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BEFORE THE
ARIZONA CORPORATION COMMISSION
PREPARED TESTIMONY OF
MICHAEL L. BROSCH

1 Q. Please state your name and business address.

2 A. My name is Michael L. Brosch. My business address is 740 North Blue Parkway, Suite 204,

. 3 Lee's Summit, Missouri 64086.

4 Q. By whom are you employed? _

5 A I am a principal of Utilitech, Inc., a consulting firm engaged primarily in utility rate and

6 regulation work. The firm's business and my responsibilities are related to special services

7 work for utility regulatory clients, including rate case reviews, cost of service analyses, l
jurisdictional and class cost allocations, financial studies, rate design analyses, and focused

9 investigations related to utility operations and ratemaking issues.

; | |
10 Q. On whose behalf are you appearing in this proceeding?

11 A~ I am appearing on behalf of the Utilities Division Staff of the Arizona Corporation

12 Commission (“Staff” or “ACC™). Utilitech was retained to review and respond to the
13 1 Application of US West Communications, Inc., (now Qwest), for a finding of junisdictional
14 earnings, fair value, fair rate of return and rate schedules. My work was coordinated with the
15 ' , efforts of Steven Carsfer of Utilitech and with Utilitech’s co-consultants, William Dunkel &
16 Associates and Mr. Stephen Hill. I have prepared this testimony and certain Exhibits described
17 ~ herein as aresult of such engagement. In general, my testimony addresses revenue issues and
18 adjustments. An executive summary of my testimony appears starting at page 5.

19 Q. Given the recent merger of U S West, Inc. and its subsidiaries into Qwest Corporation, how

will you refer to the Applicant in testimony?

UTILITECH, INC. ~ Pagel
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Staff’s testimony will continue to refer to the Applicant as “U S West” or “USWC”, in keeping
with the Company’s name in the Application and throughout the discovery responses and other

materials quoted fhroughout the testimony.

Will you summarize your educational background and professional experience in the field of

utility regulation?

I graduated from the University of Missouri, Kansas City, in 1978 with a Bachelor of Business

Administration Degree, majoring in accounting. I hold a CPA Certificate in the State of
Missouri and in the State of Kansas. I am a member of the American Institute of Certified

Public Accountants, the Missouri Society of Certified Public Accountants, and the Kansas

Society of Certified Public Accountants. Since completion of formal education, my entire |

professional career has been dedicated to utility operations and regulation consulting.

From 1978 to 1981, I served as a public utility accountant with the Staff of the Missouri
Public Service Commission. While employed by the Missouri Commission, I participated in
rate case examinations involving electric, gas, water, steam, transit, and telephone utilities

operating in Missouri.

In Decémber, 1981, I accepted employment with Troupe Kehoe Whiteaker & Kent, a Kansas
City CPA firm, in its public utility department. While with Trbupe Kehoe Whiteaker & Kent,
I was involved in the review, analysis, and p_resentétion of a wide range of utility rate case
issues and various other utility managemeﬁt advisory functions for both utility company and
regulatory agency clients. In May of 1983, I commenéed employmenf with Lubow McKay
Stevens ahd Lewis, an accounting and public utility consulting firm. While with that firm, I
was involved in numerous regulatofy proceedings and directed the conduct of a variety of

special projects.

UTILITECH, INC. ' Page 2
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In June 0f 1985, Dittmer, Brosch and Associates, Inc. (now Utilitech, Inc.) was organized. The
firm specializes in public utility regulatory and management consulting in the electric, gas,
telecommunications, water, and waste water industries. As a principal of the firm, I am
responsible for the supervision and conduct of the firm's various regulatory projects. A
majority of the firm's business involves representation of utility commission staff and
consumer advocate agencies in utility rate proceedings and special or focused investigations.
I have testified before utility regﬁlatory agencies in Arizona, Arkansas, Florida, Hawaii,
Illinois, Indiana, Iowa, Kansas, Michigan, Missouri, Nevada, New Mexico, Ohio, Oklahoma,
Utah, Washington and Wisconsin in regulatory proceedings involving electric, gas,

telephone, water, sewer, transit, and steam utilities.

Have you participated in many prior USWC regulatory proceedings?
Yes. My firm has represented regulatory agency clients in USWC proceedings in six different
states over the past 14 years.‘ With respect to Arizona, I have participated as Staff’s consultant
in the three most recent general rate cases involving USWC‘. I served as advisory consultant

to the Wyoming PSC Staff in rate case negotiations in that state. In Washington, I assisted the

Attorney General's Office in negotiation and subsequent review of USWC’s Alternative Form

~of Regulation (AFOR) plan in 1991, and then as a witness in the Company’s two most recent

Washington general rate cases. [ also testified ina 1999 Washington proceeding involving
directory imputation issues on behalf of the Washington Attorney General and other
intervenors. In 1997, 1 served as a revenue requirements and affiliated interest witness in the
USWC Utah rate case. I also consulted and submitted testimony regarding the recently
consummated Qwest / U S West merger on behalf of clients in Iowa, Utah and Washington.
I served as a witness in the pending New Mexico rate case, in support of the Public Regulation

Commission Staff’s revenue requirement position.

UTILITECH, INC. ' Page 3




AW N

10
11
12

14
15
16
17
18
19
20
21
22
23
24

O L N o »

'S

> RO

Direct Testimony of Michael L. Brosch
Docket No. T-1 QS 1B-99-105

Beyond USWC, I have considerable experience in the rate regulation of other regional Bell
telephone companies as well as maj orvindependent telephone companies and have addressed
the sources of value and imputation issues associated with directory publishing affiliates of

such companies on many prior occasions.

What is the purpose of your testimony in this Docket?

My testimony is responsive to the prefiled direct testimony, supplemental testimony and
related exhibits of Company witnesses Mr. George Redding, Ms. Ann Koehler-Christensen and
Ms. Nancy Heller Hughes. I sponsor and support a series of accounting adjustments related
generally to réx)enues, afﬁliate transactions, cash working capital and several special issues
raised in the Company’s filing. My work and Mr. Carver’s work is quantified in a series of
accouhting adjustments that are included within the Staff’s Accounting Schedules that are
bound within this volume. The specific adjustment schedules th'atvI sponsor are listed in the

index to my testimony and on the cover page of the Accounting Schedules.

What test period was employed in the performance of your work? ’

The basic test period was updated by USWC o the year ended December 31, 1999. In keéping
with the test year concept and cutoff explained by Mr. Carver, the data I relied upon and the -
calculations I performed are generally limited to known and measurable chahges as of
December 31, 1999 wifh an exception for the sale of rural exchanges now under consideration
by Commission in a separate Docket. Most of the major elements of the test period
presentation of Staff are annualized at year;end, to coincide with the use of a December 31,

1999 rate base, to the extent annualization adjustments are feasible and produce representative

- results. In certain areas where annualization adjustments are not feasible, the average test

period amounts are used by Staff and are adjustéd to restate for unusual or non-recurring

transactions or known and measurable changes in underlying data.

UTILITECH, INC. v ' Page 4 -
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EXECUTIVE SUMMARY

Q. What 1ssues within Staff’s revenue requirement presentation are addressed in your testimony?
i 2 A My testimony describes and supports adjustments proposed by Staff in the areas of revenue
{ 3 annualization, service quality program costs, uncollectibles, rent compensation, directory
4 imputatioh, cash working capital, affiliate transactions, public policy costs, unrecorded plant
5 retirements, fair value and the Company’s proposal for treatment of broadband services as well
6 as special ratemaking for reciprocal compensation.
7 Q. How are the revenue adjustments that you sponsor different from the Company’s proposed
8 adjﬁstments? |
9 A U S West has proposed the indiscriminate annualization of all revenue accounts baéed upon
10 December 1999 recorded revenues, multiplied by twelve (months) to arrive at test period
” levels. In essence, the Company proposes a “single-month” test period by the adjustments it
! 12 has proposed. The revenue annualization adju‘stmentsrin the Company’s case are not sensitive
. 1 13 to the different types of revenues contained in the various acéounts, SO as to recognize that
14 variability in non-recurring revenues in any single month makes USWC’s proposed single-
Ll15 month test period distortive of ongoing, normal revenues. The Company’s approach produces
16 ~ unreasonable results for ndn-recurring, local revenues, access revenues and miscellaneous
17 revenues.
“18 The Staff’s case, in coritraSt, utilizes an annualization approach that is sensitive to the
19 underlying nature of each type of revenue being adjusted. Only certain specific revenue
20 accounts contain recurring monthly charges that are stable from month to month, so that a
21 single month “times 12" approach can produce reasonable results. For these recurring
22 accounts, Staff’s reverue adjustrnenté generally coincide with USWC’s calculations. In other
23 accounts, no adjustment is proposed by Staff except to annualize ACC-approved rate changes.

UTILITECH, INC. Page 5
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The first four Sfaff operating income adjustments, Schedules C-1 through C-4, deal with

revenue annualization issues.

Please describe the directory imputation difference between Staff and USWC that is addressed

in your testimony.

Staff has imputed directory revenues based upon the stipulated $43 million level that was
previously agreed upon with Staff and approved by the Commission, rejecting the Company’s
position that imputation should cease. The $43 million directory imputation stipulation was
relied upon by the Company in its successful appeal reversing the higher ACC-ordered
imputation amount from the last USWC rate case. My testimony explains that imputation

should continue in recognition of the many benefits the directory publishing affiliate receives

~from its relationship with the regulated USWC business — benefits that are not fairly

compensated under the non-arm’s length Publishing Agreement that exists between the
affiliates. Idescribe and quantify a much higher imputation adjustment could be justified by
the financial performance of U S West Dex, which makes the per-stipulation $43 million

amount in Staff’s filing quite conservative to the benefit of the Company.

The Company’s vtestinvlony argues that it should now be excused from even the minimal $43
million imputation it had previously agreed upon with the Commission. According to
Company testimony, the cost of publishing white pages that is incurred by Dex should now
be treated as a “value” reducing the arno,uht of imputation. Another “value” in the form of
white pages revenues already recorded on USWC’s books is also proposed as a reduction to
imputation. Staff rejects these arguments since they completely ignore the large revenue
stream realized and retained by Dex from publishing white pages and yellow pages. My
testimony explains that the market value of U S West’s official directonies far exceeds the costs
of publishing them, such that Dex, USWC or another publisher could reédily publish the

directories without charging the telephone company such costs. Even the white pages in

UTILITECH, INC. Page 6




[, TN V. T S VS

~J

10
11
12

14

16
17
18
19
20

21
22

23

24

0

Q.

Direct Testimony of Michael L. Brosch
Docket No. T-1051B-99-105

isolation produce large revenue streams that serve to offset much of the costs of publishing
white pages, revenues that are ignored in the Company’s analysis. It must be recognized that
any prudent incumbent Bell telephone company would also to realize the large yellow pages
profits achievable from the exclusive right to publish the “official” directories. Imputation is
required to capture some of this profit opportunity for customers. Schedule C-5 sets forth

Staff’s imputation amount.

How are costs and foregone revenues associated with the Arizona service quality program

treated in the Company’s and the Staff’s revenue requirement calculations?
U S West would include all of the costs it incurs in waived charges, bpenalties and alternative

service arrangements under the Arizona Service Quality Plan Tariff as part of the revenue

‘requirement to be collected from ratepayers. Staff opposes rate case recovery of service

quality program costs from the general body of ratepayers as contrary to the intent of the
program, a disincentive to management to improve service quality, and fundamentally unfair
toratepayers. These costs represent penalties and remedies for inadequate service performance
by the Company. If such costs were simply re-allocated to other customers within rate cases,
the incentive to the Company to improve service quality is diminished. Management co,uld’
tolerate inadequate service and simply file rate cases to be made whole for any foregone
revenues or program costs that may result. Staff urges the Commission to adopt a policy of
non-recovery of service program costs and penalties. Schedule C-8 adds back the foregone

revenues and disallows the costs incurred under USWC’s Arizona service quality tariff.
Has the Staff proposed any adjustments for uncollectible revenues?
Yes. Uncollectibles are annualized in Staff’s filing, based upon recent actual uncollectible

experience of the Company, in Schedule C-7.

How is the Company’s broadband cable service in Arizona treated within Staff’s filing?

UTILITECH, INC. ‘ Page 7
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U S West has organized its broadband cable venture within a separate affiliate company and

has proposed the transfer of certain assets from USWC to this affiliate in a separate Docket

-before the Commission. In addition, this new affiliate entity requires considerable ongoing

support services‘ from USWC, which creates large affiliate transactions and yields significant
revenues and expense credits to USWC. Staff’s Schedule C-6 annualizes the test period
affiliate transac.tions with the new broadband affiliate, while Schedule B-6 reverses the
Company’s asset transfer adjustment, so as to recognize the suspension of USWC’s
Application prbposing these transactions. It may be necessary to later revise these adjustments

to reflect Staff’s position in the specific Docket established to address broadband issues.

Another revenue element is rent compensation recorded on USWC’s books for shared assets
among the state jurisdictions. How has Staff treated these revenues?

Rent compensation calculations are restated in Staff Schedule C-28, based upon the overall rate
of return being proposed by Staff witness Hill. The result of this adjustment is that rétepa}}ers
pay the same uniform rate of return on investment used to serve them, even if such investment

resides in other USWC state jurisdictions.

What other affiliate adjustments are included in Staff’s revenue requirement presentation?

Schedule C-9 includes a series of true-up adjustments to the affiliate billings applicable to ‘the

“test period. This adjustment is required to remove out-of-period bookings related to affiliate

transactions. Another adjustments is proposed at Schedule C-20 to partially disallow certain

“departmental costs from the U S West, Inc. parent entity that are not properly charged to

ratepayers. These costs include excessive senior executive management costs, corporate
development, strategic planning, legislative, public relations and cash management costs that
are of no direct tangible benefit to ratepayers. This adjustment is similar to the disallowance

of such costs ordered by the Commission in the Company’s last Arizona rate case.

UTILITECH, INC. Page 8
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Does Staff also propose partial disallowance of legislative and public relations costs incurred
directly by USWC?
Yes. In Schedule C-19, Staff has recognized that only 8 percent of the costs of USWC’s

Public Policy organization are classified below-the-line as lobbying or charitable activity on

" the books. Staff has increased this below-the-line allocation to 50 percent, in accordance with

the Commission’s order in the last Arizona rate case.

Are any changes in the jurisdictional allocation of costs addressed in your testimony?

Yes. I propose a small adjustment at Schedule C-21 to allocate a portion of employee
telephone service concessions to the interstate jurisdiction, so as to recognize that Company
employees work for the benefit of both interstate and intrastate customers and the cost of these
benefits should be equitably allocated across jurisdictions, in the same manner wages are

allocated.

How is reciprocal compensation treated in your testimony?

In Schedule C-30, reciprocal compensation is adjusted to appropriate test period levels by
reversing the Company’s adjustment that reaches into the yeér 2000 to include higher net
reciprocal compensation costs. My testimony also explains the many reasons why Mr.
Redding’s proposed automatic rate adjustment for reciprocal compensation should be rejected

by the Commission.

Have you proposed any revisions to the detailed calculations and allocations of costs to the ’
Arizona exchanges being sold by USWC to Citizens?

Yes. In Schedule C-29 I propose changes to the Company’s proposed expense allocations to
such exchanges, to include reasonable allocations of marketing and corporate operations

expenses to such exchanges being sold.

UTILITECH, INC. Page 9




Direct Testimony of Michael L. Brosch
Docket No. T-1051B-99-105

1 Q. Do you propose any adjustments to plant in service or depreciation expenses in your
testimony?
A Yes. I explain the serious issues raised by FCC auditors with regard to the Company’s plant

* asset accounting procedures and also describe certain apparent deficiencies in such accounting

on Arizona books. In Schedule B-1 certain plant asset balances that appear to be obsolete and

reflective of unrecorded retirements are removed from rate base, while the corresponding

N Y W R W

depreciation expense effects of such unrecorded retirements are quantified at Schedule C-22.

8 Q. Are you responsible for Staff’s calculation of cash working capital in rate base?

9 A Yes. Schedule B-4 represents the test period lead lag study of cash working capital that has \
10 been prepared by Staff. It includes several revisions to lag day values associated with the
11 payment of employee comperisation and benefits, interest expense, payroll taxes and
12 miscellaneous cash vouchers. In addition, Schedule B-4 recalculates cash working capital

based upon Staff’s revised test period revenue and expense amounts.

14 Q. Does tﬁis conclude your executive summary?

15 A | Yes.  However, I would note that Mr. Carver’s testimony describes how the Staff’s
16 adjustments sponsored by me and other witnesses are combined to derive the overall revenue
17 requirement for the 1999 test period.

UTILITECH, INC. ‘ Page 10
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REVENUE ADJUSTMENTS

'How has USWC quantified its annual test period intrastate revenue amounts in this Docket?

USWC has annualized all revenue accounts as of December 31, 1999, using a procedure in
which all revenue amounts in each sub-account recorded in December 1999 are simply
multiplied by a factor of twelve to determine the annualized amount. Where individual
revenue accounts or groups of accounts were thought to not contain representative recorded
amounts in December, the Company made limited “normalizing” adjustments to produce more
representative results. This “December times twelve” methodology was applied by USWC to
local service, intrastate toll, intrastate access and miscellaneous revenue accounts. The result
of the Company’s approach is to adopt a one-month test period for revenue measurement

purposes.

Does Staff agree that, as a matter of general principle, revenues should be annualized at year-
end levels?

Yes. In instances where it is feasible to quantify a reasonable year-end annualization
Aédjustment that is representative of ongoing conditions, such adjustments should be made.
This is in keeping with the use of a year-end rate base valuation and is consistent with
annualization of other revénue requirement determinants such as payroll and depreciatibn
expense. However, the indiscriminate multiplication of December 1999 recorded revenues
times 12 does not always produce reasonable results. Staff has more carefully applied
annualization methodologies that fit the factual circumstances and any observable trends in

each type of revenue earned by the Company.

In general, Staff has annualized the revenue accounts that are exhibiting meaningful trends and
for which reliable adjustments can be calculated. In certain instances, the observable trends

and relative stability in specific revenue sub-accounts caused Staff to concur with USWC’s

UTILITECH, INC. Page 11
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1 proposed December 1999 times 12 calculation. In other instances, variability in monthly
2 recorded revenues or the absence of meaningful trends in the data suggested either no
3 annualization or an alternative calculation approach. - '

4 Q. Are aertain types of revenues amenable to the Company’s proposed “one month times twelve”

5 methodology for annualization?

6 A Yes. Revenues'that are earned through a recurring monthly flat-rate charge can be reasonably

7 ~ quantified by looking at a single normalized month of recorded results and multiplying by
-8 twelve. Examples of such revenues include basic recurring charges for 1FR and 1FB services,

9 recurring charges for custom-calling features, and recurring charges for centrex and local
'10 private line services. Unlike message revenues or non-recurring éharges for installation of
11 services that can vary considerably from month to month, the recurring charges for basic local
12 and other services do not vary due to seasonal influences, the number of days in the month or

other potentially distortive influences. When a customer purchases basic local exchange

14 ~ service that is priced on a recurring monthly flat rate basis, the monthly recurring revenues in
. , 15 | any particular month are predictive of the revenues to be charged that customer on an ongoing
| 16 bas_is.' On the other hand, when certain customers make toll calls or incur installation charges,
17 ~ the amounts that are earned by USWC in a particular month do not reliably quantify ongoing

18 annual revenue levels by simply multiplying that month’s revenues by twelve.
19 Q. Can you illustrate the difference in variability of rhonthly revenue amounts using actual test

20 period data? ' |

C21 A.  Yes. I have prepared a graph to illustrate the problems associated with assuming that a
22 December 1999 times twelve approach will aiways produce reasonable results. The
23 Company’s revenue annualization adjustment includes recurring, non-recurring, loéal message,
24 toll, access and all other types of reveﬁuas for adjustment purposes. - The recorded monthly
25 local, toll and access revenue accounts subject to this process are set forth in the following

. UTILITECH, INC. Page 12
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1 graph containing amounts from January 1997 through April 2000. A linear trend line has been
2 superimposed on the data, to illustrate the oVérall' trend in recorded intrastate local, toll and
3 access revenues within the revenue accounts subjected to the Company’s adjustment
4 methodology.

Monthly Intrastate Local, Toll & Access Revenues

$100,000,000

—_]
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What is obvious from this overall view of the unadjusted, per-books revenue data is that the
Company’s selection of December 1999 as the starting point for the annualization is unlikely
~ to yield reasonable results because the December 1999 data point of $91.6 million is

significantly below the trend line for the entire period. Even with the several attempts made

O 0 a9 Oy W

by USWC to normalize the December values prior to multiplying by twelve, the Company’s
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results are unreliable and inconsistent with observable revenue trends. It should also be noted
that the trend line shown above tends to understate revenue volume growth, because of the
large price reductions implemented in October 1999 (upon termination of the directory

surcharge) that reduce subsequént months’ recorded revenues and the slope of the trend line.

Why is it significant that the December 1999 data that was relied upon by USWC for revenue
annualization is below the trend line?

Any abnormality or seasonality in the December 1999 recorded data is amplified under the
Company’s approach, which multiplies the reported data, less any known accounting
adjustments, times 12 (months) to annualize. There is significant month-to-month fluctuation
in the overall revenue data, particularly in the reveﬁue accounts that do not contain recurring
rnonthlyvcharge-type revenﬁes. The fundamental reason why the Cbmpany’ s approach cannot
produce reasonable results is that December 1999 data is most representative for only the
normal and recurring-charge types of revenue, not the accounts containing non-recurring

charges, message charges or other variable billing determinants.

Local Service Revenues

Q.

A.

Are local service revenues one of the revenue categories of test period revenues that the
Company has annualized using a2 December times 12 approach?

Yes.

What are some examples of Local Service revenue accounts included in the Company’s
annualization adjustment that should not be annualized based upon a “one month times twelve”
approach? 7 '

The non-recurring charges associated with service installations and rearrangements are driven
by fluctuating levels of inward and outward movement of custofners. Thus, these revenues are

variable from month to month and cannot be reliably annualized using a single month “times

UTILITECH, INC. Page 14
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12" methodology. To illustrate how the impact of variability in the non-recurring revenue
accounts, I have prepared the following table showing the results of the Corhpany’s
methodology if the test year in this Docket were to end only one or two months earlier than the

December 1999 month that was used by USWC to annualize these revenues:

Alternative Calculation Months ~ Oct-99 Nov-99 Dec-99
Non-recurring Local Service Revenues .5,475,249 . 5,909,094 4,450,692
Times 12 to Annualize 65,702,989 70,909,131 53,408,299

Difference by Month versus December x12 12,294,691 17,500,833 used by USW

Moving the test period and the Company’s annualization of non-recurring local revenues only
one or two months would cause the resulting adjustment to increase by $12.3 millibn to $17.5
million simply due to typical month to month variability in the data. [ dO‘ﬁOt recommend
using any of these alternative months, but merely make this comparison to illustrate the
severity of distortion that can be created by assuming any particular month’s recorded ﬁon-

recurTing or message revenues are representative enough to be multiplied by 12 to annualize.

Is the variability in non-recurring local service revenues isolated to only the October,

" November and December 1999 figures you have compared in the previous table?

No. During the test period, total non-recurring revenues experienced month-over-month
increases and decreases of up to positive 20 percent to negative 25 percent, respectively.
Individual non-recurring revenue accounts within this broad category of revenue experienced
even more dramatic monthly fluctuation. It is simply not appropriate to attempt to annualize

these non-recurring revenues based upon a single month’s data.

How does the Company’s inclusion of non-recurring local service December 1999 recorded

revenues in its annualization methodology impact its asserted revenue requirement?

UTILITECH, INC. Page 15
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By including non-recurring local service revenues, based upon December 1999 times 12, the
Company has adjusted revenues downward by $5.0 million. This adjustment amount directly

increases USWC’s asserted intrastate revenue requirement.

Did the Commission address the issue of annualizing non-recurring local service revenues in
the last USWC rate case in Arizona?
Yes. At page 16 of Decision No. 58927, the Commission stated:

The Company annualized TY non-recurring local service revenues by
multiplying first quarter 1993 levels by four. With respect to
residential and business non-recurring revenues, Staff recommended
utilizing the actual TY amounts. Staff did not recommend any
adjustment to the TY amounts because of the variability in amounts
from month to month. Accordingly, Staff proposed eliminating the
Company’s pro forma adjustment of (§749,000).

The Company did not dispute that these non-recurring revenues were

variable from month to month. ~ Accordingly, we find Staff’s

recommendation to be reasonable and approve the $749,000

adjustment.
What is proposed by Staff with respect to annualization of local service revenues in this
Docket? - '
Asnoted above, Staff proposes a local service revenue annualization approach that is sensitive
to the nature of the underlying data. ’Speciﬁcally, certain recurring monthly revenue accounts
have been annualized by Staff using USWC’s proposed December 1999 times 12 approach,
after correcting for abnormal transactions in the data. However, for other non-recurring and
message revenue accounts, no adjustment is proposed by Staff because there is no obvious
increasing or declining trend in the volumes or revenues being experienced by the Company.
Schedule C-1 has been prepared to calculate Staff’s proposed annualization of local service
revenues, including the local service revenue accounts where a single month’s data can be

relied upon. Staff’s annualization result is compared at line 21 to the Company’s proposed
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local service revenue annualization, to yield the net adjustment proposed by Staff to the

Company’s prefiled case.

You described the problems with USWC’s one-month-times-twelve adjustment methodology
with reference to non-recurring charges to customers. Is there a specific type of local revenue
where the Company’s methodology produces unreasonably large downward reductions in
revenues?

Yes. The Company’s methodology results in a downward adjustment of about $9.4 million
in Arizona Directory Assistance (“DA”) revenues. While it is true that certain DA rate
reductions were implemented during the test period that have been annualized in Staff’s
édjustment at line 17, the Company’s adjustment for DA is excessive. The fundamental
problem is that these revenues fluctuate fnonthly, such that selection of a specific month to
multiply by twelve cannot be expected to yield reasonable results that aré consistent with

revenue trends, as shown in this DA revenue graph:

Monthly Arizona Directory Assistance Revenue
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How does the Staff’s Local Service revenue annualization adjustment treat the Directory
Assistance revenues depicted in this graph?

Staff’ s proposed adjustment fully accounts for the DA rate reductions that were made effective
in October 1999 at line 17 of Schedule C-1, but leaves the DA service volumes stated at test
period average (rather than USWC’s December-times-12) levels. Theresultis an adjusted DA

revenue amount in Staff’s case of about $1.5 million per month.

What are the amounts appearing in the “Adjustment to Normalize Recorded Amount” column
D of Schedule C-1?

The recorded December 1999 revenues in certain revenue sub-accounts contained unusual
accounting accruals or adjustments that must be removed or “normalized” to remove such
effects . By femoving the abnormal transactions, the local service revenues are annualized in
Staff's case exclusive of these aberrations. The adjustments Staff has made for these accounts

coincide with the Company’s own normalizing adjustments.

You have described certain local service revenue accounts where you have agreed with the

Company’é proposed annualization approach and other accounts where you disagree with

- USWC’s adjustment. For those accounts tha_t Staff has not annualized, are there other

adjustments required? .

Yes. Certain rate changes occurred duﬁng the test period that must be considered, if they .
occurred in accounts that are not being annualized by Staff. These rate changes were
quantified in the Company’s responses to Staff Data Requests UTI 43-20 (Attachment B) and
in UTI 44-04 (Attachments A and F). The adjustment required to annualize these rate changes
that were recorded in accounts not otherwise annualized by Staff are set forth Lines 16 through

20 of Schedule C-1.

UTILITECH, INC. Page 18
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Toll Revenues

Q.

Has Staff made any adjustment to the Company’s proposed annualized level of intrastate toll
revenues?

Yes. Staff agrees with USWC that intrastate toll revenues should be annualized, however the
USWC proposal to annualize based upon December 1999 results multiplied by twelve

contains a data input error. Due to the competitive losses and persistent declining revenue

trend being experienced by US WC in the Arizona intrastate toll market, Staff believes that toll

revenues should be annualized at year-end based upon either a fourth quarter times four
approach or a linear regression analysis, so as to smooth and normalize for fluctuations in
volumes and revenues in particular months, while still capturing year end levels of toll calling
activity. As noted above, a single month’s data should not be relied upon to annualize
revenues that are not recurring monthly charges. However, it just so happens that the recorded
December 1999 state toll revenues of USWC coincides very closely with a linear regression
of such revenues that was used by the Company as a test of its December times 12’
methodology (UTI 47-18A). Therefore, Staff has accepted the Company’s methodology
because in this instance it yields a reasonable result irrespective of the inherent unreliability
of the methodoio gy. However, even using the same adjustment approach as the Company, an
input error in USWC’s December data that is corrected in Schedule C- 2 causes Staff’s

adjustments to produce revenues approximately $360,000 more toll revenues than are proposed

by USWC.

Did the Commission include any annualization of intrastate toll revenues in the last rate case,
Docket E-1051-93-183? '

No. Inthat Docket, USWC proposed adjusting toll revenues based upon the recorded revenues
in the last quarter of the test period, times four to annualize. In that Docket, the Commission
stated:

According to Staff’s analysis, toll revenues are volatile from month to
month. Further, Staff determined that two of the three months in which

UTILITECH, INC. Page 19
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the Company experienced its lowest level of revenues during the TY
occurred in the first quarter of 1993. The company’s methodology
resulted in its annualization being based upon two of the three months
that contain the lowest level of toll revenues experienced throughout
the TY. For that reason, Staff concluded the Company’s proposed

- adjustment was not proper and recommended it be disallowed. The
Company did not dispute these non-recurring revenues were variable
from month to month: Accordingly, we find Staff’s recommendation
to be reasonable and will deny the Company’s ($3,132,000)
adjustment. ' ‘

As in the last case, there continues to be variability in toll revenues from month to month.

However, the current test period data, unlike the prior rate case data, reflects a declining trend

~ intoll revenues that should not be ignored in determining the Company’s revenue requirement,

particularly since the Commission has approved 1+ intraLATA toll competition in Arizona.
Since the December data is consistent with such trend and is representative in amount, Staff
supports toll revenue annualization in this Docket using the Company’s methodology with

corrected data.

How have USWC'’s intrastate toll revenues changed over the past three years?

Intrastate toll revenues have declined significantly. According to the Company’s response to
UTI 31-09, USWC has experienced consistent declines in market share and overall intrastate
toll usage revenues since January 1996. While the details of this data résponse are
confidential, it aﬁpears that implementation of 1+ competition for intralLATA toll in May 1996
contributed considerably to these declines. Approval of the toll revenue annualization
advocated by Staff (and USWC) will recognize the impact of the Company’s competitive toll

losses in a balanced manner at test year-end.

UTILITECH, INC. Page 20
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Access Revenues

Q.
A.

o

b

Did USWC proposé any annualization adjustment for intrastate access revenues?
Yes. Aswith local and toll revenues, the Company proposes annualization of access revenues
by multiplying December 1999 revenue values times twelve. The result of this analysis is an

adjustment increasing test year access revenues by approximately $2 million.

What is Staff’s response to the Company’s proposed access revenue annualization?
The analysis of monthly fluctuation in intrastate access revenues that was prepared by Staff
does not indicate any significant trend in such revenues, but does reveal moderate rnohthly
fluctuation. Month to month increases and decreases were as large as positive 8.7 percent to
negative 7.6 percent during the test period. The selection of a particular month for

multiplication times 12 under the Company’s approach is unlikely to produce a result more

' reasonable than unadjusted test period revenues. Therefore, Staffhas reversed the Company’s ‘

proposed adj ustmént, restating the test period without annualization of accessrevenues. Staff’s
rejection of the Company’s adjustment has the effect of increasing the Company’ asserted

revenue requirement by about $1.8 million.

Were intrastate access revenues annualized in the Company’s prior Arizona rate case?
USWC proposed an annualization of intrastate access revenues in Docket No. E-105 1-93-183
based upon a calendar quarter times four methodology, but the Commission rejected the
adjustment. In Decision No. 58927 at page 17 the issue was resolved:

Access revenues include all state tariffed charges assessed by local
exchange carriers for access to the local exchange network for intrastate
telecommunications. The Company annualized TY revenues by
multiplying first quarter 1993 levels by four and proposed an upward
adjustment to revenues in the amount of $1,399,000. :

Staff analyzed intrastate access revenues over time and was unable to
determine any trend that would indicate such revenues were increasing.

UTILITECH, INC. Page 21
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1 As a result, Staff recommended reversing the Company’s upward
2 adjustment to TY revenues.

3 The Company did not dispute Staff’s allegation that there was no trend
4 indicating intrastate access revenues were increasing. Accordingly, we
5 find Staff’s recommendation to be reasonable and will deny the
6 company’s $1,399,000 adjustment.

7 Miscellaneous Revenues

8 Q. What is the final category of‘ revenues for which the Company has proposed ratemaking

9 adjustments? _
10 Al Miscellaneous revenues are eamed by USWC in several categories, including sales of directory
11 listings, réntal income, billing & collection charges, late payment charges and certain affiliate
12 : service transactions. Near the end of the test period, large miscellaneous revenue transactions
3 also commenced with the new U S West Broadband Services, Inc. (“USWBSI”) affiliate
¢ involving network and administrative services being purchased from USWC pursuant to new
15 affiliate contracts. Staff’s analysis of miscellaneous revenues considers these new affiliate
16 transactions, as well as reciprocal compensation and rent compensation, separately from the
/ 17 other miscellaneous revenues.
18 Q. Does Staff propose annualization of all miscellaneous revenues at test period end?
19 A No. The Company’s sweeping annualization of all miscellaneous revenues using a December
20 times 12 methodology is not supported by Staff. Instead, Staff has separately analyzed and
21 adjusted individual components of miscellaneous revenues, such as rent compensation_,
22 reciprocal compensation and the aforementioned USWBSI revenues. Staff’s analysis of the
23 remaining miscellaneous revenues indicates considerable variability from month to month and
24 no obvious trend or reliable annualization approach. Therefore, Staff has reversed the
25, ‘ Company’s inappropriate annualization of test period miscellaneous revenues based upon
26 December times 12. Schedule C-4 sets forth the detailed calculation of this reversal.

UTILITECH, INC. Page 22
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incur certain costs and foregone revenues under the ACC-approved Service Quality Plan

Tariff.

the service quality plan/tariff should simply become part of its jurisdictional revenue
requirement, to be recovered from the general body of ratepayers. Staff rejects this proposal
and proposes a ratemaking adjustment that will impose such costs on shareholders, rather than

other ratepayers.

costs and foregone revenues?

~ In its response to RUCO data request 12-04, the Company stated,

UTILITECH, INC.

What is the purpose of Staff’s adjustment at Schedule C-8 ?

USWC experienced service quality deficiencies in the test period that caused the Company to

How does the Company explain its position with respect to the service quality program/tariff

In response to Staff data request UTI 4-17, USWC stated:

Direct Testimony of Michael L. Brosch
Docket No. T-1051B-99-105

SERVICE QUALITY PENALTIES

The Company has proposed that its penalties, expenses and foregone revenues under

It s U S WEST’s policy to book bill credits, payments to commissions
under service quality plans and the costs of vouchers to operating
expense as a normal cost of doing business, especially where U S
WEST is the provider of last resort (POLR). Nonregulated companies
often pay for missed service committments [sic] as part of their
customer service initiatives. No company, especially when they are
required to provide service to any customer in their service area, can
expect their service to be perfect. It does not make sense to penalize a
company for the cost of altemnatives in the attempt to provide adequate
customer service.

Neither the FCC or the ACC has provided specific accounting guidance
concerning payments for service quality. Absent specific direction, the
Company has determined that payments to states or other institutions
for service quality issues are a normal operating expense of the
company and should be booked to account 6728.99. U S WEST is the
provider of last resort (POLR) and considered this as a normal cost of
doing business.
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From these responses, it is apparent that “specific accounting guidance” with respect to the
ACC service quality plan/tariff is required from the Commission in this Docket. As noted-
above, Staff’s position on this matter is that U S West shareholders, rather than ratepayefs,

should bear the costs associated with the ACC service quality plan/tariff.

. Do you agree with the Company’s characterization that the Arizona service quality plan/tariff

requires the Company to provide “perfect” service?

No. A review of the specific pfovisions of the plan indicate that reasonable intervals are,
provided within which the. Company can provision new services or repair existing services.
In its response to Staff data request UTI 30-05, the Company retreated from this “perfect
service” characterization stating, “The remark simply says that ‘no company can expect its
servicé to be perfect’ - without comment as to whether the Arizona Service Quality plan

requires ‘perfect’ as opposed to ‘good’ service.”

What are the test period costs that are involved in this issué?

While the Company has designated the specific arnounté conﬁdehtial, the ‘yservice quality costs
in the test period include Held Order Credits, Out Of Service édjustments, Cellular Vouchers,
Remote Call Forwarding Credits, Penalties and Missed Installaﬁon Appointment credits
(UTI42-11). In total, approximately I i~ total costs and foregone revenues were

incurred in the test period across these categories.

Please explain the calculations at lines 4 and 5 of Schedule C-8 in your adjustment.

Some of the service quality penalties and foregone revenues may be associated with the
exchanges being sold to Citizens Communications that are addressed in a different
Company-proposed ratemaking adjustment. In its response to Data Request UTI 50-02,

USWC stated that it does not keep records of service program costs at an exchange level of

* UTILITECH, INC. Page 24
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detail. Theréfore, it is necessary to estimate the expense portion of service quality costs that

should be attributed to exchanges being sold.

For what reasons does Staff believe that the costs and foregone revenues associated with the
ACC service quality plan/tariff (“plan costs”) should be classified below-the-line and borne
by shareholders rather than ratepayers?

Fundamentally, it must be recognizéd that service quality plan costs represent penalties for

inadequate service performance by the Company. If such costs were simply re-allocated to

- other customers within rate cases, the penalty incentive to the Company to improve service

quality is eliminated. Management could elect to tolerate inadequate service and simply file

rate cases to be made whole for any plan cost penalties that may result.

Beyond the incentive consideration, it is fundamentally unfair to the general body of ratepayers
to be made responsible for the Company’s failure to provide adequate service to specific
customers. There has been no showing by the Company that ratepayers in general have
received any cost savings or other benefits in relation to service quality problems encountered
by certain customers. While USWC may argue that treating plan costs as simply another cost
of doing business leads to efficient decisions by management, the obvious outcome cf such a
policy is the need for ever larger penalties to encourage good service quality. My review of
the Commission’s decisions implementing the service quality plan and tariff does not reveal
any findings by the ACC that customer credits and penalties were designed to be large enough
to outweigh the incremental staffing or new network investment costs faced by USWC in
improving service. Ultimately, the Commission must determine what policy it intended upon
implementation of the service quality plan and tariff. My recommendation is that, absent
compelling arguments to the contrary, regulators should find that penalties paid by regulated
utilities to governmental agencies or aggrieved customers should not simply be réco»vered from

other ratepayers.
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1 Q. Do the Commission’s prior Decisions with regard to service quality provide any insight into
| 2 the basis for the existing service quality plan/tariff?
i .
3 A Yes. The service quality plan/tariff has its origin in the last rate case, Docket No. E-1051-93-
4 183. In Decision No. 58927 in that case, the Commission indicated that it had considered
5 arguments regarding fairness, competition and the information superhighway and found them
6 to be related to the service quality issue — stating, “We find it is only fair that the Company
7 accept the responsibility for some mis-judgements. We also believe that if the Company is
) 8 serious about its arguments regarding the pervasiveness of competition, then it must improve
9 on its quality of basic telephone service or its alleged competitors will leave the company in
10 the dust.” (page 122). The same Decision concludes the need for the plan/tariff, stéting:
11 Based on all the above, we agree with Staff and RUCO that the |
12 Company needs to implement a plan that will improve its quality of
13 service. The number of “held orders™, the poor record of customer
14 complaints, as well as the comments from the public at the public
K meetings, indicate that the Company has below-acceptable level of
9 quality of service. As indicated hereinabove, it is clear that the
o7 Company is stressing the importance of competitive or soon-to-be
P18 competitive services over the monopoly residential markets, and this
19 causes us additional concerns related to quality of service. In the
20 competitive market, there is a built-in incentive to provide excellent
21 ~ service to customers. In the residential monopoly market, there is no
22 ' such incentive, so therefore, the Commission through regulation must
23 mandate a comparable level of quality of service. (Page 123)
24 Staff and RUCO were directed by the Commission to “work together to devise an acceptable
25 program” in this Decision. A plan/tariff was developed and considered by the Commission,
26 with implernentatibn through Decision No. 59147 on July 14, 1995. Upon Application for
27 Rehearing, the Commission revised the plan/tariff in Decision No. 59421 dated December 20,
28 1995. |
29 Q. Have USWC service quality problems been observed by several other state commissions
- 20 having jurisdiction over the Company?
UTILITECH, INC. Page 26
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rates?
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work and research for other clients. With this experience in mind, I inquired of the Company
regarding what other state regulators have imposed a service quality plan, what the elements
of the plans include and whether or not costs and foregone revenues are includable in revenue
requirements, as proposed by the Company in this Docket. The Company “responded” with
an objection that this request, “is not reasonably calculated to lead to the discovery of
admissible evidence and is unduly burdensome.” However, I can state from my experience |
that the Company has been required to provide alternative service remedies for held orders and

other service assurance measures in several other states as a result of its deficient service

of rate case recovery of service quality program costs has been addressed by the Iowa Public
Utilities Board in its Rules which require such costs not be included in rates' and by the New

Mexico Commission in its 1992 USWC rate order that denied rate recovery of such costs.’

! Iowa Administrative Code 199-22.6(2)(e).

New Mexico State Corporation Commission Order dated February 1, 1996 in
Docket No. 94-192-TC, pages 40-41.
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DIRECTORY IMPUTATION

What is directory imputation and why is it necessary?

Directory imputation is the ratemaking process of recognizing that white and yellow pages
advertising revenues exist in connection with providing telephone service and should be
accounted for as a reduction to USWC’s revenue requirementé; even though the Company has -
acted to transfer this lucrative segment of its business to a separate subsidiary so as to keep the
directory revenues and profits for shareholdérs. Imputation puts back what the parent company
of USWC has consistently tried to remove by corporate reorganization and a series of
imprudent and one-sided directory publishing agreements that have existed between U S West,
Inc. affiliates sihce 1984. The directory publishing affiliate has been named U S West Direct
(“USWD™), U S West Dex (“DEX”) and new Qwést Dex since the last rate case, and I will
refer to this entity as USWD/DEX throughout this section of testimony.

What is the position taken by USWC with respect to directory revenue imputation?
In the testimony of Ms. Ann Koehler-Christensen, the Company argues that no imputation of

, directoi'y revenues should occur in this rate case. According to page 2 of her testimony, “the

current booked fees and the value of services U S WEST receives from DEX are already
reflected in the financial filings included in this rate case. Consequently, there is no need for
any further adjustment to U S WEST’s revenue requirement to reflect additional directory
imputation.” Her testimony also attempts to rationalize the completé elimination in 1989 of
the publishing fees that were previously paid by USWD/DEX, claiming that such elimination
still does not justify any imputation of yellow pages revenues for the benefit of telephone

ratepayers.

What are the amounts that are relied upon by Ms. Koehler-Christensen to conclude that

imputaﬁon is no longer appropriate?
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According to Ms. Koehler-Christensen at page 4, “The cost of publishing the White Pages and
of delivering the White and Yellow Pages to U S WEST customers between [sic] in 1999 was
approximately $12.8 million.” Her theory is that USWC, “would have incurred an additional
$12.8 million” in test period Arizona expenses in order to meet its “obligation” to publish

white pages and deliver both white and yellow pages in Arizona, ifnot for the provision of this

publishing and distribution function by USWD at no charge to USWC.

The other element of fees and value Ms. Koehler-Christensen mentions is addressed at page
8 of her testimony, whe'ré she observes that “The total Account 5230, Directory Revenue, -
included in this test year is $18,652,343", implying that this amount should also be considered
as part of the value that should be considered in denying further imputation. However, Ms.
Koehler-Christensen also notes at pége 9 that only $855,753 of this revenue amount is actually
paid by USWD to USWC.

Does Staff agree with the Company’s analysis and conclusions regarding imputation?

No. As an absolute minimum, the $43 million imputation amount that the Company agreed
to reflect in subsequent rate cases® should be included in this rate case, with downward
adjustment only for actual “fees received by Mountain Bell from USWD” that were recorded
in the test period. As my testimony w1ll demonstrate, a much larger 1mputat10n adjustment
would actually be required to fully and equitably reflect the “fees and value of services
received by Mountain Bell from USWD under publishing agreements with USWD”. However,
this much larger adjustment is not included in Staff’s revenue requirement calculation, but is
instead used to indicate the extrerrie conservatism associated with imputation of only $43

million.

3 Stipulation dated May 27, 1988 in Docket No. ElOSl 86 252, approved in ACC
Decision No. 56020. -
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Please describe the adjustment proposed by Staff with respect to directory imputation issue.
At Schedule C-5, an imputation amount is reflected to increase test period revenues at the

stipulated $43 million amount from the 1988 Settlement Agreement, reduced by the $1.66

. million in actual fees and expense credits received from USWD/DEX in the test period.

Background Information

Q.

A.

Was yellow pages imputation ordered by the Commission in the Company’s prior rate case in
Arizona?

Yes. In Decision No. 58927, the Commission ordered imputation in the annual amount of
$60.3 million, above and beyond the fees actually paid to USWC by USWD and any other
“value” provided to USWC. I sponsored the Commission’s imputation adjustment in the last
rate case, which adjustment was based upon the actual profitability of USWD/DEX in Arizona
at that time. This imputation amount was ultimately reduced upon appeal and remand to the
ACC, limiting the amount of imputation to a $43 million annual amount previously agréed

upon in a Settlement Agreement between the Company and the Staff.

What was the origin of the $43 million amount found reasonable by the Court of Appeals of

Arizona?

- In Decision No. 56020 dated June 13, 1988, the Commission approved a Settlement

Agreement in which a negotiated directory benefit of $43 million was to be included as yelfow
pages compensation. Ihave attached as Appendix’MLB-l a complete copy of the Settlement
Agreement and related Commission Order. This negotiated $43 million imputatioh amount
was not to be reducéd for the costs incurred by USWD/DEX in publishing and distributing

books and was in addition to white pages revenues eamed and retained by USWC on its books.
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Has USWC, after appealing the larger imputation amount Ordered by the Commission in the -
prior rate case and convincing the Court to enforce the stipulated imputation amount, now
honored the Settlement Agreement to impute $43 million per year?

No. Instead, Ms. Koehler-Christensen now suggests that the Commission cease any revenue
imputation and consider as part of the “value” received by USWC an estimate of the costs (but
not the revenues) that USWC might experience if it were to publish and distribute its own
directories in Arizona. When the avoided cost of publishing directories is combined with

USWC’s own white pages premium listing revenues and actual listing fee revenues in the test

- period, Ms. Koehler-Christensen seems to conclude that USWC is now receiving the full value

in fees and services provided and no further imputation is required. However, this analysis is

factually and conceptually flawed, as will be explained in this testimony.

Please recapitulate the historical facts that created the need to impute revenues to USWC in

- order to properly account for directory publishing operations.

Coincident with divestiture from AT&T in 1984, U S West orgéﬁiied a separate affiliate and
transferred assets and employees involved in directory publishing from the telephone company
into the new affiliate. A Publishing Agreement and other affiliate contracts were made
effective in 1984, with certain amendments in Subsequent years. The initial Publishing
Agreement provided forthe payment of large publishing fees to the telephone affiliate inreturn
for various rights and beneﬁté, including the exclusive right to publish the official telephone
directories of USWC (then Mountain Bell). The publishing feeé negotiated between the
affiliates, although large, were never adequate in amount and were routinely rejected as.
inadequate by regulators in rate cases. To make matters worse, in 1989 USWC modified the
publishing agreement with its affiliate, completely discontinuing the publishing fees previously
paid to the fegulated telephone company affiliates and receiving nothing of value in return for -

such cessation.
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It is important to recognize that ratepayers remain entitled to economic participation in the
lucrative yellow pages revenue and income stream that has consistently been reflected in the
detefrnination of Arizona telephone rates over the yéars. This principal of ratepayer
entitlement was recognized by both parties in the Settlement Agreement the Staff entered into
with U'S West in 1988 and by the ACCin ordering higher amounts of imputation in the prior

rate case.

Did this Commission previouély recognize the transfer of directory publishing assets to the
separate affiliate to be improper and void, requiring the reassumption of control by Mountain
Bell over the Yellow Pages?

Yes. In Decision No. 55755 dated October 8, 1987, the ACC ordered that Mountain Bell
immediater reassume control over its directory publishing assets and that in the next rate case
the Commission would “presume that the amount of net profits from ‘Yellow Pages’
advertising included in the local intrastate telephone revenues of Mountain States Telephone
and Telegraph Company for rate making purposes will be the entire Arizona related profits of
Direct or $43 million as adjusted for inflation since the Test Year in Decision 54843,
whichever number is higher.” Decision No. 55755 was appealed to the Sup’erior Court of
Arizona (No. CV 87-33850) and that appeal was resolved by adoption, in ACC Decision No.
56020, of the Settlément Agreement included as my Appendix MLB-1. |

Why should USWD/Dex continue to provide publishing fee compensation to USWC or
otherwise share the yellow pages revenue and income stream through imputation to the a
telephone company’s ratepayers? 7

Compensation to the telephone company affiliate for directory operations, either through the

payment of fees or through imputation, is necessary when setting rates because the vellow

USWC. benefits that arise from and are integrally related to the provision of 1oca1 telepk hone
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(UTI9-15).

Evidence of the value of these benefits can be observed in the;supra-competitivé profits of
USWD and the higher yellow pages advertising prices charged by USWD than are charged by

other iﬁdependent publishers.
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unique benefits of affiliation with USWC that are enjoyed by U S West DEX

USWD/Dex’s exclusive right to publish the U S West
directories, including use of common trade names and
marks that link the directories to USWC, the widely
recognized provider of regulated telephone services in
14 western and mid-western states (UTI 27-10); and

Public perception that the USWD directory is the sole
"official book", containing the most comprehensive and
accurate listings, that is most widely distributed,
retained and used by telephone customers (UTI 21-10,
21-12); and

Exclusive placement and maintenance of USWD
directories in USWC payphones (UTI 28-15); and

Exclusii/e provision to USWD of billing and collection
services from USWC, services not received by any
other directory publisher (UTI 27-17), and

Exclusive arrangemerit for purchase of directory advertising accounts
receivables by USWC (UTI 27-18); and

Benefits of shared corporate management, information
technology, shared space, common administrative
personnel and the financial resources of U S West (UTI
27-19, 27-20, 27-21), and

Referrals of USWC customer inquiries regarding
directory advertising to USWD on an exclusive basis
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Would it be necessary to impute directory revenues to USWC’s Arizona earnings if affiliate

o=

transactions had been structured differently?

A. Perhaps not. The imputation of directory revenues is only necessary because of the parent
entity's decision to remove directory publishing personnel and systems from the telephone

' company's operations and financial results at divestiture, without adequate reasonable ongoing
compensation to USWC. For most of the Company's history, Mountain Bell and USWC

~ concurred in the policy judgment that local telephone ratepayers were entitled to partivcipate

in directory related profits. Prior to divestiture, directory operations were fully reflected

O 00 ~1 & v kW N

within the telephone company's books. At divestiture, U S West removed directory pérsonnel,

—
o

cash and certain publishing assets and placed them within a separate corporate affiliate, but the

fu—y
—

traditional above-the-line treatment of publishing fees and imputed directory revenues

continued. If the directory publishing personnel and tangible assets had not be moved into the

—
w N

affiliate at divestiture or if reasonable ongoing compensation had been provided for USWC ,.
under publishing agreements effective since that date, directory imputation regulatory

15 adjustments would not be required.

16 Q. Does USWD/DEX remain the official publisher of USWC’s directories and receive benefits
17 on an exclusive basis as a result of this status?

18 A ‘Yes. According to the current Publishing Agreement at paragraph 5.2:

19 5.2 Official Publisher Designation.
20 ) For as long as this Agreement is in effect, LEC shall not designate any other directory
21 publisher as an official directory publisher for the LEC service areas covered by this
| 22 Agreement. Where appropriate, LEC will identify USW Dex as LEC’s official
} . 23 directory publisher in public announcements, promotional and advertising materials,
24 and LEC sales channel contacts. LEC further agrees that any referrals it makes in
25 : response to inquiries concerning yellow pages advertising will be made to USW Dex.,
26 including inquiries from new LEC customers and existing LEC subscribers whose
27 service areas are covered by this Agreement.
28 As noted in prior testimony, there are numerous and important benefits arising from the
\

. ‘ relationship between USWD/DEX and USWC, for which no compensation is flowed under the
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Publishing Agreement since the cessation of publishing fees in 1989. The right to publish
directories on an exclusive basis for the incumbent LEC that has a dominant entrenched local

telephone service and directory advertising market position is extraordinarily valuable.

Q. What amounts of publishing fees were paid by USWD and recorded in Arizona for the
privilege of serving as the official publisher for U S West?

A. Fees were paid for only the first five years after divestiture, in the following Anzona amounts
(UTI 27-2):
1984 $28,294,790
1985 40,316,060
1986 46,301,020
1987 30,391,240
1988 25,663,149

Notably, the year in which the Settlement Agreement was negotiated with the ACC Staff was
the last year in which any publishing fees were received by USWC/Mountain Bell.

Q. Why did USWD stop paying publishing fees in 1989?
A According to a December 1988 letter between the affiliates amending the Publishing

Agreement effective at that time (UTI 27-3, Att. A):

The Exhibit B ‘subsidy’ issue is controversial and is currently the
subject of litigation in several states. Until those issues are resolved, U
S WEST Direct is willing to continue the terms and conditions of the
existing contract, absent the Exhibit B ‘subsidy’ portion, on a month to
month basis subject to an 18 month notice of cancellation or
-termination by either party. Therefore, U S WEST Direct will only pay
for listings and other services actually received during 1989.
Accordingly, the intercompany subsxdy payment will cease to be
effective 12/31/88.
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Publishing fees were not paid after 1988, even though the directory affiliate continued to serve

1

as the publisher of the official U S West directories and continued to receive the benefits of
affiliation with the incumbent provider of telephone services acroés the 14 stateregion. A new
Publishing Agreement became effective May 28, 1997 that perpetuated the official carrier
status of USWD, with no publishing fee compensation for the related intangible benefits
received from USWC. In my opinion, it was wholly inappropriate and imprudent for USWC
to continue its affiliated relationship with USWD as official publisher while discontinuing the

payment of publishing fees, particularly after reaching a Settlement Agreement in Arizona to

O 00 ~1 O W s W N

provide annual directory compensation of at least $43 million to ratepayers.

10 Q. Was any cash or non-cash consideration received by Mountain Bell at the time it agreed to
11 eliminate the annual publishing fees from the affiliate Publishing Agreement with USWD?
12 A No. |

13 Q. Has USWC or Mountain Bell ever solicited competitive bids for the publication of its official
14 \ directories, so as to determine the market value of being designated the official publisher?

o 15 A - No competitive bids have ever been solicited (UTI 27-06). The value of services and benefits

16 : transferre_d between the affiliates has not been tested under market conditions, but is instead
17 - the product of non-arm’s length affiliate dealings with inadequate compensation to the USWC
18 ~ regulated business. Because of this affiliate arrangement, the true value of the services and
19 relationship between USWC and its publishing affiliate can only be determined through
. 20 - observation of the financial performance of the affiliate. Further, in the absence of competitive
21 bidding or genuine arm’s length negotiations, USWC does not know if any nonjafﬁliated
22 ~ publishers would publish and distribute USWC’s official white and yellow pages directories

23 at no cost to USWC and also pay a publishing fee for the exclusive right to do so.

\
|
\
\
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Is it your opinion that the Publishing Agreement that was effective during the test period fully
reflected the value of services transferred between these two affiliates, USWC and
USWD/DEX? - |

No. If an appropriate level of fees and value had been provided under the publi'shing

agreement, a large fee or share of yellow pages and white pages advertising revenues would

- have been credited to the telephone company. The Company’s proposed rate case treatment

of directory issues with no rate case imputation, not only fails to honor the $43 million
commitment pursuant to the earlier Settlement Agreement that was approved by the
Commission in 1988, it also fails to recognize the current level of fees and values that are

transferred between the affiliated companies in jointly produéing the “U S West” books.

Rebuttal to Ann Koehler_—Christensen

Q.

In your previous response, you stated that a share of white pages advertising revenues should
be shared with the telephone company. Doesn’t USWC retain all of the white pages revenues
that result from the white pages directories that Ms. Koehler-Christensen’s testimony would
attribute entirely to USWC asa telephone company cost or “value”?

No. Even though the Company’s testimony seems to attribute full cost responsibility for the
white pages in evaluating fees and value of services, no mention is made of the fact that much
of the revenue earmned from premium white pages listings are billed and retained by
USWD/DEX because the affiliates have deemed such revenues to be “advertising”. According
to the response to Data Request UTI 59-27, the test period amount of white pages advertising
retained by USWD/Dex was NG

Is there any validity in Ms. Koehler-Christensen’s argument that avoidance of the costs to

publish and distribute directories is a “value” received by USWC from USWD/Dex?
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No. Ibelieve that USWC could readily contract with another publisher or reacquire internal
publishing capabilities and realize net revenues or, at an absolute minimum, receive such

publishing and distribution at no cost in return for the granting of official publisher status.

Even if we accepted her avoided publishing cost theory of value, would it be appropﬁate to
reduce Ms. Koehler-Christensen’s estimated cost of producing and distributing directories in
Arnizona by the amount of white pages revenues eamed from such directories?

Yes. It would be completely irrational to assume USWC is responsible for the costs of
publishing white pages and not also assume that if USWC incurred such costs it would
continue to give away the advertising revenues in the white pages. The net costs of publishing
white pages can be derived by subtracting this white pages advertising revenue from the $12.8
million value cited in her testimony. However, even this lower net cost of white pages is

outside the scope of the $43 million value agreed upon in the Settlement Agreement.

Did USWD produce and distribute the white and yellow pages directories at no expense io
USWC when the $43 million imputation stipulation was approved by the Commission?

Yes. The costs of publishing and distributing directories has always been bome by -
USWD/DEX, since this affiliate was established at divestiture. It is disingenuous for the

Company to now argue that these publishing costs that are “avoided” by USWC, should now

~ count against and reduce the negotiated imputation value. USWD/DEX has never charged

USWC for the costs to publish the white pages.

What is wrong with Ms. Koehler-Christensen’s assertion at page 3 that, “If DEX had not
published and distributed Arizona directories to U S WEST’s customers under the terms of the
Publishing Agreement, U S WEST would have had to incur these costs™ associated with

publishing directories?
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>

This assertion is fundamentally wrong, because USWC would not incur costs to publish
directories. In fact, USWC would undoubtedly realize additional white and yellow pages net
revenues rather than costs, in the absence of its unreasonable relationship with the affiliate
publisher. Prudent management simply would not operate the largest incumbent telephone
company across 14 states and spend money to publish only white pages, without also
exploiting the profitable yellow pages business opportunity that is a natural by-product of such
incumbency. USWC bould either directly realize the “lost” revenues associated with white

-and yellow pages advertising through re-entry into the business or it could contract with

O 00 3 O »n s~ W N

another publisher and thereby participate in the lucrative yellow pages advertising business.

p—
(el

Under a third scenario, assuming (contrary to historical fact) a compliant U S West, Inc. parent

—t
—

company, the publishing assets and employees within USWD/DEX could be transferred back

p—
3]

into USWC, so as to include the net benefits of directory publication within the telephone

—
(V8]

company’s regulated books, consistent with what was once ordered by this Commission.

14 Q. Isn’t it true that USWD/DEX does incur certain costs to publish and distribute white and

15 yellow pages?
16 A. If considered in isolation, yes, significant costs are incurred to‘ publish the books and distribute
17 them. HoWever, these costs are more than offset by selling advertising in the white and yellow
18 ‘ pages directories at prices that are reflective of the market dominance of the directories
19 produced by the incumbent telephone company.. In other words, the direct costs of the
20 directory books is much less significant than the market value of the books in the advertising
21 marketplace. The net cost of producing and distributing white and yellow pages is
.22 considérably knega‘tive, when the offsetting yellow page advertising revenues are properly
23 considered. In addition, the Settlement Agreement requires consideration of the value of
24 ‘ services provided to the regulated business by the publishing affiliate and publishing and
25 \ distributing white and yellow pages has a value of zero or less, since any informed and capable
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directory publisher would eagerly accept the opportunity to serve as USWC’s official publisher

and publish its directories at no cost.

How do you know USWC would be able to contract with a publisher tovproduce its white and
yellow pages at no cost or negative costs (publishing fee income) if the affiliate arrangement
with Dex did not exist?

We know that, under the present Publishing Agreement, Dex provides white and yellow pages
to all USWC customers at no charge to USWC. In response to UTI 21-13, the Company
admitted that “DEX is fully compensated for the services it provides to USWC” under the
Publishing Agreement, even though there is no charge to USWC for directory publishing and
distribution expenses. This admission indicates the reality that there is no net cost associated
with publication aﬁd distnibution of the official USWC directories, contrary to Ms. Koehler-

Christensen’s assertions.

In its response‘to UTI 3-30, the Company stated, “DEX is willing to incur the costs associated
with the publishing and delivering of directories to U S WEST customers because U S WEST
has designated DEX as U S WEST’s “official’ publisher and because the inclusion of white
pages listings adds value to the DEX directory.” If the affiliate Publishing Agreement with
DEX were abandoned, it is likely that some other publisher would also see considerable
opportunity and value in U S WEST official publisher status. There has been no showing by
the Company that USWC is avoiding any vdirectory costs by contracting with DEX that could

not also be avoided by contracting with another non-affiliated entity.

Does USWD/DEX charge independent LECs or competitive LECs for the costs of
manufacturing and distributing DEX directories that contain the listings of such LECs pursuant
to publishing agreements its has with such LEC’s?
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No (UTI 62-04) DEX has publishing agreements with thirteen CLECs, seven of which are
certified to provide service in Arizona and with approximately one hundred independent LECs,
eight of which provide service in Arizona. It makes no sense to attribute value to USWC for
the costs avoided when USWD/Dex publishes directories on behalf of the Company, when this

service is routinely provided at no cost to other telephone companies.

Has Ms. Koehler-Christensen considered or quantified the value of the U S West official
directories and the exclusive ’ri'ght to publish such directories in the advertising marketplace?
No. Her testimony is concerned only with costs incurred by USWD, ignoring the revenues that
are produced from directory advertising. A more balanced view of the situation would
recognize that the directofy businesses of regional bell operating companies do not represent
expenses to be borne by ratepayers, but are instead large revenue generators. Absent
unreasonable publishing agreement terms between USWD/DEX and USWC, the regulated
telephone business could more fully participate in the realization of the market value of

diréctory advertising, in an amount greatly exceeding $43 million per year.

Atpage 2 of her testimony, Ms. Koehler-Christensen states, “The cost of publishing the White
Pages and delivering the White and Yellow Pages to U S WEST customers in 1999 was
approximately $12.8 million.” Is this figure indicative of any value receivedA by USWC?

No. Inmy opinion, USWC could easily more than support any reasonable cost of publishing
directories by selling advertising in these directoﬁes. USWC does not receive value from
USWD/DEX for its production of white pages, but instead gives value to the publishing
affiliate by granting the right to publish the official U S West directories to only the affiliate.
USWD/DEX acts as official publisher of both the white and yellow page directories, the |
directories within which USWC customers are listed alphabetically and by business
classification, that bears the “U S WEST” name on the cover. The net cost of publishihg and

distributing white and yellow pages in Arizona is a large negative value that should be
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“received” by USWC, but is not received under the existing affiliate contracts or the

Company’s proposed ratemaking approach.

Should the white pages revenues that are retained ‘by USWD/DEX be recognized to directly
offset Ms. Koehler-Christensen’s estimate of the costs of publishing and delivering the white

‘pages in Arizona?

Yes. Even though her testimony seems to characterize the white pages as simply a cost that
should be attributed to USWC and its ratepayers, Ms. Koehler-Christensen has ignored thé fact
that even the white pages pro‘duce considerable revenues. According to the resporise to UTI
33-12,“DEX offérs over thirty white pages advertising products. These products include bold
listings, superbold listings, banner listings, logos, color, indented listings, cross-reference
listings, internet pointers and in column ads.” As noted earlier, considerable revenues are
earned from white pages publishing that have not been recorded on USWC’s books, but have
instead been deemed “advertising” and retained by USWD/DEX. The Arizona white pages
revenues earned by USWD/DEX in 1999 totaled about | '

IfUSWC published its own white pages, as assumed by Ms. Koehler-Christensen, it could earn
and retainv all potential white pageé revenues. Inexplicably, the Company’s witness would
attribute “value” to USWC for only the costs incurred by DEX to publish and deliver white
pages, while allowing DEX to retain white pages revenues earned from these same directories.
The only explanation offered for this inconsistency is that the affiliate publishing agreement
doesnotrequire DEX to sell advertising to USWC’s customers, thus, according to the response
to UTI 33-14, “IfUSWC published its o@n white pages then it similarly would not be required

to sell advertising to its customers.”

. Has the Company previously recognized that the telephone company is providing more value

to the publishing affiliate than it receives from the affiliate?
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A Yes. In the initial publishing agreement between Mountain Bell and U S West Direct, large

publishing fees were actually paid to the telephone company for the right to be the publisher -
of the official directories on an’exclusive basis. In 1988, USWC committed to pass $43
million through to telephone company customers in the Settlement Agreement, recognizing
the ratepayers’ claim to the value derived and retained by USWD from selling advertising in |
the directories. The value of official publisher status has increased over the vyears since 1988,

as evidenced by the dramatically increased revenues and profits earned by USWD/DEX.

Q. Is there any reason why, in the absence of the existing non-arm’s length affiliate Publishing
Agreement with DEX, the regulated USWC telephone company could not pﬁblish its own
white and yellow pagés and earn advertising revenues to offset its costs and generate additional
income?

A. I am aware of no reason why USWC could not terminate the unreasonable Publishing
Agreement and solicit competitive proposals from independent publishers to re-enter the white
and yellow pages business. If not for anticipated resistance from its own pérent company,
USWD/DEX’s directory operations could be simuIvtaneously terminated to avoid having

USWD/DEX compete with any new USWC publishing arrangement.

Q. When the present affiliate Publishing Agreement was made effective between USWC and
DEX, were any analyses undertaken by or for USWC to determine the reasonableness of the
terms, rights, obligationé, pricing and other provisions of the Agreement?

A. No. According to the Company’s response to UTI 3-31, “No studies, analyses, projections,
workpapers, correspondence, research materials, surveys and other documents exist. U S

WEST utilized the knowledge and expertise of its employees during the negotiation process.” |
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oS

Is there any evidence that USWC employees negotiated the maximum possible compensation
to USWC for inclusion as fees within intrastate revenues, so as to reduce the regulated
telephone affiliates revenue requirements?

Al No. In fact, the unreasonable omission of any contractual compensation for the official
publisher status and other beneficial linkages to USWC within the Publishing Agreement
indicates the lack of any arm’s length negotiations between DEX and USWC. The absence
of any documentation during negotiations and the Company’s admission that it has never

solicited competitive publishing bids (UTI 27-06) is further evidence of the imprudence of

v 00 1 O W Rk~ W N

USWC’s actions. Since 1984, DEX directory revenues and profits have consistently increased

P
O

while USWC’s fees and value of services received from DEX has consistently declined, all

—
—

pursuant to affiliate contractual arrangements that have been hostile to ratepayers’ interests

—
3]

while seeking to maximize consolidated U S West, Inc income by reducing regulatory

p—
W

recognition of directory revenues.

14 Value of Fees and Services

)15 Q. What is required under the Settlement Agreement approved by the Commission in 1988 with
16 respect to directory imputation?

17 A The Settlement Agreement requires:

18 c) That included in Mountain Bell’s 1984 rate case (which is the basis for rates

19 currently charged the ratepayers) were fees received from USWD under publishing

20 agreements with USWD; that in future rate cases filed by Mountain Bell, the

21 Commission, in arriving at the test year operating income of Mountain Bell, will

22 consider the fees and value of services received by Mountain Bell from USWD under

23 publishing agreements with USWD; that Mountain Bell and the Commission Staff may
24 present evidence in support of or in contradiction to those fees and the value of those
25 ‘ services. Mountain Bell and the Commission agree that in subsequent rate cases
26 downward adjustments from the $43 million in fees received by Mountain Bell from

27 USWD and included in Mountain Bells’ 1984 rate case will require more than a

28 showing by Mountain Bell that it negotiated a lesser amount with USWD. (Settlement

29 Agreement, page 2)
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1 The Company appears to be proposing a “downward adjustment from the $43 million in fees”
2 by not increasing by imputation the actual fee income from USWD from the per books $1.6

3 million amount recorded in the test period. Contrary to the Company’s position, this section

4 of my testimony will demonstrate that the value of what is actually transferred between USWC

5 and the publishing affiliate supports a larger imputation than $43 million, even though Staff
6

1s not proposing any increase to the Settlement Agreement imputation amount at this time.

7 Q. What larger imputation would be required to fully recognize the fees and value of services

8 received by Mountain Bell (now USWC)?
a 9 A The best quantification of what is actually received by USWC is measured by the financial
| 10 results under actual market conditions that are being experienced by USWD/DEX. In other
11 words, if USWD/DEX is providing official publisher services that yield revenues in excess of
12 costs, the “value of services received by USWC from USWD under publishing agreements

with USWD?” is actually negative when netted against the value of the official publisher right
14 - that is given up by USWC in return for such services.

15 Q. Is there any indication from the USWD/Dex financial results that USWC is not receiving
Lo 16 adequate compensation from the publishing affiliate? |

17 A Yes. One would expect that if USWC is excessively compensated at the level of fees and

18 values recorded in the test period, the earnings of USWD/DEX would be negative or at least

19 producing a below average rate of retumn. Alternatively, if USWC is insufficiently

S 20 compensated through fees from USWD/DEX, the actual earnings of USWD/DEX would be
.21 excessive in relation to the investment and cost of capitél actually incurred by USWD.

22 Q. Why do USWD carnings have anything to do with the fees paid to USWC under the
23 Publishing Agreement?
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Every dollar of fees actually paid to USWCFfor listings, billing & collection services, business
referrals, or publishing fees directly reduces the earnings levels experienced by USWD. For
instance, When publishing fees were eliminated in 1989, USWD’s actual earnings increased
dramatically and in direct proportion to the decline in earnings experiencéd by USWC because
of this change. Therefore, USWD’s earnings are indicative of the market value of servicés
provided by both USWC and USWD in publishing and distributing the official U S West white

and yellow pages, net of the underlying fees and costs associated with such efforts.

What level of earnings has actually been experienced by USWD in the recent past?

'USWD earnings have consistently increased over the years. The Commission noted in its

Decision No. 58927 in the Company’s last rate case that “the profits of Direct continue to
increaée resulting in much higher returns th;m allowed to regulated businesses.”(page 13).
Since the last case, that trend has continued. According to the confidential response to Data
Request UTI 60-22, net income of the core directory printing business has || | N NN
Jl percent from 1994 to 1999 and the return on equity percentages in all of these years has
ranged from [Jjjjj percent to Jjj percent annually. Of course, no Publishing Fees are being
paid by USWD/DEX, since such fees were eliminated by the imprudent actions of }US'WC

management in 1988. The payment of publishing fees or the recognition of imputation

“amounts as a charge to the affiliate would reduce the excessive earnings of USWD/DEX.

Didn’t the Court of Appeals rule, in the appeal taken after the last rate case, that the earnings
of USWD could not be relied upon to determine imputation under the Settlement Agreemerit?
According to the Court’s Order:

The imputation method approved in the agreement was not the excess-
profit imputation adopted by the Commission but rather a method
dependent upon proof of ‘the fees and the value of services received by
Mountain Bell from USWD under publishing agreements with USWD”.
During oral argument, the parties agreed that an appropriate imputation
of fees and value of services was $43 million. And the parties jointly
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interpret the agreement as providing for a presumptive imputation of
$43 million in subsequent rate cases. The parties disagree, however,
whether this presumptive figure may be adjusted upward or downward,
as the Commission maintains, or only downward, as US West
maintains.*

Thus, the “excess-profit” imputation methodology adopted by the Commission in the last case
was found by the Court to be inadequate to support an upward adjustrrient to the presumptive
imputation of $43 million, as evidenced by the ordered language:

In this case, however, the Commission did not rely on evidence of the
value of the fees and services; nor did the staff submit any evidence that
USWD’s fees and services to US West in the base year were of a value
greater than the $43 million that US West accepts as the presumptive
imputation.  Accordingly, because the Commission relied on a
methodology that its 1988 agreement renders invalid, and because the
staff introduced no evidence that would support a greater imputation .
under the proper methodology, we set aside the Commission’s greater
imputation and direct it on remand to impute only $43 million of
directory revenue.’

Q. Did the Court prescribe a methodology for the Commission to use to determine an alternative

“‘value of the fees and services”, in place of the presumptive imputation amount of $43

million?

A. No. However, several current measures of the value of the affiliate linkages involved in U S

West directory publishing in Arizona other than DEX’s consistently high earnings suggest that
$43 million amount is woefully inadequate as imputation of a reasonable ratepayers’ share of |

the directory publishing business.

Q. What is a reasonable estimate of the current value of fees and services transferred between

USWC and USWD/Dex in the test period?

4 915 P.2d 1232, 1237

3 Ibid.
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Using the amounts negotiated in the Settlement Agreement as a starting point, the current value

of the fees and services properly credited to USWC in Arizona is no less than $93.1 million,

 rather than only $43 million. To derive this amount, I started with the recorded 1985 USWD

directory revenues. Then, I developed factors to restate and escalate such values from 1985
to 1999 based upon actual revenue and operating margin trends of the USWD/Dex directory
publishing business. The valuation factors I considered were based upon the actual gross
revenue growth experienced by USWD/Dex over this 14 year period and the actual growth in
gross margin (revenues less publishing expenses) experienced over this same period. Iselected
the lower of these two value multipliers for application to the 1985 vintage imputation amount
of $43 million, to derive the $93.1 million amount. This approximate doubling of the .
Settlement Agreement amount is easily understood in ’light of the tremendous growth in
revenues and margins earned by USWD/Dex since the $43 million imputation amount was
initially determined over 14 years ago. An even larger imputation than $93.1 million could
be supported under the USWD/Dex income-based formula, but that formula was found
unreasonable by the Court after it was last ﬁsed by this Commission. Ifthe Commission were
able to utilize the income approach that it approved in the Company’s last rate case, 1999

imputation would be about $104 million.

Why is it reasonable to consider the Staff’s proposed imputation based upon the Settlefnent v
Agreement to be extremely conservative and beneficial to the Company?

The best indication of fees and value of services is the realized financial benefit of affiliation
between USWD and USWC, as evidenced by favorable directory revenue and margin trends
since the $43 million figure was negotiated. Contrary to Ms. Koehler-Christensen’s testimony,
USWC is actually receiving negative value from the affiliate for its contribution to the
directory publishing effort, because the fair value of the grant of official publisher status to
USWD/DEX and the other resource transfers in favor of Dex far exceed the value being

received by USWC.
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UNCOLLECTIBLE REVENUES

1 Q. Has the Company proposed an adjustment to annualize uncollectible revenues at year end?

A Yes. Part of the Company’s end of period adjustment P-01 includes an annualization of
uncollectibles at year-end. The Company’s adjustment is based upon a December times 12
methodology, but contains a normalization adjustment to restate the December recorded
amounts for non-recurring abnormal entries booked in December. According ‘to the

Company’s response to Data Request UTI 48-13, the result of the Company’s adjustments is

NUTEY NV S O VR

an effective uncollectible ratio of 1.49 percent of intrastate local, toll and access revenues.

g Q. Has Staff prepared a comparable uncollectible annualization adjustment?
9 A Yes. Staff Schedule C-7 employs the Company’s 1.49 percent uncollectible ratio, applied to
10 Staff’s proposed adjusted revenue levels. This results in a small adjustment to uncollectibles

in Staff’s filing. The 1.49 percent uncollectible ratio appears reasonable, based upon historical

o 12 and recent uncollectibles experience in Arizona.
E 13 Q. Is there a corresponding change also required in the uncollectible amount applied to the rate
: 14 | change, in Schedule A-1, the Revenue Conversion Factor?
15 Al Yes. Staffbelieves the same uncollectible ratio should be employed for annualization purposes
16 and for conversion of the income deficiency into revenue requirements. Consistent use of the
17 same uncollectible ratio for both purposes is the reason for a difference between Staff’s and
18  the Company’s Revenue Conversion Factor, as shown at line 2 of Schedule A-1. The
19 Company had inexplicably used an inconsistent factor for uncollectibles in the Gross Revenue
; 20 Conversion Factor. |
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EMPLOYEE CONCESSION SERVICE

t

1 Q. What is employee concession service and how has it been treated in the Company’é filing?
2 A Employees are offered discounts on their telecommunications services purchased from USWC
3 and these discounts are referred to as “concessions”. The revenues foregone by USWC for
4 such concessions represent employee benefits that are accounted for on the books solely within
5

the intrastate revenue accounts.

6 Q. Are these concessions the same as the retiree concessions that have been previously disallowed
7 by the Commissioh?
| 8 A No. Prior Commission orders have disallowed concessions granted to retirees, but not
9 concessions for active employees. Retirees’ concession costs are eliminated from the
10 Company’s asserted revenue requirement in ratemaking adjustment C-02 (Exhibit GAR-S6B),
| sponsored by Mr. Redding. However, the concessions granted to employees remain on the
12 " books and serve to reduce recorded test year revenues.
13 Q. . Are you recommending that employee concessions also be disallowed, in the manner the
14 Commission has disallowed retiree concessions? ;
15 A No. My concern is merely with the jurisdictional accounting being afforded such employee
16 concession costs. These costs are incurred as part of the overall package of wages and other
17 benefits that are provided to employees. HoweVer, uniike other wage and benefit costs,
18 employee concessions are not separated between the interstate and intrastate jurisdiction.
19 | Instead, since the discounted services are entirely intrastate in nature, all of such costs are
20 charged entirely into the intrastate revenue requirement. This is inequitable and overstates the
21 ~ Intrastate revenue requirement.
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Does USWC have an opportunity to recover all of the costs of employee concessions if a
portion of such costs is removed from the intrastate revenue requirement as you propose?

Since interstate ratemaking is based upon a price cap form of regulation, increased or
decreased costs to the interstate jurisdiction do not translate into price changes. Thus there is
no need or explicit opportunity to “recover” costs shifted to interstate. However, if USWC is
concerned about full cost recovery, it should explore alternative accounting procedures or the
distribution of vouchers to employees to more appropriately account for the costs of employee

concessions so they are not entirely charged to the intrastate jurisdiction on the books.

Please explain your adjustment Schedule C- 21.

This Schedule reduces the recorded amount of foregone test period revenues associated with
employee concessions, by an amount allocable to the interstate jurisdiction. A composite
separation factor is‘employed to reflect an apprdpriate interstate “share” of this employee
benefit, so as to acknowledge that employées work for the benefit of both the interstate and
intrastate jurisdictions. The end result of this adjustment is an accounting for employee
concession costs that is comparable to the accounting provided to all other employee benefits,
such as medical, dental, pension and payroll tax costs, across both the interstate and intrastate

jurisdictions.
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RENT COMPENSATION
1 Q. What is rent compensation and how does it impact the Arizona operations of U S West
2 Communications?
3 A Rent compensation is an accounting cost allocation process that recognizes that many of the
4 assets used by the Company are shared among and for the benefit of multiple states, beyond
-5 the state in which they are physically located. USWC owns and rents various buildings, office
6 ~ equipment, computers and other assets that are recorded on the books of the state in which they
7 are physically located, but the costs of such “shared” assets must be allocated among the other
8 states that benefit from use of the assets. A rent compensation study is performed twice per
9 year to evaluate the utilization of USWC shared buildings and sﬁpport assets among the states,
10 assigning a rate of return, depreciation and other costs in relation to such utilization. In the
11 case of Arizona, the corporate and regional shared assets located in the State are
proportionately less than Arizona’s allocated share of out-of-state assets, such that Arizona
13 “pays” net rent compensation to certain other states through a monthly journal entry that
\ 14 transfers rent revenues among the 14 states. In fact, Arizona is the largest “payer” of rent
15 - compensation, while the state of Colorado receives the largest credit from the other states.
16 Q. How much rent compensation is included in the Company’s proposed test period incozhe
17 statement? |
18 A The Company has adjusted test period rent compensation to an annualized level that is a total
19 | charge of $48 million, prior to allocation to the intrastate jurisdiction. This amount is actually
; 20 booked as a negative rent revenue amount in Arizona. The Company’s proposed annualized
21 level of rent compensation is based upon the January 2000 update of the rent compensation
22 study. However, due to some overlap in the assembly ofthe Company’s revenue annualization
23 adjﬁstments, the rent compensation annualization was inadvertently posted twice by the
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\ 1 Company, once as part of the miscellaneous revenue annualization (December times 12) and
2 again to annualize the January 2000 rent compensation study amounts.
3. Q. Does Staff agree that the January 2000 rent éompensation study should serve as the basis for
4 the test period annualized level of this cost to Arizona? |
5 A, | Yes. Since the basic test period ends December 31 , 1999, the January 2000 study represents
6 the best accounting “match” with the test year and actually employs 1999-vintage data. More
| 7 ‘current rent compensation studies are now available, but recognizing them would introduce a
| 8 distortion in test period matching because revenue gfowth and rate base changes have not also
9 been updated into 1999. However, even though Staff agrees with the January 2000 study used |
10 - by USWC, it is necessary to make two specific adjustments to the rent compensation teét
11 period amounts so as to correct the Company’s overlapping adjustment error and to reflect
12 more reasonable rates of return on investment within the study.
13 While not quantified at this time, Staff also recognizes that it may be appropriate to recognize
14 changed Arizona depreciation rates in the rent compensation study. However, since proper
15 ‘depreciation for Arizona assets remains at issue, as addressed in the testimony of Staff witness
i 16 Mr. Dunkel, any quantification of rent compensation depreciation effects would first require
17 final resolution of this issue.

18 Q. What rate of return is included in the January 2000 rent compensation study, for determination

19 of charges for Arizona’s use of shared assets in other states?

20 A The rent compensation study uses a weighted average of the allowed rates of return from the
21 state commissions that regulate USWC. In the January 2000 study, the overall rate of return
22 across all states for rent compensation purposes is 10.17 percent. Since several of the states
23 involved have not issued a rate order in many years, some of the “allowed” return amounts
24 embedded in the rent compensation study date back many years. For example, the-Arizona
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authorized rate of return used in the study was determined in 1994, while the returns in other
states may be even more dated. A more current rate of return determination would reduce the

amount of rent compensation that is “paid” by Arizona to more current cost levels.

How should the rate of return be adjustéd for purposes of rent compenéation?

Staffhas adjusted rent compensation to the rate of return that is recommended by Staff witness
Mr. Hill. The effect of this adjustment is for USWC to earn the same return on its
Arizona-allocated investment from out-of-state that it is allowed to earn on rate base
investment recorded directly 6n Arizona books. Staff’s recommended overall rate of return

is 9.68 percent, which is lower than the return included in USWC’s rent compensation study.

If the Commission approves arate of return that is higher or lower than Staff recommends, can
the impact upon rent compensation be estimated?

Yes. It would be reasonable to increase or reduce the intrastate rent compensation expense by
about $108,000 for each 10 basis point (0.1 percent) increase/reduction in the overall return
authorized rate of return in the Commission’s order, relative to staff’s recommended overall

return.

How are the depreciation rates that the Commission prescribes used in the rent compensation

study?

- The ACC-approved depreciation accrual rates are applied to Arizona investment that is shared

among other states, as part of the calculation of rent compensation. Thus, when the prescribed
rates are changed, a corresponding change in rent compensation is required. However, for each
of the other 13 states’ compensable investment, the accrual rates approved for use in that state
are recognized in the rent compensation study. While Arizona depreciation accrual rates have

recently changed, Staff has not quantified the rent compensation impact of such chahges, n
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part because such changes are not applicable to the other states’ assets subject to rent
cbmpensation. According to the Company’s response to Data Request UTI 30-03:

U S WEST’s practice in rate proceedings is not to adjust the

depreciation rates in the rent compensation study. The study is

compiled using the rates in effect at the time of the study. The

depreciation rates used are based on the physical (state) location of the

plant subject to rent compensation. Additionally, the Rent

Compensation study is conducted every 6 months and does take into -

account changes in the depreciation rates as new orders are issued.
Staff has adopted this policy and does not propose the imposition of Arizona depreciation rates
upon other states where the assets and plant mortality data in those states may justify different

accrual rates.

recommended herein in its last rate order?

return rate included in rent compensation payable to other states, because “...if an Arizonarate
of return is utilized, then Arizona depreciation rates should also be used.” (Decision 58927,
page 19). Staff respecfﬁ.ﬂly asks the Commission to reconsider the applicability of Arizona

~ depreciation rates to investment physically located in other states. If any depreciation .
adjustment is applied to the rent compensation study, it should be applicable to only Arizona
investment and can be calculated only after accrual rates fér relevant plant accounts have been

finally determined.
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PUBLIC AFFAIRS/ RELATIONS EXPENSES

What is the purpose of Staff Schedule C-19?

This adjustment is to partially disallow the Company’s test period public policy expenses that
are associated with public affairs and public relations activities. The Company maintains a
large "Public Policy" organization that includes regulatory and governmental affairs activities.
Included in Public Policy are the expenses associated with USWC's Federal and state
regulatory affairs, legislative advocaéy, government relations, community welfare services,
political action committee and memberships; The Staff’s adjustment includes Arizona charges
assoclated with the State Vice President and in-state Public Policy organization as well as the

USWC corporate Public Policy Staff organization.

Does USWC account for a portion of its Public Policy costs below the line, to recognize the
need for shareholder, rather than ratepayers, funding of lobbying, charitable contributions and
other community welfare programs?

In theory, yes. The Company has adopted policies requiring below-the-line accounting for
certain defined types of costs in these areas. For example, USWC's Accounting Standards are
published and distributed to its employees. These standards first generally define below the
line "lobbying" activities as:

DIRECT LOBBYING - FEDERAL AND STATE - Includes work and
costs associated with advocating the Company’s position to Federal and
State public officials. :

GRASSROOQOTS LOBBYING - Includes work and costs associated with
advocating the Company’s position to the public with respect to
legislation, referenda, or ordinances.

DIRECT LOBBYING - Includes work and costs associated with
advocating the Company’s position to local public officials or
governing bodies with respect to legislation, referenda, or ordinances,
but only when the work or costs pertain to matters of the respective
local council or governing body.
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Then, further restrictive descriptions and examples of activities and costs that actually meet
these general definitions are set forth in the Accounting Standard, which is attached as
Appendix MLB-2. The lobbying descriptions tend to minimize the costs charged below the
line, because of the many forms of supporting activities that are not defined and treated as
actual lobbying. Activities not treated as below-the-line lobbying, under the Company's
Accounting Standards, could include:

* Reviewing and analyzing pending or proposed legislation,

Communicating with members of Congress or Legislators for any reason other than for
the specific purpose of advocating the Company’s position,

Entertaining or hosting meals for members of Congress or Legislators when not for the
specific purpose of advocating the Company s position,

Appearances before regulatory agencies or efforts to influence administrative
regulations.

Attending a meeting or seminar that is addressed by legislators where the meeting is
widely attended and no lobbying contact is made.

Because the accounting policies that are employed by USWC personnel in determining
whether to charge time and expenses below-the-line define "lobbying" fairly narrowly, many
efforts to develop and maintain relationships with legislators to facilitate USWC access and

influence are not considered lobbying.

Employing these accounting "rules", USWC recorded only about eight percent of overall
Arizona test period Public Policy expenses to below the line accounts. The majority of such
costs (the other 92 percent) are recorded above-the-line and are included in USWC's asserted

revenue requirements.
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Why should a significant portion of the public affairs and public relations functions within the
USWC Public Policy organization be accounted for below the line, rather than collected from
ratepayers? .

Some larger fraction of such expenditures should be accounted for below the line because
ratepayers derive no direct tangible benefits from legislative/public affairs and image
enhancement expenditures made by the Company. Public affairs and public relations
expenditures are generally not nécessary to provide telephone service to Arizona ratepayers. | _
Moreover, when such costs are incurred by the Company to further its public relations and
political agenda, it 1s likely that such agenda is designed specifically to be more favorable to
the Company's shareholders than ité ratepayers. USWC management can reasonably be
expected to pursue public policy issues in the manner most beneficial to the Company's
investors, since investor interest are most directly represented by the US West, Inc. Board of

Directors who appoint and direct the actions of management.

Have you prepared an adjustment based upon a conclusion that the Accounting Standards

- described above and USWC's resulting eight percent Public Policy cost assignment below the

line is unreasonable?

Yes. Certain personnel within the USWC Public Policy organization are heavily involved with
legislative affairs and public relations activities which appear to be of little or no direct benefit
to ratepayers. However, the Company's proposed accouhting treats the majority of such
personnel and costs as above the line recoverable expenses. Staff Schedule C-19 restates the
Company's per books assignment of Public Policy costs, so as to classify below the line 50

percent of the costs of Corporate Public Policy and Arizona Public Affairs organizations.

Why do you propose to increase the percentage booked below the line to 50%?

The adjustment I propose is based primarily upon the position descriptions for each of the

- Public Policy position/job descriptions provided in response to Data Requests, which are
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1 included in Appendix MLB-3. These documents describe the relative importance of various
‘ 2 responsibilities of each such position. For example, the responsibilities of USWC's Director
3 of Public Affairs- Managing includes:
|
| 4 (25%) Supervises and directs work activities of subordinates; provides
{ 5 strategic direction and guidance relative to team effectiveness: seeks
; 6 and offers opportunities for personal and professional development

7 (25%) Direct/coordinates the efforts of the company lobbyists at the
8 state and national level to ensure proper advocacy on behalf of the U S
9 West Companies.
10 (25%) Direct/participate the efforts of the company to achieve the most
11 favorable forms of alternative regulation as is required or may be
12 achieved through passage of legislation.
13 (15%) Identifies and tracks emerging issues to enable the corporation
14 to respond in a timely and appropriate fashion
} ‘ (10%) Develop recommendations that will allow officers and key
16 managers of. the business to maximize the effectiveness of the
C 17 , company’s public affairs efforts.
18 The Arizona Vice President — Public Policy position has a more generalized statewide policy
;19 role, with duties stated to include:
20 , ...has responsibility for developing, integrating, advocating and
21 executing Public Policy strategies, activities and initiatives within
22 Arizona while ensuring that such efforts support the achievement of U
23 S WEST’s corporate objective and goals.
L24 A number of corporate Public Policy positions are also allocable to Arizona and are included
25 in the Staff’s partial disallowance of costs. Pages 5 through 22 of Appendix MLB-3 are
26 ~ position descriptions for these corporate staff personnel. The adjustment I propose treats
27 Corporate Public Policy and Public Policy Support RC's allocated to Arizona as supportive of

28 these direct efforts at the State level.
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How were Public Policy organization costs treated by the Commission in the Company’s prior
Arizona rate case?

The Commission approved essentially the same adjustment in Docket No. E-1051093-183 that
1s proposed by Staff in this proceeding. At page 45 of Decision No. 58927, the Commission
stated:

We concur with Staff. The Company has not justified over 94 percent

of the public affairs and public relations costs being passed through to

ratepayers. These are areas which clearly provide benefits to the

shareholders. We find that Staff’s proposal to split the costs between

ratepayers and shareholders to be a fair resolution.
Did you inquire into the specific public policy goals and objectives that USWC was focused
upon in the test period, so as to better understand the nature of legislative and regulatory issues
being addressed by the Company?
Yes. Ireviewed the incentive compensation business unit goals and targets established for

Pkublic Policy personnel, as set forth in the confidential responses to Data Requests UTI 17-16
and UTI 60-11 and found the goals to be largely oriented toward shareholder benefits, such as

In your opinion, should the Public Policy adjustment you propose be considered conservative?

Yes. The position descriptions included in Appendix MLB-3 indicate the emphasis of these

efforts on influencing legislative, regulatory and key business leaders through maintenance of
relationships and active lobbying. The business objectives documented for incentive
compensation to Public Pblicy personnel also indicate the emphasis placed upon shareholder
interests. It appears that far more than the 50 percent disallowance I propose coulgl be justified

based upon these documents.
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CASH WORKING CAPITAL

What is cash working capital?

Cash working capital is the amount of invested capital required to operate the business that is
associated with the timing of cash flows through the business. A lead lag study is prepared to
measure the timing of cash flows associated with each of the sources of intrastate revenues and
each of the recurring cash expenses incurred in providing service. If the lead lag study
supports a conclusion that the costs incurred to provide regulated service must be paid more

rapidly than the Company can collect its revenues, investors must provide cash working capital

‘to bnidge this timing gap. On the other hand, if the Company is able to collect cash from

customers more rapidly than it must pay its bills associated with payroll, materials and other

costs, negative cash working capital is the result.

Why is cash working capital included in rate base?

Cash working capital, whether positive or negative in amount, must be included in rate base

so as to properly recognize the amounts of investor-supplied capital required to operate the
business. When added to other working capital elements such as materials and supplies and

to the larger amounts invested in telephone plant in service and deferred tax reserves, cash

working capital is an indispensable element of the investment base associated with Arizona

operations.

Has USWC prepared a lead lag study to determine its intrastate cash working capital
requirement ih the test period? ) | |
Yes. A lead lag study exists to support the Company’s proposed cash working capital
allowance 1n rate base. The Company’s updated test period study supports a rate base amount
of negative $46.2 million. However, in preparing its update filing, the Company posted an

incorrect adjustment amount for cash working capital that results in an incorrect amount of
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negative $39.2 million actually being included in USWC’s proposed rate base. This problem
was disclosed in the Company’s response to RUCO Data Request 28-07.

Does Staff agree with the lead lag study that USWC has proposed in the current case?

Unlike in prior cases, USWC has properly scoped its lead lag study, so as to exclude the non-
cash expense elements that were previously rejected by the Commission. This scoping change
eliminates much of the controversy arising from prior’USWC lead lag studes. However, there
are still a number of specific mechanical corrections, updates and other issues raised by the
Company’s study. Staff has prepared a series of restatements to the Company’s prefiled lead

lag study that are associated these issues.

Do the Staff’s adjustments change the basic approach to the study that the Company prepared?
No. The changes proposed by Staffrelate to the calculated lag day values in several areas, but
not the basic approach to the study. However, beyond the lag day restatements, Staff s results
will also differ from the Company’s because of differences in adjusted test period expense
amounts which serve as inputs into the study calculation. It is necessary to reflect Staff’s
revised income statement amounts in the input values used to calculate cash working capital.
These input values are derived from the adjusted values in Staff’s adjusted income statement
at Schedule C, column D. The difference in input values causes certain differences inresulting
cash working éapital that are not substantive issues, but rather are simply the result of changed
inputs. The Company concurs in the need to reflect updated income statement inputs in

calculating cash working capital, according to the response to RUCO Data Request 28-06.

What accounting schedule have you prepared to display Staff’s proposed lead lag study
calculations, with the revisions that are required?
Schedule B-4 is the lead lag study proposed by Staff. It employs the adjusted income

statement revenue and expense amounts for each line item that are consistent with other Staff
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ratemaking adjustments. In addition, some of the lag day revisions are evident from the study
Schedule B-4, while others are embedded within composite lag day values for expense line

items that are different from the values proposed by USWC.

What is Staff’s first lead lag study adjustment?

The salaries and wages lag day value calculated by USWC includes consideration of incentive
compensation amounts that are paid considerably in arrears, making the weighted average lag
longer than for normal payroll. Since Staff has challenged rate recovery of such incentive

compensation, the salaries and wages lag has been recalculated to exclude such items.

Is there another adjustment that Staff has proposed to the salaries and wages lag value?

Yes. Some wage expenses on the books relate to accrued compensated absences. This expense
1s an accrual, rather than an actual cash payment, that recognizes that employees earn the right
to take vacation and other time off prior to when such time and pay is actually taken. Accrued
vacation expenses should be treated as non-cash expenses, so that only actual ;ash payments
for wages are allowed to influence the lead lag study result. To accomplish this treatment, the
expense lag for vacation accruals has been set equal to the overall revenue lag in Staff’s

calculations.

With respect to the employee benefits lag calculation, has Sfaff found it necessary to adjust the
Company’s proposed lag calculations? |

Yes, several adjustments are required. As in the case of non-cash compensated absences, the
Company’s pension plan is over-funded and no cash contributions to the fund are b.eing made.
So as to neutralize the cash working capital effect of negative pension expenses on the books,

these amounts are assigned an expense lag value set equal to the overall revenue lag.
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For group life, medical, dental and vision plan contributions, the Company has simply assumed
a zero lag day value. The zero assumed lag is apparently based upon the Company’s practice
of reimbursing vendors for the paid claims for employees on a daily basis, via wire transfer.
In effect, the Company has assumed that employees earn these benefits, receive covered
services, submit claims and are reimbuxsed immediately. However, in reality, considerable
lags are associated with the time bétween eamning such benefits and USWC'’s cash payment.
When asked in Data Request UTI 29-29 about the lag time for only the claims processing
portion of this time line, USWC responded “The lag time that might exist between the health
care provider submitting claims to the health insurance company for payment is data that U S
WEST does not have available.” Instead of simply assuming a zero lag value and dramatically
understating the overall benefit lag days, Staff has adopted the benefit lag day value assigned

to this item in the Company’s most recent FCC lead lag calculations, which are based upon a

these insurance items also requires elimination of the “Average Benefit Liability” balance that

USWC had inclﬁded as a reduction to cash working capital at line 26 of Schedule B-4.

The final Staff adjustment to the employee benefits lag calculation is to recognize the statutory
timing of remittances of Federal and State unemployment contributions, which are due and
payable at the end of the month following each calendar quarter. The Company’s calculation
relates the statutory payments to the mid-point of a calendar year, so as to presume that the
average payment of FUTA and SUTA precedes the actual service by employees throughout
the year that creates the tax liability. In reality, these taxes are noi prepaid in anticipation of
future employee service and wages and the Coﬁxpany’s calculation is simply incorrect. It is
true that most FUTA and SUTA is paid early in a calendar year because of the relatively low
wage base to which such taxes apply. However, the tax liability arises from current employee
service and is paid on new employees whenever their first wage payments begin to create the

tax liability to the Company.
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What 1s Staff’s next lead lag study adjustment?

In calculating the lag days for interest expense, USWC included amortization of issuance
expenses as if these were cash expenditures with an assumed zero lag value. This treatment
1s inconsistept with the Company’s treatment of all other non-cash amortization and
depreciation expenses and improperly increases cash working capital. Staff has modified the

interest expense lag day value to recognize only cash interest expenses payable by USWC.

Please describe the Staff’s final lead lag study adj ﬁstment.

A sample-based analysis of miscellaneous cash vouchers is performed to estimate the average

lag days associated with the payment of thé Company’s various expenses other than wages,
benefits and rents. Staff noted initsreview that the Company’s study of cash voucher payment

lag days is extremely dated and inquired irito the availability of study updates. Inits response

- to Staff Data Request UTI 29-30, the Company stated, “USWC is currently investigating the

feasibility of performing this study in the second half of 1999. Since this is a relatively
important study item that impacts many dollars of test period expense, I recommend that the

Commission require this study to be updated for consideration in any future rate proceedings.

In the absence of an updated cash voucher study, Staff noted in discovery regarding another
issue that USWC has modified its accounts payable practices to extend the payment date on
certain transactions (UTI30-11). According to USWC’s response to Data Request UTI 17-35,
“The Company implemented stricter balance sheet management which included slowing down
accounts payable payments, timing of payables, etc.” An estimate of the cash voucher lag day
value associated with this change in internal cash management has been included as a 0.6 day

Staff adjustment to the voucher lag value included in the Company’s study.
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PLANT RECORDS ADJUSTMENT

What is the purpose of the adjustment set forth on ACC Staff Schedule C-22?

This Schedule sets forth an adjustmept to reduce depreciation for plant assets that appear
unlikely to be in service and for which the Company cannot demonstrate that the plant is
actually in service. Staff has treated these assets as “unrecorded retirements” and removed .
them from rate base and depreciation expense, subject to the Company affirmatively showing
the assets to be in service and of benefit to customers. A corresponding adjustment to rate base
is set forth at Schedule B-1, although it has a zero net impacf upon rate base because FCC-
prescribed mass asset accounting procedures assume that any asset, upon normal retirement,
1s fully depreciated. This causes the retirement entries to the books to consist of offsetting
reductions to the Plant in Service and Accumulated Depreciation accounts, with no net impact

upon rate base.

What is the assumption behind Staff’s treatment of General Purpose Computers on the first line
of Schedule C-22? ‘

The Company is required by the FCC to maintain Continuing Property Records (“CPRs”) of
its Plant in Service Investment by vintage year of acquisition, when each asset is placed into
service. In the case of General Purpose Computers, USWC has a large balance of mini and
micro computer units and monitors that are on the books with a 1989 vintage date. Since these
types of assets have a relatively short useful life and are subject to dramatic technological
improvement, it is unlikely that much if any vintage 1989 personal computer and mini
computer equipment remains in service. Rather, Staffbelieves this category of Plant in Service
represents unrecorded retirements and has removed the 1989 vintage balance from rate base

and from depreciation expense.
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Is there any available itemization of the assets within the 1989 vintage of General Purpose
Computers? _
A Yes. In response to Data Request UTI 52-06, USWC provided a 97 page confidential listing
of assets contained within the 1989 vintage of General Purpose Computers. When asked to
“identify any of such equipment that is no longer in service that should be retired, the
Company responded, “It would be impossible to determine equipment no longer in service

without conducting a specia1 study.” Inresponse to a follow-up Data Request UTI 54-13, the

Company elaborated by stating, “The special study that would be required would consist of

O 00 ) O W B W N

conducting a physical inventory and reconciling it to the accounting records. Since General |

[
o

Purpose Computer assets are extremely mobile, such an inventory could involve all U S WEST

—
—
]

locations.”

12 Q. Do the Corripany’s vintage records indicate that any General Purpose Computers remain in
, " service after being acquired in years earlier than 1989?

14 A Yes. According to page 26 of Ms. Heller-Hughes RCND study Supplemental Exhibit, there

15 are much smaller balances of General Purpose Computers in years prior to 1989, totaling about

16 $4.3 million for all years 1976 through 1988.

17 Q. When were the majority of General Purpose Computers added to the Company’s Plant in
18 Service? |

19 Al In vintage years subsequent to 1989, the other $84 million making up the total investment of

20 $112 million in Arizona General Purposes Computers was recorded, with the largest
21 investments being in 1993, 1994, 1995 and 1999. It is highly unusual for an account
o 22 containing computing technology to have the single largest vintage of its assets concentrated

23 over ten years ago in 1989. It is probably that the physical inventory required to verify the

24 existence of such assets would reveal that this equipment, if still owned by USWC, is not

25 actually used and useful in serving customers.
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Is the adjustment proposed by Staff likely to be conservative in amount?

Yes. Withrespect to the General Purpose Computers, as well as the other Plant accounts listed-
on Schedule C-22, Staff removed only the single largest early vintage account that appeared
to contain a concentration of unrecorded retirements. There are other vintages earlier than the
selected year of adjustment that are smaller in dollar amount that were not investigated or
adjusted by Staff, but which likely also contain significant amounts of unrecorded retirements.
These other vintages were not adjusted to intentionally add conservatism to Staff’s estimated
adjustment for unrecorded retirements, but the Company should alsb be held accountable for

justifying its recorded investment in these earlier years.

What vintages and types of assets are included in the Digital Switching and Digital Circuit

Equipment accounts, as contained on lines 2 and 3 of Schedule C-22? ,

Anunusually large amount of Digital Switching and Digital Circuit Equipment is concentrated
within the 1955 vintage plant records. Digital Switching is the current technology used to
switch voice circuits and data traffic, using a computer to convert all traffic into di gital format,
and then process, route and control the traffic. Digital Circuit equipment includes pair-gain
digital devices used to reduce the physical pairs required tb serve customers and digital
electronic equipment used for amplification, rhodulation, signaling, balancing and control of
interoffice vchannels. Such circuit equipment may be located in central offices, in manholes,
on poles, in cabinets or huts or at other company locations. = What is unusual about the
Company’s records, is the large amount of recorded investment in a 1955 vintage, long before

digital equipment became available for telecommunications networks.

When was the first digital switch installed by the Bell System?
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The Bell System introduced its first digital switch in 1976.% This suggests that it is impossible
for USWC to have Digital Switching plant on its books as of 1955. It is reasonable to expect
that certain central office equipment and hardware in existing central offices was retained in
service to support new digital switch installations, when older electromechanical or analog
equipment was removed. Nevertheless, it is uniikely that such equipment would be
concentrated within the 1955 vintage, as reflected in the Company’s vintage property
accounting records. In response to Data Requests UTI 52-07 and 52-08, the Company did not
identify any of this equipment to be either in service or retired, claiming, “The requested data

is not available without performing a special study.”

What is the basis for Staff’s elimination of depreciation expense for the 1925 vintage
Underground, Buried and Intra-building Cable accounts at lines 4 through 6 of Schedulés B-1
and C-227 |

As with the General Purpose Computers, Digital Switching and Circuit Equipment, the
Company has apparent unrecorded retirements for these Cable accounts, as indicated by the
disproportionately large amounts of plant in the earliest indicated vintage for these Cable plant
asset accounts. The recorded vintage distribution for these Cable Accounts can be observed
at pages 45, 48 and 53 of Ms. Heller-Hughes’ Supplemental Exhibit. It is unlikely that such
large cable investments that are 73 or more years old remain in service for the benefit of

ratepayers in Arizona.

How does the Company explain large balances in 1925 vintage Cable accounts?
In responding to Data Requests UTI 52-09 and 52-11, USWC stated, “Certain Outside Plant
assets were not kept with vintage data prior to 1989. These assets are assigned a ‘fictitious’

year of 1901 on the accounting records. The depreciation studies reports provide [sic] by Ms.

'Hyman, Leonard S., The New Telecommunications Industry: Evolution and
Organization, Vol. I, Public Utilities Reports, Inc., Arlington VA. 1987. p.37
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1 Heller-Hughes aggregate all 1925 and prior vintages into the 1925 amount, the majority of
which are the ‘non-mortality’ records. It would be impossible to determine plant no longer in
service without conducting a special study” From this response, it is obvious that the
Company has no idea whether the plant remains in service or what vintage the costs actually
belong in. Staff’s concerns with the adequacy and accuracy of the Company’s plant records

has been translated into a reduction in depreciation expense to allow for apparent unrecorded
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retirements, as a conservative remedy for the apparent problems with plant records.

g Q. Has the Company also recently been audited by the Federal Communications Commission
9 with respect to the accuracy and adequacy of its property acéounting rec;ords?
10 A Yes. FCC auditors in the Accounting Safeguards Division of the Common Carrier Bureau
11 conducted audits of Regional Bell Operating Companies’ (RBOC’s) central office equipment,
12 seeking to verify the completeness and accuracy of continuing property records (“CPR™)

information recorded on the books. These audits included sample-based physical examinations

14 , of hard-wired central office equipment in selected USWC central office locations, including
15 facilities in Arizona. In auditreports filed with the FCC, the auditors claimed they were unable
16 to locate certain central ofﬁce equipment which is recorded on the books of the RBOC’s,
17 | including USWC. The auditor’s reports also state that the CPR records contained deficiencies
18 and did not comply with the FCC’s rules. In its recommendations, the audit report stated that
19 US West should write off $597.2 millibn from its central office equipment to remove the
20 estimated cost of its missing Hard-Wired Equipment and Undetailed Investment and engage
21 an independent auditor to review US West’s practices, procedures and controls for maintaining
22 CPR |
23 Q. Has the Company disputéd the audit findings and recommendations?

7 UTI 1-27, ASD Audit Report, Recommendation paragraphs 38 and 39.
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A. Yes. U S West and the other RBOC’s are vigorously disputing the audit reports and have
" submitted formal responses to the FCC explaining the issues raised by the audits. In its
submissions to the FCC, U S West claims it has “found” most of the central office plant assets

that the FCC auditors were unable to locate. In addition, USWC responded to the sampling
techniques employed by the FCC auditors, claiming them to be “fatally flawed”. While
acknowledging that its CPR records were not perfect, USWC argued that the FCC’s

recordkeeping rules are extraordinarily detailed and burdensome.

Has the FCC taken any formal action with respect to the CPR audits?

oS

A. To date, the FCC has published the audit reports and on April 7, 1999 issued a Notice of
Inquiry in CC Docket No. 99-117 to receive public comments on the issues raised by the
audits. Comments have been received by the FCC and no further action has been taken at this

time.

Q. Has USWC conducted its own internal review of the recorded central office equipment
| balances and underlying continuing property records? |
A. Yes. The result of the Company’s internal review was the recording of a minimal adjustment‘
to the Arizona records, retirements to plant totaling less than $12,000 (UTI 4-30). The
Company has also increased its efforts to train personnel on the accounting requirements for

central office equipment (UTI 14-03).

Q. What would be the impact if further adjustments were required to the recorded Arizona plant
In service balances due to overstated investment amounts, as suggested by the FCC audit?

A If additional retirements should bé recorded, there would be no impact upon rate base. This
1s because of the mass asset accounting procedures, as noted in earlier testimony. However,
(any additional retirements that should be recorded would translate into reduced depreciation

expense, in an amount based upon the appropriate accrual rate times the plant balance impact.
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Q. Has Staff proposed any adjustment at this time with respect to the FCC audit report or ongoing

A No. Staff has not independently conducted any physical audit of the Company’s plant
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inquiry?

investment in Arizona and there has been no resolution of the issues at the Federal level. It is
Staff’s recommendation that the Company promptly report to the Direcfor of the Utilities
Division upon receipt of aﬁy FCC Order associated with the CPR audit and inquiry that is
ongoing. Moreover, Staff encourages the Commission to approve the adjustments to
depreciation expense in Schedule C-22 so as to not charge customers for depreciation of assets
that are likely not in service. Finally, the FCC may also consider imposihg additional physical
CPR audit requirements upon the Company in a systematic and cost-effective manner, to
ensure that all unrecorded retirements are identified and the continuing prbperty records are
more accurately stated in the future. A reporting of the results of any such additional FCC-

imposed plant audits to the Utilities Division should be required of USWC.
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SALE OF EXCHANGES

o

Has the Company proposed a pro-forma adjustment in its updated filing to account for the

pending sale of 38 rural exchanges to Citizens Communications?

Yes. Adjustment P-07 “Arizona Access Line Sale” is proposed in the Company’s filing. This

P

adjustment reduces Intrastate Operating Income by $4.‘3 million and Rate Base by $103.3
million to exclude the estimated impact of the exchanges being sold from calculated revenue
requirements. The adjustment 1s designed to extract actual test period revenues and net plant -
from recorded data, while the expense elements of the adjustment are estimates based upon

allocations of Arizona expenses due to the lack of exchange-specific expense accounting

O 00 ~3 O W»n B W N

records.

10 Q. Does the Staff take exception to any elements of the Company’s pro-forma adjustmé_nt to

remove the exchange sale?

12 Al Yes. Certain expense allocations within the Company’s pro-forma adjustment fail to
13 reasonably attribute costs to the exchanges being soid. One problefn 1s the absence of any cost
14 a'xllocations‘for Cofporate Operations expenses to the exchanges, as if these corporate costs are
15 entirely fixed and will not be reduced when the scope of the Arizona business is reduced.
16 Another proglem is created by the Company’s arbitrary reduction of marketing costs otherwise
17 allocable to the sold exchanges, as if marketing cannot be reduced proportionately when access
18 lines and revenues are reduced from the exchange sale. Finally, depreciation expense related
19 ‘ to the sold exchanges is removed from the test period based upon recorded booked expense
20 amounts, which creates aninconsistency in the Company’s filing, because of the annualization
21 of overall intrastate depreciation (including exchange sale plant investment) in another of the
22 Company’s pro-forma adjustments using revised new depreciation parameters. Depreciation
23 must be removed for the sold exchanges at the same accrual rates used to calculate annualized
\ - 24 depreciation in other parts of the Company’s asserted revenue ‘requirernent.
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1 Q. Have you prepared an Accounting Schedule for the purpose of restating the Company’s
2 Exchange sale a‘djustment?
L 3 A Yes. In Schedule C-29, Staff has proposed adjustments for these known problems, so as to
4 restate the exchange sale pro-forma expense adjustment to more reasonable levels. At lines
5 1 through 5 of Schedule C-29, test period marketing expenses are allocated by Staff to the
6 exchanges being sold based upon relative revenues in such exchanges, as a percentage of total
7 Arnzona revenues. This approach is consistent with the allocation factor used by USWC, but
8 does not accépt the Company’s arbitrarily further reduction of the allocated marketing
9 expenses by ] USWC’s adjustment assumes that the majority of its marketing is done
10 in urban areas and the share of marketing in rural areas is less. According to the Company’s
| 11 response to Data Request UTI 62-22, “When an informal survey of product manager [sic] was
12 conducted in 1998, most managers said that they believed that about half as much marketing
13 dollars were spent in rural areas as compared to urban areas on a per access line basis.” Staff
believes this reduction to be unreasonable and not supported by any studies or specific facts.
15 There is no reason to believe that USWC could not reduce its marketing costs in proportion
. \ 16 to its smaller business operations in Arizona after selling exchanges.
17 The second‘ element of Staff’s adjustment on Schedule C-29, at lines 6 through 10, is tb
18 attribute some reduction in Arizona Corporate Operations Expenses to the exchange sale,
19 rather than accepting USWC’s apparent assumption that all of these expenses are fixed in
20  amount and cannot be reduced when part of the Company’s business in Aﬁzona is sold. Even
21 though the exchange sale represents over JJjjjjjj percent of Arizona plant investment and over
22 |l percent of revenues and access lines, Staff has conéervatively estimated that corporate
23 operations expenses could be reduced by only one percent as a result of the reduced scope of
24 Arizona operations. In contrast, the Company’s adjlistment assumes absolutely no reduétion |
25 in USWC Corporate Operations Expenses will occur with the exchange sale.
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The third element of Staff’s Schedule C-28, at lines 11 through 13, is to remove depreciation
expense using the revised depreciation parameters recently approved by the Commission. This
change corrects an inconsistency in the Company’s filing caused by the use of new
depreciation parameters for overall plant in service in the State, versus lower per-books
depreciation in the Company’s exchange sale adjustment. The quantification of this part of the
Staff’s adjustment is based upon the Staff’s proposed updated depreciation accrual rates and
is set forth as a separate column in Mr. Carver’s Schedule C-15, the depreciation annualization

adjustment. A different adjustment than appears at line 13, reducing depreciation by $8.9
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million, would be required to achieve consistency in depreciation rates if the Company’s

—
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proposed depreciation accrual rates are approved by the Commission in place of Mr. Dunkel’s

U
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proposed accrual rates (UTI 52-14).

12 Q. Why is it reasonable to expect USWC to reduce marketing costs proportionately with the sale

of exchanges?
14 A, Itshould be reco gnized that marketing activities and costs are discretionary and are incurred
o 15 when a market “payback” can be realized above incremental costs that are incurred. The
16 exchange sale reduces the size of the addressable market in Arizona for USWC’s regulated
17 Intrastate services. This reduced market size will impact the economics of discretionary
18 marketing decisions and make it more difficult to achieve favorable results from a given
19 expendiﬁne level. In addition; the smaller Aﬁzona regulated market should cause regional and
20 corporate niarketing expenses to be allocéted away from Arizona, toward states that are not
21 reducing access lines as significantly as Arizona. Ofcourse, marketing activities and costs are
22 even more uncertain in the future, after the planned exchange sales are to close, due to the
23 Qwest merger and broadening of product mix and market areas outside the traditional U S
24 West service territories. In this dynamic environment, it is important to recognize that Arizona
25 1s becoming a smaller part of a much larger business enterprise, in part due to the pending -
26 exchange sale.
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1 Q. Why 1s it reasonable to assume that some portion of USWC corporate operations expenses will
2 be reduced as a result of the exchange sale?
3 A. Corporate Operations expenses include executive, planning, legal, acéounting, finance,
} 4 external relations, human resources, information management, procurement, research and
| 5 development and other general corporate expenses. While many ofthese expenses do not vary
6 directly with the size of Arizona’s regulated business, they are not completely fixed expenses
7 as assumed by USWC. For example, certain charges to USWC from affiliates are based upon
: 8 the relative size of USWC compared to other affiliated entities. When the sale of exchanges
| 9 by USWC reduces the size of the regulated business, a somewhat lower percentage of these
10 affiliate-allocated expenses are chargea.blé to USWC. Other regional and corporate expenses
11 within USWC are also allocated among states using corporate prorate factors that are based
12 upon relative size-based statistics in each state. Since Arizona’s pending access line sale is
13 larger than proposed sales in other states, it is reasonable to expect that somewhat lower shares
of regional and corporate costs will be allocable to Arizona in the future. Finally, it cannot be
15 ignored that USWC is selling exchanges that are rural in naturé, presumably for economic
_ \ 16 reasons. To realize the full potential economic benefit of such sales, it is necessary for the
17 Company to reduce the size of its corporate overheads to match the reduced scope of the
18 regulated business. |
19 Q. Has the Company proven that its corporate operations expenses are ent