are major differences from the Commission’s existing rules.  

Phase 1 of this proceeding is not the appropriate forum to address Verizon’s proposed affiliate price rule changes.  The proposed changes are significant and go beyond the audit period.  Additional discovery and evidence need to be gathered before ORA and the Commission can evaluate GTEC’s proposed change.  ORA recommends the Commission reject Verizon’s proposed changes. Instead, Verizon should be required to file a separate application for its proposed changes to the Commission’s affiliate pricing rules.

D. Conclusion and Recommendations

ORA recommends that GTEC’s expenses be reduced by $20.5 million in 1996, $6.2 million in 1997, and $35.6 million in 1998.  ORA also recommends that studies be conducted bi-annually to demonstrate that the price charged GTEC is the lower of cost or market.  In addition, ORA recommends that because of the publishing of electronic yellow pages, GTEC should study alternative ways to construct the directories contract such that the impact of new technologies is considered.  ORA recommends that the Commission reject GTEC’s request to use fully distributed cost for “service companies” and to conform to the FCC prevailing price approach.  ORA does not object to raising the threshold for a market study from $100,000 to $500,000 for assets, but recommends that for expenses (services) that the threshold remain at $100,000.  Finally, ORA recommends Verizon be required to file a formal application to address the application of fully distributed cost for services provided from VDSI to Verizon-California, and its proposal for the Commission to adopt the FCC’s standard of prevailing price.

IV. RATEMAKING ADJUSTMENT

A. ORA has fully met the conditions set by the Scoping Memo to support a ratemaking adjustment.


Verizon argues that ORA has failed to meet the Scoping Memo conditions to support a ratemaking adjustment to flow-through directly to Verizon’s ratepayers the cumulative total of the audit adjustments.
  Pacific’s OB also makes similar arguments to Verizon.  Contrary to these claims, ORA has meet all three criteria set forth in the ACR.  

The record in this proceeding supports ORA’s conclusion that Verizon’s sharing mechanism is not the appropriate mechanism for the ratemaking treatment of the audit financial adjustments.  The Commission should flow-through to ratepayers the cumulative total of the resolved and disputed adjustments adopted by the Commission in its final Phase 1 decision in this proceeding.
  Only a direct flow-though of the audit disallowances will assure that ratepayers benefit directly.  ORA’s recommendation forms a reasonable ratemaking mechanism that addresses the previously unresolved problem of how this and future audit adjustments under NRF should be handled.

B. Scoping Memo Standard

The Assigned Commissioner’s Ruling (ACR) designated for evidentiary hearings ORA’s issue regarding the ratemaking treatment of the financial adjustments recommended in Verizon’s NRF Audit Report.
  The ACR requires parties addressing the ratemaking issue, to show that any proposed ratemaking adjustment has a clear and direct connection to ORA’s audit report, is legal (e.g., does not constitute an impermissible form of retroactive ratemaking), and is consistent with NRF.
  

In addition to the three criteria above, Pacific asserts that “In order for ORA’s flow-through ratemaking adjustment proposal to be appropriately considered in Phase 1” five conditions must be met.
  The additional conditions claimed by Pacific are: “4) a proposed revision to NRF must be remedial; and 5) the need for the remedy must be immediate.”
  Neither Verizon, TURN, nor ORA agree with Pacific’s interpretation of the scoping memo.  This erroneous claim appears to arise from Pacific’s merging two separate issues.  Specifically, the first part of the ACR text that Pacific quotes relates only to revisions to the NRF.  This is readily apparent when the full text of the section Pacific cites is examined.  The actual text of the section provides that:

Parties may also recommend remedial measures that should be implemented at the conclusion of Phase 1 in response to the Verizon audit.  However, parties may not recommend revisions to NRF in Phase 1 unless the revisions are remedial actions that should be implemented expeditiously.

In contrast to the first section, which went to revisions to the NRF that should be implemented at the conclusion of Phase 1, the second section in the ACR that Pacific references addresses ratemaking adjustments in Phase 1.  As set forth in the ACR:   

ORA also states that it should be allowed to propose ratemaking adjustments in Phase 1 that are based on its audit.  This matter appears relevant to Phase 1, but parties will have the burden of demonstrating that any proposed ratemaking adjustment has a clear and direct connection to ORA’s audit report, is legal (e.g., does not constitute an impermissible form of retroactive ratemaking), and is consistent with NRF.

The two issues are as fundamentally different as are the ACR’s directives regarding them.  While ORA proposes ratemaking adjustments, many of which are contained in the jointly prepared matrix, ORA also proposes remedial measures such as the establishment of a memorandum account.  Pacific’s attempt to merge these different criteria is contrary to the directives of the ACR, and should be afforded no weight and rejected.

1. ORA’s Proposed Ratemaking Adjustment Has A Clear And Direct Connection To ORA’s Audit Report.

Verizon argues that ORA’s proposal is unrelated to the nature of the audit recommendations
 while Pacific argues that ORA’s proposal fails because ORA did not show ratepayers were actually harmed by Verizon’s misallocations and noncompliance with affiliate transactions.
  Both Pacific and Verizon attempt to create a standard that goes beyond what was set out in the ACR.  These arguments are flawed and should be given no weight by the Commission.


Verizon’s challenge to the sufficiency of ORA’s showing of a connection between ORA’s recommended adjustment and specific audit findings is without merit.  ORA fully demonstrates a direct relationship between the adjustment and the audit issues found in the report (which are also part of the Joint Statement Reflecting Resolved) in its OB.
 
 


Verizon’s argument that the proposed adjustment is unrelated to the nature of the audit recommendations is flawed.  Verizon alleges that ORA cannot both rely on resolved issues and the findings of the NRF audit report to support its ratemaking recommendation.  When Verizon agreed to make corrections to its reported earnings for the resolved financial issues, Verizon was well aware that ORA intended to propose a direct flow-through of the audit adjustments to ratepayers.
  

Verizon’s attempt to de-emphasize the significance of over allocating cost to its California operations in the use of the I versus S factor should be given no weight.  Verizon claims that other Commissions found its use of the I factor reasonable, but provides no source documentation to support this claim. 
  Furthermore, Verizon’s assertion that ORA’s auditors may have reached different findings if the documents were available to support the I factor is speculative, contrary to the facts, and should be disregarded. 
  Contrary to Verizon’s allegation, ratepayers were placed at risk of potentially higher rates due the misallocations of these costs to California operations.

Verizon’s claim that ORA’s proposal lacks sufficient connection to the proposed directory adjustments should also be disregarded.  The support for this disputed adjustment is set forth more fully and forcefully in Section III.A of this reply brief.  Ultimately, the examples provided by Verizon fail to show that ORA’s proposal is arbitrary or lacking a sufficient connection to the audit. 

Pacific’s claim that ORA’s proposal is deficient because it fails to show actual harm assumes a standard that does not exist.  That is, while Pacific devotes substantial time and effort to its argument that ORA hasn’t shown actual harm, no where in their OB do the identify a case, decision, or ruling that requires such a showing.  Instead, Pacific bases its claim, and indeed its entire argument, on its own unsupported assertion that, “For a remedy to be considered valid under the requirements of the Scoping Memo, it must have some rational relationship to actual harm suffered or found.”
  The facts of record show that ORA has shown a clear and direct connection between its proposed ratemaking adjustment and the audit report.  As part of this showing ORA has established how both ratepayers and the Commission have been harmed.  Pacific’s claim that ORA has failed to show the requisite nexus between its proposal and the audit report should be rejected as it derives from Pacific’s false and misleading claims about the applicable standard.  

2. ORA’s Recommendation Is Legal and Does Not Constitute Retroactive Ratemaking 

a) The Standard Of Review

ORA has demonstrated that its proposal is reasonable and bears a direct relation with the risk incurred by Verizon’s ratepayers as a result of Verizon’s cost shifting behavior.  Verizon and Pacific argue that ORA’s proposal violates the ban on retroactive ratemaking; Verizon also argues that it arbitrarily changes rates
 on the basis that it is a ratemaking procedure designed to capture revenues under a previously authorized structure.
  

TURN provides a thorough and informative discussion of the case law governing this issue.
  As TURN appropriately notes, the statutory and case law makes it clear that the adjustments to reflect the audit results are not the type of “general ratemaking” that might be prohibited under PU Code Section 728.
  Therefore, contrary to Verizon’s claims, the Commission may consider and enact alternate mechanisms to flow-through the financial audit adjustments.


ORA’s proposal meets the legal standard established by the case law and is consistent with the Commission’s directive in this proceeding.  ORA’s recommended adjustment is entirely prospective in nature.  A ratemaking adjustment is necessary as the direct result of Verizon’s misallocation of costs and revenues to its regulated California intrastate operations.  Simply adjusting Verizon’s reported earnings, as Verizon proposes to do, for the issues identified in Exhibit 107, is insufficient.
  Verizon’s proposal leaves both its ratepayers and shareholders insulated from the financial effects of restatement.  ORA’s rate adjustment will ensure that, on a going forward basis, Verizon will implement and follow the commitments that it made in the collaborative process.  Without a financial consequence, there is little incentive for Verizon to abide by the commitments it has made.

b) Pacific mischaracterizes ORA’s testimony.

The ORA admissions alleged by Pacific in its OB represent an improper attempt by Pacific to restate the deposition of Mr. Sanchez.
  As previously noted, rather than solicit Mr. Sanchez’s understanding of retroactive ratemaking during hearings or deposition, Pacific improperly attempts to attribute an interpretation to him that better suits their purposes.
  This trend is continued in Pacific’s OB.  For example, Pacific states that ORA took an inconsistent position after acknowledging that sharing is an appropriate mechanism for handling audit adjustments.
  ORA’s position is not inconsistent; it provides the Commission an alternative for the Commission to flow-though the audit adjustments due to the unique situation of Verizon’s sharing mechanism.

Similarly, Pacific states that it was ORA’s intention to apply the ratemaking adjustment to Pacific’s audit results, but that ORA shifted its position because it was unable to meet the scoping memo criteria.
  This is baseless conjecture.  Counsel for Pacific is aware that ORA’s testimony in Phase II has yet to be completed and that the witness in this phase of the proceeding is not participating in Phase II of the proceeding wherein Pacific’s audit will be at issue.  Accordingly, the witness could not make statements going to what ORA would do in the next phase of the proceeding, let alone why ORA would do it.  Instead, the response simply states that ORA’s recommendation in this proceeding does not apply to Pacific, and that other staff in ORA will be reviewing Pacific’s audit results in regards to the treatment of 1999 audit adjustments.
  

Verizon argues that ORA’s proposed ratemaking adjustment constitutes improper retroactive ratemaking.
  To the contrary, ORA’s prospective refund adjustment does not in any way disturb the rates that the Commission authorized Verizon to charge during the historical audit period.  It is a fact of record that ORA’s adjustment is not based on any particular service rate charged by Verizon, and that ORA is not proposing that the Commission recalculate the companies revenue requirement to rebalance rates.
  As noted in ORA’s OB, Verizon acknowledges that some ratemaking adjustment may be appropriate, but that it should only be reflected through the company’s sharable earnings calculation.
  Simply flowing the audit adjustments through the sharing mechanisms insulates the company from any impacts of the NRF audit, provides no compliance incentive, and reaches an unjust result.


None of the cases sited by Verizon establish a rule that insulates the company or prohibits the Commission from imposing a ratemaking adjustment when utilities fail to comply with Commission cost allocation and affiliate rules.  


Verizon also alleges that the sharing levels established in D.95-12-052, which were in effect during the audit period, were determined to be just and reasonable.
  Verizon does not, and indeed cannot, provide a site to D.95-12-052 that supports this claim.  Simply put, D.95-12-052 does not conclude prospectively that the sharing levels during the audit period 1996-1998 resulted in just and reasonable rates.   

ORA’s proposal does not constitute retroactive ratemaking and should be adopted as a reasonable approach that allows Verizon’s ratepayers to directly benefit from the final audit disallowances adopted by the Commission. 

3. ORA’s Recommendation Is Fully Consistent with NRF

Under traditional ratemaking, the Commission historically reflected the adopted ratemaking adjustments, on a dollar-for-dollar basis, through Verizon-C’s revenue requirements calculation.  Because the Commission no longer conducts rate cases under the NRF, the revenue requirements calculation is no longer available for this purpose.  Therefore, the principle ORA is recommending be applied in this case, is that ratepayers should be no worse off under NRF than under traditional cost-of-service regulation.  Simply dismissing further consideration of the audit report’s financial adjustments because the Commission no longer conducts general rate cases for Verizon fails to make ratepayers whole, and will provide no incentive for Verizon’s future compliance.  In fact, it will do the opposite.

a) The Commission is allowed to deviate from the Roseville case base on special circumstances pertaining to Verizon. 

Verizon argues that the treatment of Roseville’s NRF audit results in 

D.01-06-077 should direct how their audit adjustments are treated.  In Roseville the Commission ordered the sharable earnings to be restated to reflect the adopted audit adjustments.  ORA’s proposal differs from the approach applied in 

D.01-06-077 because of the special circumstances of Verizon’s sharing mechanism.  Unlike Roseville, Verizon’s 50/50 sharing has been eliminated.  A flow-through of the audit adjustments in the sharing mechanism would have  no financial consequence on Verizon and would render the NRF audit financial adjustment moot.   

More generally, the Commission is not bound by the Roseville decision.  In particular, the Commission explicitly reserved its right under NRF to fashion remedies, as may be appropriate to the given problem.
  A ratemaking adjustment to reflect the financial consequences of audit results will encourage Verizon to improve compliance in the long run.  Without such an adjustment, this and future NRF audits will fail to have their intended effect of helping to ensure Verizon’s compliance with Commission policies.  More importantly, a refund of the Commission-adopted adjustments is fair because it also compensates ratepayers for the unnecessary risk of cost shifting to which Verizon has exposed them.

b) The Workshop III Report does not exclude the type of audit adjustment at issue here.




Verizon argues that the Workshop III report excludes the type of adjustment proposed by ORA.  Verizon misconstrues the discussion in the Workshop III report about which circumstances in the future should flow-through the Z factor adjustment.
  The Workshop III report specifically states that, “The Commission always retains the authority to adjust for penalties and disallowances for expenditures it judges to be improper—be they improper rate base investments or improperly incurred expense.”  (Exhibit 207, P. 16)  Contrary to Verizon assertions, the Workshop III report does not preclude the type of audit adjustment now at issue. 

Verizon also argues that the audit adjustments do not have a direct impact on ratepayers, and that only adjustments that have a direct impact on ratepayers, such as penalties or disallowances associated with poor service quality and marketing abuses should be flowed-through directly to ratepayers.  However, the Commission did not limit itself to the circumstances noted in the Workshop Report III:

While the report’s recommendation appears reasonable for circumstances that the parties appear to have in mind, we hesitate to promulgate a rule to cover all circumstances.  We prefer to deal with this issue, as particular circumstances are brought to our attention.  We believe that parties share our desire to preserve flexibility to fashion remedies as may be appropriate to the given problem.


As set forth above, the Commission did not limit itself to any particular circumstance or prescribe a set approach for treating all ratemaking penalties and disallowances.  Instead the Commission chose to preserve its flexibility.  Furthermore, because the term disallowances does not exclude those adjustments recommended as a result of regulatory audits, the Commission’s adoption of ORA’s recommendation for the ratemaking treatment of Verizon’s financial audit adjustments would be consistent with NRF.  

The Commission’s criteria analysis for a Z factor or LE is not applicable in this case. 

Verizon argues that ORA’s proposal fails to satisfies the nine criteria set by the Commission.
  Verizon advocates a narrow reading of previous decisions related to what cost would qualify under a Z factor of LE factor.  The nine criteria framework adopted by the Commission come into play where a NRF utility applies for recovery of exogenous costs.  (See 55 CPUC 2d (1994) 1, 36-41.)  However, in cases where the Commission mandates ratemaking adjustments these criteria are inapplicable.  For example, in D.97-03-067, the Commission ordered Pacific to refund to ratepayers $248 million over five years.  These refunds were reflected in Pacific’s price cap filings as a Z factor adjustment.  There is no consideration in D.97-03-067 of whether the Commission ordered refunds meet the nine criteria to qualify as a Z factor adjustment.  Thus the criteria would not be applicable were the Commission to order ORA’s proposed ratemaking adjustment.  Neither Verizon nor Pacific assert that the Commission lacks the authority to mandate a Z or LE factor adjustment, if necessary. 

V. PHASE 1 REMEDIAL MEASURES

A. The Scoping Memo does not require that a ratemaking adjustment be further justified as a remedial measure to Phase 1.

Verizon states that ORA self-describes its proposal as a remedial measure.
  Rather than speak to those parts of ORA’s proposal that actually does identify  remedial measures (ie. The proposed memorandum account) Verizon suggests that ORA’s ratemaking proposal (ie. The dollar for dollar flow through) is itself remedial in nature.
  Verizon makes this unfounded claim in an attempt to argue that ORA’s ratemaking proposal is a revision to NRF that must be justified as a remedial measure.
  Contrary to Verizon’s claim, the facts of record establish that ORA’s proposed ratemaking adjustment is not a remedial action, since it does not alter the NRF structure,
 and is consistent with NRF.
  Verizon’s attempt to construe ORA’s proposal as something other than what it is, and then impose additional conditions not required by the Scoping Memo should be dismissed.

B. ORA’s Remedial Measures Are Legal and Do Not Violate The NRF Structure.

ORA recommends that the Commission immediately order that Verizon’s rates be made subject to refund, pending the conclusion of Phase 3 of this NRF proceeding and that, as a remedial measure, a memorandum account be established to track Verizon’s excess earnings above the appropriate benchmark of 12% rate of return.  Verizon argues that ORA’s remedial measures would rewrite the NRF rules before the conclusion of the NRF review and are patently illegal. 
  Verizon is wrong.  ORA’s recommendations do not violate the ACR, and are consistent with the Commission’s determination that issues associated with the sharing mechanism will be addressed in Phase 3 of the NRF review.  More importantly, they do not violate the Commission’s NRF rules.  

Verizon cites D.98-10-026 in support of its claim that its earnings are not subject to refund.  However, at the time the Commission found that NRF without sharing results in just and reasonable rates, the Commission did not have the benefit of the results of the Verizon’s NRF audit report.  This report shows that Verizon engaged in cost misallocations and did not fully comply with the Commission’s affiliate transaction rules.  The record in this proceeding fully supports ORA’s remedial recommendations as essential steps to restore the balance sought by the Commission between ratepayers and shareholders when NRF was established.    

ORA acknowledges that structural changes will be addressed in Phase III.
  To the extent that ORA’s recommendations change the present NRF structure, they are temporary measures intended to avoid irreparable harm and ensure that ratepayers interests are protected during the remainder of the proceeding.  As ORA notes, if rates are made subject to refund, and the Commission later finds in Phase 3 that earnings have been excessive, it will then have the regulatory flexibility to order Verizon to reduce its rates, and/or to refund its excess earnings to ratepayers, beginning with the effective date that rates were made subject to refund.
  

Finally, the Commission should also reject Verizon’s arguments that ORA’s recommendation violates the company’s settlement agreement to eliminate its 50/50 share band.  This claim is untenable and it violates the fundamental legal principle that for every wrong there is a remedy.  Verizon implies that the company should be allowed to keep all earnings between the benchmark and ceiling, even when it violates the Commission’s rules on cost allocations and affiliate transactions.
  Simply put, nothing in the adopted settlement agreement permits Verizon to violate the Commission’s accounting rules. 


Verizon’s claim that actual harm must occur to support ORA’s recommendations is not valid.

Pacific and Verizon argue that ORA failed to show that ratepayers were actually harmed as a result of the company’s improper practices identified in the NRF audit report and that therefore, no remedial measures are necessary. 
  To the contrary, ratepayers and the Commission have been significantly harmed by Verizon’ material financial misstatements.
  Because the Commission did not have the correctly stated results of operations in 1998 when it suspended the sharing and productivity mechanism, ratepayers lost the benefit of what may be billions of dollars during the period that sharing and productivity remain suspended.  The audit adjustments, even if flowed through, will not adequately compensate ratepayers for this loss.  Furthermore, ORA has demonstrated that the link between costs and rates continues to exist under NRF.
  For example, UNE rates include an allocation of corporate shared and common cost based on recorded financial data.  Also, some approaches to developing forward-looking cost studies rely on the use of historical data to develop trending information to determine cost.  

Verizon has argued that, for 1999 through 2000, its returns should be much lower due to the elimination of the sharing agreement with its directory affiliate.
  The Commission undertook a GRC type review to determine what amount of the terminated EAS payment previously received by the Roseville Telephone Company should be recovered in its local exchange rates from the California High Cost Fund-B.
  If the Commission were to allow Verizon to eliminate the directory revenues subsidy of over $100 million from its reported earnings, a similar GRC type review may be triggered.  Verizon could conceivably ask to increase basic residential exchange rates since the directory subsidy would no longer be there to lower the cost of providing residential telephone service. 

C. ORA’s Earnings Analysis Demonstrates Why The Recommended Remedial Measures Are Necessary.

As addressed in ORA’s OB, Verizon’s attempt to discredit ORA’s calculations of ROR should be dismissed.
  Furthermore, the Commission should not accept Verizon’s adjusted ROR numbers as shown on page 6 of Exhibit 201.  The calculated ROR and return on equity (ROE) are based on Verizon’s reported earnings filed with the Commission.
  Therefore, these are the appropriate numbers the Commission should rely on to measure Verizon’s excessive earnings.  More alarming, is the fact that Verizon made significant adjustments to its ROR for 1999 and 2000, which are unaudited.  These adjustments are primarily due to Verizon’s exclusion of hundreds of millions of dollars associated with its directory yellow pages revenue sharing agreement.  However, the Commission has not issued a resolution or decision allowing for the exclusion of the yellow pages revenues from Verizon’s 1999 and 2000 sharable earnings calculation.  The appropriate ROR for these years should include the amount previously imputed for yellow pages revenues. 

Verizon argues that its ROR, not ROE that is relevant.  In fact, ROE is a significant component of Verizon’s ROR calculation.  The Commission has allowed NRF utilities to manage their capital structure to determine the most efficient balance between debt and equity components.  This however does not mean that the equity portion of the calculation is meaningless.  Under ROR regulation, the Commission would determine a reasonable ROE for Verizon.
  As shown, in Exhibit 208, Verizon’s capital structure has changed significantly since its last general rate case.  Yet, Verizon’s recalculation of a 23.04% ROE using its rate case capital structure is 10.29% higher than the ROE of 12.75% authorized in D.87-12-070.  The Commission would have likely found an ROE of 23.04% to be excessive.  The appropriate ROE to rely on is one based on Verizon’s current capital structure, not one based on Verizon’s last GRC. 

By any conventional measure, Verizon’s ROE growth has soared to astounding levels, starting the period at 13% (1996) and ending at 31% (2001 estimated).
  These inordinately high earnings occurred subsequent to two events: first, the Commission’s elimination of sharing (1993); and second, the Commission’s removal of the ceiling ROR/earnings cap (1999).  This raises the question of whether the NRF framework favors shareholders’ and deprives ratepayers of the economic benefits resulting from Verizon’s inordinately high profits.  These financial results argue that the NRF balance has tilted in favor of Verizon shareholders. ORA’s remedial measures are necessary until the balance between Verizon’s ratepayers and shareholders can be restored.

VI. FREQUENCY OF NRF AUDITS

A. Monitoring reports do not supplant the need for audits of NRF utilities. 

Verizon implies that its monitoring reports provide ORA and the Commission an adequate opportunity to monitor all aspects of utility performance.
  However, monitoring reports do not supplant the need for audits to be conducted on a consistent and frequent basis.  For example, the findings of the audit report raises the issue of whether the years prior to the audit include misallocated cost which may affect the previous year’s level of sharing.
 

Verizon also questions the costs associated with the NRF audits.
  This is a non-issue.  Cost alone should not determine whether a NRF audit is conducted or not.  In any event, the Commission has not conducted a comprehensive audit of Verizon’s and Pacific Bell’s books and records since the inception of NRF, more than 10 years ago.  We can expect any subsequent audits to be lower in cost.

VII. OTHER ISSUES

Per the assigned Administrative Law Judges request, Verizon was required to submit two exhibits after the close of hearings.
  On April 12, 2002, Verizon submitted Exhibits 212 and 213.  ORA does not oppose having Exhibit 213 submitted on the record.  However, ORA takes issue with Exhibit 212.  This exhibit should not accepted without the appropriate corrections.


Exhibit 212 shows the amount of ORA’s resolved and disputed financial audit adjustments allocated to Verizon’s intrastate operations, and the effect on Verizon’s intrastate ROR by year.  A close review of Exhibit 212 shows that for the years 1999 through 2001 Verizon excluded the imputation of directory revenues in calculating its ROR.  By including the yellow pages revenues the appropriate intrastate ROR for the years in questions are as follows:

1999 17.61% 

2000 13.96%

2001 16.10%

Accordingly, Verizon should correct its ROR calculations to reflect the amounts reported to the Commission, which include the imputation of yellow pages revenues.  

In regard to the intrastate portion of the I factor adjustment, ORA is concerned about the inappropriate use of general and administrative account 6728 to conduct the CAM non-regulated split.  As stated in the NRF audit report, the accounts that used the I factor for allocations were in 6621 (Call Completion Services) and 6622 (Number Services) account series.
  Therefore, Verizon should apply the CAM percentages applicable to accounts 6621 and 6622, not account 6728.  

In conclusion, Exhibit 212 should not be accepted into the record until Verizon makes the corrections discussed above.

///

///

///

CONCLUSION

For the reasons set forth above, the Commission should adopt ORA’s recommendations in this proceeding.
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