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BEFORE THE 
ARIZONA CORPORATION COMMISSION 

PREPARED TESTIMONY OF 
MICHAEL L. BROSCH 

Please state your name and business address. 

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

Lee’s Summit, Missouri 64086. 

By whom are you employed? 

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

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

work for utility regulatory clients, including rate case reviews, cost of service analyses, 

jurisdictional and class cost allocations, financial studies, rate design analyses, and focused 

investigations related to utility operations and ratemaking issues. 

On whose behalf are you appearing in this proceeding? 

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

Commission (“Staff’ or “ACC”), Utilitech was retained to review and respond to the 

Application of US West Communications, Inc., (now Qwest), for a finding of jurisdictional 

earnings, fair value, fair rate of return and rate schedules. My work was coordinated with the 

efforts of Steven Carver of Utilitech and with Utilitech’s co-consultants, William Dunkel & 

Associates and Mr. Stephen Hill. I have prepared this testimony and certain Exhibits described 

herein as a result of such engagement. In general, my testimony addresses revenue issues and 

adjustments. An executive summary of my testimony appears starting at page 5. 

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

will you refer to the Applicant in testimony? 
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Staffs 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 throughout 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 irz Missouri. 

In December, 198 1, I accepted employment with Troupe Kehoe Whiteaker & Kent, a Kansas 

City CPA firm, in its public utility department. While with Troupe Kehoe Whiteaker & Kent, 

I was involved in the review, analysis, and presentation of a wide range of utility rate case 

issues and various other utility management advisory functions for both utility company and 

regulatory agency clients. In May of 1983, I commenced employment with Lubow McKay 

Stevens and Lewis, an accounting and public utility consulting firm. While with that firm, I 

was involved in numerous regulatory proceedings and directed the conduct of a variety of 

special projects. 
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. 

In June of 1985, Dittmer, Brosch and Associates, Inc. (now Utilitech, Lnc.) 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 regulatory 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. 

Q. 
A. 

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 Staffs 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 (MOR)  plan in 1991, and then as a witness in the Company's two most recent 

Washington general rate cases. I also testified in a 1999 Washington proceeding involving 

directory imputation issues on behalf of the Washington Attorney General and other 

intervenors. In 1997, I 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 Staffs revenue requirement position. 
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Beyond USWC, I have considerable experience in the rate regulation of other regional Bell 

telephone companies as well as major independent telephone companies and have addressed 

the sources of value and imputation issues associated with directory publishmg affiliates of 

such companies on many prior occasions. 

Q. 
A 

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 revenues, 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 

accounting adjustments that are included within the Staffs Accounting Schedules that are 

bound within this volume. The specific adjustment schedules that I sponsor are listed in the 

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

Q. 
A. 

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

The basic test period was updated by USWC to the year ended December 3 1,1999. In keeping 

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 changes as of 

December 3 1,1999 with 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 3 1 , 

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 adjusted to restate for unusual or non-recurring 

transactions or known and measurable changes in underlying data. 
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Q. What issues within Staffs revenue requirement presentation are addressed in your testimony? 

A. My testimony describes and supports adjustments proposed by Staff in the areas of revenue 

annualization, service quality program costs, uncollectibles, rent compensation, directory 

imputation, cash working capital, affiliate transactions, public policy costs, unrecorded plant 

retirements, fair value and the Company’s proposal for treatment ofbroadband services as well 

as special ratemaking for reciprocal compensation. 

Q. How are the revenue adjustments that you sponsor different from the Company’s proposed 

adjustments? 

A. U S West has proposed the indiscriminate annualization of all revenue accounts based upon 

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 

has proposed. The revenue annualization adjustments in the Company’s case are not sensitive 

to the different types of revenues contained in the various accounts, so as to recognize that 

variability in non-recurring revenues in any single month makes USWC’s proposed single- 

month test period distortive of ongoing, normal revenues. The Company’s approach produces 

unreasonable results for non-recurring local revenues, access revenues and miscellaneous 

revenues. 

The Staffs case, in contrast, utilizes an annualization approach that is sensitive to the 

underlying nature of each type of revenue being adjusted. Only certain specific revenue 

accounts contain recurring monthly charges that are stable from month to month, so that a 

single month “times 12” approach can produce reasonable results. For these recurring 

accounts, Staffs revenue adjustments generally coincide with US WC’s calculations. In other 

accounts, no adjustment is proposed by Staff except to annualize ACC-approved rate changes. 
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The first four Staff operating income adjustments, Schedules C-1 through C-4, deal with 

revenue annualization issues. 

Q. 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 

A. 

relied upon by the Company in its successful appeal reversing the higher ACC-ordered 

imputation amount fiom 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. I describe 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 Staffs filing quite conservative to the benefit of the Company. 

The Company’s testimony 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 amount 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 ofU S West’s official directories far exceeds the costs 

of publishing them, such that Dex, USWC or another publisher could readily publish the 

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

Staffs imputation amount. 

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

treated in the Company’s and the Staffs revenue requirement calculations? 

U S West would include all of the costs it incurs in waived charges, penalties and alternative 

service arrangements under the h z o n a  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 

to ratepayers. 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 could 

A. 

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. 

Q. 
A. 

Has the Staff proposed any adjustments for uncollectible revenues? 

Yes. Uncollectibles are annualized in Staffs filing, based upon recent actual uncollectible 

experience of the Company, in Schedule C-7. 

Q. How is the Company’s broadband cable service in Arizona treated withm Staffs filing? 
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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. Staffs Schedule C-6 annualizes the test period 

affiliate transactions 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 proposing these transactions. It may be necessary to later revise these adjustments 

to reflect Staffs 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 ratepayers 

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 Staffs 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, MC. Page 8 
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Does Staff also propose partial disallowance of legislative and public relations costs incurred 

directly by US WC? 

Yes. In Schedule C-19, Staff has recognized that only 8 percent of the costs ofUSWC’s 

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

the books. Staffhas 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 year 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. 
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Do you propose any adjustments to plant in service or depreciation expenses in your 

testimony? 

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 

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

Are you responsible for Staffs calculation of cash working capital in rate base? 

Yes. Schedule B-4 represents the test period lead lag study of cash working capital that has 

been prepared by Staff. It includes several revisions to lag day values associated with the 

payment of employee compensation and benefits, interest expense, payroll taxes and 

miscellaneous cash vouchers. In addition, Schedule B-4 recalculates cash working capital 

based upon Staffs revised test period revenue and expense amounts. 

Does this conclude your executive summary? 

Yes. However, I would note that Mr. Carver's testimony describes how the Staffs 

adjustments sponsored by me and other witnesses are combined to derive the overall revenue 

requirement for the 1999 test period. 
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REVENUE ADJUSTMENTS 

Q. 
A. 

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

USWC has annualized all revenue accounts as of December 3 1, 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. Thls “December times twelve” methodology was applied by US WC 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. 

Q. 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-endannualization 

adjustment that is representative of ongoing conditions, such adjustments should be made. 

A. 

This is in keeping with the use of a year-end rate base valuation and is consistent with 

annualization of other revenue requirement determinants such as payroll and depreciation 

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 whch 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 
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proposed December 1999 times 12 calculation. In other instances, variability in monthly 

recorded revenues or the absence of meaningful trends in the data suggested either no 

annualization or an alternative calculation approach. 

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

methodology for annualization? 

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

quantified by looking at a single normalized month of recorded results and multiplying by 

twelve. Examples of such revenues include basic recurring charges for 1FR and 1FB services, 

recurring charges for custom-calling features, and recurring charges for centrex and local 

private line services. Unlike message revenues or non-recuning charges for installation of 

services that can vary considerably from month to month, the recurring charges for basic local 

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 

service that is priced on a recurring monthly flat rate basis, the monthly recurring revenues in 

any particular month are predictive of the revenues to be charged that customer on an ongoing 

basis. On the other hand, when certain customers make toll calls or incur installation charges, 

the amounts that are earned by USWC in a particular month do not reliably quantify ongoing 

annual revenue levels by simply multiplying that month’s revenues by twelve. 

Q. Can you illustrate the difference in variability of monthly revenue amounts using actual test 

period data? 

Yes. 

December 1999 times twelve approach will always produce reasonable results. 

A. I have prepared a graph to illustrate the problems associated with assuming that a 

The 

Company’s revenue annualization adjustment includes recurring, non-recuning, local message, 

toll, access and all other types of revenues for adjustment purposes. The recorded monthly 

local, toll and access revenue accounts subject to this process are set forth in the following 
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graph containing amounts from January 1997 through April 2000. A linear trend line has been 

superimposed on the data, to illustrate the overall trend in recorded intrastate local, toll and 

access revenues within the revenue accounts subjected to the Company’s adjustment 

methodology. 

Monthly Intrastate U, Toll &Access Revenues 
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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 

by USWC to normalize the December values prior to multiplying by twelve, the Company’s 

UTILITECH, INC. Page 13 



.. 

, .  

. .. 

‘ >  

k .  

. .  

I ’ I  

~~ 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

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

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 subsequent months’ recorded revenues and the slope of the trend line. 

Q. Why is it si,pificant 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 revenue accounts that do not contain recumng 

monthly charge-type revenues. The fundamental reason why the Company’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 

A. 

charges, message charges or other variable billing determinants. 

Local Service Revenues 

Q. Are local service revenues one of the revenue categories of test period revenues that the 

Company has annualized using a December times 12 approach? 

A. Yes. 

Q. What are some examples of Local Service revenue accounts included in the Company’s 

annualization adjustment that should& be annualized based upon a “one month times twelve” 

approach? 

The non-recurring charges associated with service installations and rearrangements are driven 

by fluctuating levels of inward and outward movement of customers. Thus, these revenues are 

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

A. 
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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 Company’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 million to $17.5 

million simply due to typical month to month variability in the data. I do not 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 non- 

recurring 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-recunring 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? 
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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 Staffs 
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? 

As noted above, Staffproposes 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 Staffs proposed annualization of local service 

revenues, including the local service revenue accounts where a single month’s data can be 

relied upon. Staffs 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-recuning 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 

9 

10 

11 

12 

reductions were implemented during the test period that have been annualized in Staffs 

adjustment at line 17, the Company's adjustment for DA is excessive. The fundamental 

problem is that these revenues fluctuate monthly, such that selection of a specific month to 

multiply by twelve cannot be expected to yield reasonable results that are consistent with 

revenue trends, as shown in this DA revenue graph: 

1 1  Monthly Arimna Directory Assistance Reverxle 

I 
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Q. How does the Staffs Local Service revenue annualization adjustment treat the Directory 

Assistance revenues depicted in this graph? 

Staffs 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-1 2) levels. The result is an adjusted DA 

revenue amount in Staffs case of about $1.5 million per month. 

A. 

Q. What are the mounts appearing in the “Adjustment to Normalize Recorded Amount” column 

D of Schedule C-l? 

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 removing the abnormal transactions, the local service revenues are annualized in 

Staffs case exclusive of these aberrations. The adjustments Staffhas made for these accounts 

coincide with the Company’s own normalizing adjustments. 

A. 

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

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

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

adjustments required? 

A. Yes. Certain rate changes occurred during 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 . 
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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, Staffbelieves 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 

A. 

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 methodology. 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 Staffs 

adjustments to produce revenues approximately $3 60,000 more toll revenues than are proposed 

by USWC. 

Q. Did the Commission include any annualization of intrastate toll revenues in the last rate case, 

Docket E-1051-93-183? 

No. In that 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: 

A. 

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

in toll 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. 

Q. 

A. 

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 3 1-09, USWC has experienced consistent declines in market share and overall intrastate 

toll usage revenues since January 1996. While the details of this data response are 

confidential, it appears that implementation of 1+ competition for intraLATA 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. - 
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Access Revenues 

Q. 
A. 

Did USWC propose any annualization adjustment for intrastate access revenues? 

Yes. As with 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. 

Q. 
A. 

What is Staffs 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 monthly 

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 adjustment, restating the test period without annualization of access revenues. Staffs 

rejection of the Company’s adjustment has the effect of increasing the Company’ asserted 

revenue requirement by about $1.8 million. 

Q. Were intrastate access revenues annualized in the Company’s prior Arizona rate case? 

A. USWC proposed an annualization of intrastate access revenues in Docket No. E-105 1-93-1 83 

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. 
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As a result, Staff recommended reversing the Company’s upward 
adjustment to TY revenues. 

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

Miscellaneous Revenues 

Q. 

A. 

Q- 
A. 

What is the final category of revenues for which the Company has proposed ratemaking 

adjustments? 

Miscellaneous revenues are earned by USWC in several categories, including sales of directory 

listings, rental income, billing & collection charges, late payment charges and certain affiliate 

service transactions. Near the end of the test period, large miscellaneous revenue transactions 

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 

affiliate contracts. Staffs analysis of miscellaneous revenues considers these new affiliate 

transactions, as well as reciprocal compensation and rent compensation, separately from the 

other miscellaneous revenues. 

Does Staff propose annualization of all miscellaneous revenues at test period end? 

No. The Company’s sweeping annualization of all miscellaneous revenues using a December 

times 12 methodology is not supported by Staff. Instead, Staff has separately analyzed and 

adjusted individual components of miscellaneous revenues, such as rent compensation, 

reciprocal compensation and the aforementioned USWBSI revenues. Staffs analysis of the 

remaining miscellaneous revenues indicates considerable variability from month to month and 

no obvious trend or reliable annualization approach. Therefore, Staff has reversed the 

Company’s inappropriate annualization of test period miscellaneous revenues based upon 

December times 12. Schedule C-4 sets forth the detailed calculation of this reversal. 
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SERVICE OUALITY PENALTIES 

Q. 

A. 

What is the purpose of Staffs adjustment at Schedule C-8 ? 

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

incur certain costs and foregone revenues under the ACC-approved Service Quality Plan 

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

the service quality pldtar i f f  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. 

Q. How does the Company explain its position with respect to the service quality progradtariff 

costs and foregone revenues? 

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

It is 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 alternatives in the attempt to provide adequate 
customer service. 

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

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 pldtar i f f  is required from the Commission in this Docket. As noted 

above, Staffs position on this matter is that U S West shareholders, rather than ratepayers, 

should bear the costs associated with the ACC service quality pldtariff .  

Do you agree with the Company’s characterization that the Arizona service quality pldtariff  

requires the Company to provide “perfect” service? 

No. A review of the specific provisions 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 

service 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 issue? 

While the Company has designated the specific amounts confidential, the service quality costs 

in the test period include Held Order Credits, Out Of Service adjustments, Cellular Vouchers, 

Remote Call Forwarding Credits, Penalties and Missed Installation Appointment credits 

(UTI42-11). In total, approximately - in 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 
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detail. Therefore, it is necessary to estimate the expense portion of service quality costs that 

should be attributed to exchanges being sold. 

Q. For what reasons does Staff believe that the costs and foregone revenues associated with the 

ACC service quality pldtar i f f  (“plan costs”) should be classified below-the-line and borne 

by shareholders rather than ratepayers? 

Fundamentally, it must be recognized 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. 

A. 

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 of 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 recovered from 

other ratepayers. 
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Q. Do the Commission’s prior Decisions with regard to service quality provide any insight into 

the basis for the existing service quality pladtariff? 

Yes. The service quality pldtariffhas its origin in the last rate case, Docket No. E-105 1-93- 

183. In Decision No. 58927 in that case, the Commission indicated that it had considered 

arguments regarding fairness, competition and the information superhighway and found them 

to be related to the service quality issue - stating, “We find it is only fair that the Company 

accept the responsibility for some mis-judgements. We also believe that if the Company is 

serious about its arguments regarding the pervasiveness of competition, then it must improve 

on its quality of basic telephone service or its alleged competitors will leave the company in 

A. 

the dust.” @age 122). The same Decision concludes the need for the pldtariff ,  stating: 

Based on all the above, we agree with Staff and RUCO that the 
Company needs to implement a plan that will improve its quality of 
service. The number of “held orders”, the poor record of customer 
complaints, as well as the comments fiom the public at the public 
meetings, indicate that the Company has below-acceptable level of 
quality of service. As indicated hereinabove, it is clear that the 
Company is stressing the importance of competitive or soon-to-be 
competitive services over the monopoly residential markets, and this 
causes us additional concerns related to quality of service. In the 
competitive market, there is a built-in incentive to provide excellent 
service to customers. In the residential monopoly market, there is no 
such incentive, so therefore, the Commission through regulation must 
mandate a comparable level of quality of service. (Page 123) 

Staff and RUCO were directed by the Commission to “work together to devise an acceptable 

program” in this Decision. A pldtariff  was developed and considered by the Commission, 

with implementation through Decision No. 59147 on July 14, 1995. Upon Application for 

Rehearing, the Commission revised the pldtariff  in Decision No. 59421 dated December 20, 

1995. 

Q. Have USWC service quality problems been observed by several other state commissions 

having jurisdiction over the Company? 
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A. Yes. I am aware of serious service quality concerns in other USWC jurisdictions from my 

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 

levels. 

Q. Do these other states allow recovery of service quality program costs in setting the Compaxy’s 

rates? 

Most of the other states have some form of alternative regulation in place. However, the issue 

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.* 

A. 

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

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

UTILITECH, MC. Page 27 



! :  

, ,.. 

. ,  

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

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

DIRECTORY IMPUTATION 

Q. 

A. 

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 requirements, 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 shareholders. 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 since 1984. The directory publishing affiliate has been named U S West Direct 

(“USWD”), U S West Dex (“DEX”) and new Qwest Dex since the last rate case, and I will 

refer to this entity as USWDDEX throughout this section of testimony. 

Q. 

A. 

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 

directory 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 complete elimination in 1989 of 

the publishing fees that were previously paid by USWDDEX, claiming that such elimination 

still does not justify any imputation of yellow pages revenues for the benefit of telephone 

ratepayers. 

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

imputation 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, if not 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, where 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 page 9 that only $855,753 ofthis 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 cases3 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 will demonstrate, a much larger imputation adjustment 

would actually be required to fully and equitably reflect the “fees and value of services 

received by Mountain Bell fiom USWD under publishing agreements with USWD”. However, 

this much larger adjustment is not included in Staffs revenue requirement calculation, but is 

instead used to indicate the extreme conservatism associated with imputation of only $43 

million. 

3 Stipulation dated May 27, 1988 in Docket No. E1051-86-252, approved in ACC 
Decision No. 56020. 
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Q. 
A. 

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 USWDDEX in the test period. 

Backmound Information 

Q. Was yellow pages imputation ordered by the Commission in the Company’s prior rate case in 

Arizona? 

A. 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 ofUSWD/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 mount  previously agreed 

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

Q. 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 A. 

Acreement in which a negotiated directory benefit of $43 million was to be included as yellow 

pages compensation. I have attached as Appendix MLB-1 a complete copy of the Settlement 

Agreement and related Commission Order. This negotiated $43 million imputation amount 

was not to be reduced for the costs incurred by USWDDEX in publishing and distributing 

books and was in addition to white pages revenues earned 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 organized a separate affiliate and 

transferred assets and employees involved in directory publishing from the telephone company 

into the new affiliate. A Publishmg Agreement and other affiliate contracts were made 

effective in 1984, with certain amendments in subsequent years. The initial Publishmg 

Agreement provided for the payment of large publishing fees to the telephone affiliate in return 

for various rights and benefits, including the exclusive right to publish the official telephone 

directories of USWC (then Mountain Bell). The publishing fees 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 regulated telephone company affiliates and receiving nothing of value in return for 
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It is important to recognize that ratepayers remain entitled to e‘conomic participation in the 

lucrative yellow pages revenue and income stream that has consistently been reflected in the 

determination of Anzona telephone rates over the years. 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 ACC in ordering hgher amounts of imputation in the prior 

rate case. 

Did this Commission previously 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 

immediately 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 Superior Court of 

Arizona (No. CV 87-33850) and that appeal was resolved by adoption, in ACC Decision No. 

56020, of the Settlement Agreement included as my Appendix MLB- 1. 

Why should USWDiDex continue to provide publishing fee compensation to USWC or 

otherwise share the yellow pages revenue and income stream through imputation to the 

telephone company’s ratepayers? 

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 

pages revenues and profits are created primarilv from the unique benefits of affiliation with 

USWC, benefits that arise from and are inteerally related to the Drovision of local teleDhone 
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services. The unique benefits of affiliation with USWC that are enjoyed by U S West DEX 

include: 

1) 

2) 

3) 

7) 

USWDDex'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 

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

Exclusive arrangement 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 US WC customer inquiries regarding 
directory advertising to USWD on an exclusive basis 
(UTI 9-15). 

Evidence of the value of these benefits can be observed in the supra-competitive profits of 

USWD and the higher yellow pages advertising prices charged by USWD than are charged by 

other independent publishers. 
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Would it be necessary to impute directory revenues to USWC's Arizona earnings if affiliate 

transactions had been structured differently? 

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 participate 

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

9 

10 

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

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

11 

12 

13 

15 

16 

. 17 

18 

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 

affiliate at divestiture if reasonable ongoing compensation had been provided for USWC 

under publishing agreements effective since that date, directory imputation regulatory 

adjustments would not be required. 

Q. Does USWDDEX remain the official publisher of USWC's directories and receive benefits 

on an exclusive basis as a result of this status? 

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

19 
20 
21 
22 
23 

1 24 
25 
26 
27 

. .  

28 

5.2 Official Publisher Desinnation. 
For as long as this Agreement is in effect, LEC shall not designate any other directory 
publisher as an official directory publisher for the LEC service areas covered by this 
Agreement. Where appropriate, LEC will identify USW Dex as LEC's official 
directory publisher in public announcements, promotional and advertising materials, 
and LEC sales channel contacts. LEC further agrees that any referrals it makes in 
response to inquiries concerning yellow pages advertising will be made to US W Dex., 
including inquiries from new LEC customers and existing LEC subscribers whose 
service areas are covered by this Agreement. 

a) 

As noted in prior testimony, there are numerous and important benefits arising from the 

relationship betweenUSWDDEX and USWC, for which no compensation is flowed under the 
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Q. 

A. 

Q. 
A. 

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. 

What amounts of publishmg fees were paid by USWD and recorded in Arizona for the 

privilege of serving as the official publisher for U S West? 

Fees were paid for only the first five years after divestiture, in the following Arizona amounts 

(UTI 27-2): 

1984 $28,294,790 

1985 40,3 16,060 

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 publishng fees were received by USWCMountain Bell. 

Why did USWD stop paying publishing fees in 1989? 

According to a December 1988 letter between the affiliates amending the Publishing 

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

The Exlubit 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 ‘subsidy’ payment will cease to be 
effective 12/3 1/88. 
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Publishing fees were not paid after 1988, even though the directory affiliate continued to serve 

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 across the 14 state region. 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 wlule discontinuing the 

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

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

Was any cash or non-cash consideration received by Mountain Bell at the time it agreed to 

eliminate the annual publishing fees from the affiliate Publishing Agreement with USWD? 

No. 

Has USWC or Mountain Bell ever solicited competitive bids for the publication of its official 

directories, so as to determine the market value of being designated the official publisher? 

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

transferred between the affiliates has not been tested under market conditions, but is instead 

the product of non-arm’s length affiliate dealings with inadequate compensation to the USWC 

regulated business. Because of this affiliate arrangement, the true value of the services and 

relationship between USWC and its publishing affiliate can only be determined through 

observation of the financial performance ofthe affiliate. Further, in the absence of competitive 

bidding or genuine arm’s length negotiations, USWC does not know if any non-affiliated 

publishers would publish and distribute US WC’s official white and yellow pages directories 

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

USWDDEX? 

No. If an appropriate level of fees and value had been provided under thepublishing 

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

A. 

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 producing the “U S West” books. 

Rebuttal to Ann Koehler-Christensen 

Q. 

A. 

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 as a 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 earned from premium white pages listings are billed and retained by 

USWDDEX 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 USWDDex was -. 

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 USWDDex? 
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No. I believe that USWC could readily contract with another publisher or reacquire internal 

put: ishing 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 appropriate to 

reduce Ms. Koehler-Christensen’s estimated cost of producing and distributing directones in 

Arizona by the amount of white pages revenues earned 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 ofpubhshing 

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 to 

USWC when the $43 million imputation stipulation was approved by the Commission? 

Yes. The costs of publishing and distributing directories has always been borne by 

USWDDEX, 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. USWDDEX 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 anatural by-product of such 

incumbency. US WC could either directly realize the “lost” revenues associated with whte 

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

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

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

company, the publishing assets and employees within USWDDEX could be transferred back 

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

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

Isn’t it true that USWDDEX does incur certain costs to publish and distribute white and 

yellow pages? 

If considered in isolation, yes, significant costs are incurred to publish the books and distribute 

them. However, these costs are more than offset by selling advertising in the white and yeIlow 

pages directories at prices that are reflective of the market dominance of the directories 

produced by the incumbent telephone company. In other words, the direct costs of the 

directory books is much less significant than the market value of the books in the advertising 

marketplace. The net cost of producing and distributing white and yellow pages is 

considerably negative, when the offsetting yellow page advertising revenues are properly 

considered. In addition, the Settlement Agreement requires consideration of the value of 

services provided to the regulated business by the publishing affiliate and publishing and 

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 to produce 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 and distribution of the official USWC directories, contrary to Ms. Koehler- 

Chnstensen’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 Publishmg 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 directory costs by contracting with DEX that could 

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

Does USWDDEX 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 publishmg 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 Anzona. It makes no sense to attribute value to USWC for 

the costs avoided when USWDDex publishes directories on behalf ofthe 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 right 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 directory 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 USWDDEX and USWC, the regulated 

telephone business could more filly participate in the realization of the market value of 

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

At page 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 received by USWC? 

No. In my opinion, USWC could easily more than support any reasonable cost of publishing 

directories by selling advertising in these directories. USWC does not receive value fiom 

USWDDEX 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. 

USWDDEX 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 publishing 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. 
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Should the white pages revenues that are retained by USWDDEX be recogmzed to directly 

offset Ms. Koehler-Chnstensen’s estimate of the costs of publishng 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 the fact 

that even the white pages produce considerable revenues. According to the response to UTI 

33-12, “DEX offers over thlrty 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 whte pages publishing that have not been recorded on USWC’s books, but have 

instead been deemed “advertising” and retained by USWDIDEX. The Arizona white pages 

revenues earned by USWDIDEX in 1999 totaled about -. 

IfUSWC published its own white pages, as assumed by Ms. Koehler-Christensen, it could earn 

and retain all potential white pages 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 

does not require DEX to sell advertising to US WC’s customers, thus, according to the response 

to UTI 33-14, “IfUSWC published its own white pages then it similarly would not be required 

to sell advertising to its customers.” 

Has the Company previously reco,pized that the telephone company is providing more value 

to the publishing affiliate than it receives from the affiliate? 
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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 fiom selling advertising in 

the directories. The value of official publisher status has increased over the years since 1988, 

as evidenced by the dramatically increased revenues and profits earned by USWDDEX. 

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 publish its own 

white and yellow pages and e m  advertising revenues to offset its costs and generate additional 

income? 

I am aware of no reason why USWC could not terminate the unreasonablePublishing 

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 parent company, 

USWD/DEX’s directory operations could be simultaneously terminated to avoid having 

USWDDEX compete with any new USWC publishing arrangement. 

When the present affiliate Publishing Agreement was made effective between USWC and 

DEX, were any analyses undertaken by or for US WC to determine the reasonableness of the 

terms, rights, obligations, pricing and other provisions of the Agreement? 

No. According to the Company’s response to UTI 3-3 1, ‘Wo 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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Q. 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? 

A. 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 

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

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 

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

recognition of directory revenues. 

Value of Fees and Services 

Q. What is required under the Settlement Agreement approved by the Commission in 1988 with 

respect to directory imputation? 

A. The Settlement Agreement requires: 

c) That included in Mountain Bell’s 1984 rate case (which is the basis for rates 
currently charged the ratepayers) were fees received from USWD under publishing 
agreements with USWD; that in future rate cases filed by Mountain Bell, the 
Cornmission, in arriving at the test year operating income of Mountain Bell, will 
consider the fees and value of services received by Mountain Bell from USWD under 
publishing agreements with USWD; that Mountain Bell and the Commission Staffmay 
present evidence in support of or in contradiction to those fees and the value of those 
services. Mountain Bell and the Commission agree that in subsequent rate cases 
downward adjustments from the $43 million in fees received by Mountain Bell from 
USWD and included in Mountain Bells’ 1984 rate case will require more than a 
showing by Mountain Bell that it negotiated a lesser amount with USWD. (Settlement 
Agreement, page 2) 
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’ I  7 Q. 

8 

I 9 A. 

10 

11 

12 

14 

The Company appears to be proposing a “downward adjustment from the $43 million in fees” 

by not increasing by imputation the actual fee income from USWD from the per books $1.6 

million amount recorded in the test period. Contrary to the Company’s position, t h s  section 

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

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

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

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

received by Mountain Bell (now USWC)? 

The best quantification of what is actually received by USWC is measured by the financial 

results under actual market conditions that are being experienced by USWDDEX. In other 

words, if USWDDEX is providing official publisher services that yield revenues in excess of 

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 

that is given up by USWC in return for such services. 

I . 15 Q. Is there any indication from the USWDDex financial results that USWC is not receiving 

16 

17 A. 

18 

19 

20 

21 

adequate compensation from the publishing affiliate? 

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

values recorded in the test period, the earnings of USWDDEX would be negative or at least 

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

compensated through fees from USWD/DEX, the actual earnings of USWDDEX would be 

excessive in relation to the investment and cost of capital actually incurred by USWD. 

22 Q. 
23 Publishing Agreement? 

Why do USWD earnings have anything to do with the fees paid to USWC underthe 
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Q. 
A. 

Q. 

A. 

Every dollar of fees actually paid to USWC for 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 experienced by USWC because 

of this change. Therefore, USWD’s earnings are indicative of the market value of services 

provided by bothUSWC 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 

increase resulting in much higher returns than 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 - 
percent from 1994 to 1999 and the return on equity percentages in all of these years has 

ranged from percent to m percent annually. Of course, no Publishing Fees are being 

paid by USWDBEX, since such fees were eliminated by the imprudent actions of USWC 

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 USWDDEX. 

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 Agreement? 

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 WithUSWD’. 
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 
maintains4 

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 adjustment 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 .5 

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? 

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. 

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

USWC and USWDDex in the test period? 

915 P.2d 1232, 1237 

bid.  

4 

5 
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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 USWDDex over this 14 year period and the actual growth in 

gross margin (revenues less publishing expenses) experienced over this same period. I selected 

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 m o u n t  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 used by this Commission. If the 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 Staffs proposed imputation based upon the Settlement 

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 

USWDDEX and the other resource transfers in favor of Dex far exceed the value being 

received by US WC. 
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UNCOLLECTIBLE REVENUES 

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

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-recuning 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 

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

Has Staff prepared a comparable uncollectible annualization adjustment? 

Yes. Staff Schedule C-7 employs the Company’s 1.49 percent uncollectible ratio, applied to 

Staffs proposed adjusted revenue levels. This results in a small adjustment to uncollectibles 

in Staffs filing. The 1.49 percent uncollectible ratio appears reasonable, based upon historical 

and recent uncollectibles experience in Arizona. 

Is there a corresponding change also required in the uncollectible amount applied to the rate 

change, in Schedule A-1 , the Revenue Conversion Factor? 

Yes. Staffbelieves the same uncollectible ratio should be employed for annualization purposes 

and for conversion of the income deficiency into revenue requirements. Consistent use of the 

same uncollectible ratio for both purposes is the reason for a difference between Staffs and 

the Company’s Revenue Conversion Factor, as shown at line 2 of Schedule A-1. The 

Company had inexplicably used an inconsistent factor for uncollectibles in the Gross Revenue 

Conversion Factor. 
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EMPLOYEE CONCESSION SERVICE 

Q. 
A. 

What is employee concession service and how has it been treated in the Company’s filing? 

Employees are offered discounts on their telecommunications services purchased from USWC 

and these discounts are referred to as “concessions”. The revenues foregone by USWC for 

such concessions represent employee benefits that are accounted for on the books solely within 

the intrastate revenue accounts. 

Q. Are these concessions the same as the retiree concessions that have been previously disallowed 

by the Commission? 

No. Prior Commission orders have disallowed concessions granted to retirees, but not 

concessions for active employees. Retirees’ concession costs are eliminated from the 

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 

books and serve to reduce recorded test year revenues. 

A. 

Q. Are you recommending that employee concessions also be disallowed, in the manner the 

Commission has disallowed retiree concessions? 

A. No. My concern is merely with the jurisdictional accounting being afforded such employee 

concession costs. These costs are incurred as part of the overall. package of wages and other 

benefits that are provided to employees. However, unlike other wage and benefit costs, 

employee concessions are not separated between the interstate and intrastate jurisdiction. 

Instead, since the discounted services are entirely intrastate in nature, all of such costs are 

charged entirely into the intrastate revenue requirement. This is inequitable and overstates the 

intrastate revenue requirement. 
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Q. Does USWC have an opportunity to recover all of the costs of employee concessions if a 

portion of such costs is removed fiom the intrastate revenue requirement as you propose? 

Since interstate ratemaking is based upon a price cap form of regulation, increasedor 

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 

A. 

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. 

Q. 
A. 

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 appropriate interstate “share” of this employee 

benefit, so as to acknowledge that employees 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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Q. 

A. 

What is rent compensation and how does it impact the Arizona operations of U S West 

Communications? 

Rent compensation is an accounting cost allocation process that recognizes that many of the 

assets used by the Company are shared among and for the benefit of multiple states, beyond 

the state in which they are physically located. USWC owns and rents various buildings, office 

equipment, computers and other assets that are recorded on the books of the state in which they 

are physically located, but the costs of such “shared” assets must be allocated among the other 

states that benefit from use of the assets. A rent compensation study is performed twice per 

year to evaluate the utilization ofUSWC shared buildings and support assets among the states, 

assigning a rate of return, depreciation and other costs in relation to such utilization. In the 

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 

“pays” net rent compensation to certain other states through a monthly journal entry that 

transfers rent revenues among the 14 states. In fact, Arizona is the largest “payer” of rent 

compensation, while the state of Colorado receives the largest credit from the other states. 

How much rent compensation is included in the Company’s proposed test period income 

statement ? 

The Company has adjusted test period rent compensation to an annualized level that is a total 

charge of $48 million, prior to allocation to the intrastate jurisdiction. This amount is actually 

booked as a negative rent revenue amount in Arizona. The Company’s proposed annualized 

level of rent Compensation is based upon the January 2000 update of the rent compensation 

study. However, due to some overlap in the assembly of the Company’s revenue annualization 

adjustments, the rent compensation annualization was inadvertently posted twice by the 
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Company, once as part of the miscellaneous revenue annualization (December times 12) and 

again to annualize the January 2000 rent compensation study amounts. 

Q. Does Staff agree that the January 2000 rent compensation study should serve as the basis for 

the test period annualized level of this cost to Arizona? 

A. Yes. Since the basic test period ends December 3 1, 1999, the January 2000 study represents 

the best accounting “match” with the test year and actually employs 1999-vintage data. More 

current rent compensation studies are now available, but recognizing them would introduce a 

distortion in test period matching because revenue growth and rate base changes have not also 

been updated into 1999. However, even though Staff agrees with the January 2000 study used 

by USWC, it is necessary to make two specific adjustments to the rent compensation test 

period amounts so as to correct the Company’s overlapping adjustment error and to reflect 

more reasonable rates of r e m  on investment within the study. 

While not quantified at this time, Staff also recognizes that it may be appropriate to recognize 

changed Arizona depreciation rates in the rent compensation study. However, since proper 

depreciation for Arizona assets remains at issue, as addressed in the testimony of Staff witness 

Mr. Dunkel, any quantification of rent compensation depreciation effects would first require 

final resolution of t lus issue. 

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

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

The rent compensation study uses a weighted average of the allowed rates of return from the 

state commissions that regulate USWC. In the January 2000 study, the overall rate of return 

across all states for rent compensation purposes is 10.17 percent. Since several of the states 

involved have not issued a rate order in many years, some of the “allowed” return amounts 

embedded in the rent compensation study date back many years. For example, the Arizona 

A. 
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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 retum determination would reduce the 

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

Q. 
A. 

How should the rate of return be adjusted for purposes of rent compensation? 

Staff has 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 on Arizona books. Staffs recommended overall rate of return 

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

Q. If the Commission approves a rate of return that is higher or lower than Staff recommends, can 

the impact upon rent compensation be estimated? 

A. 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) increaseheduction in the overall return 

authorized rate of return in the Commission’s order, relative to staffs recommended overall 

return. 

Q. 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 

A. 

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 changes, in 
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part because such changes are not applicable to the other states’ assets subject to rent 

compensation. 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. 

Q. Did the Commission approve rent compensation adjustments comparable to those 

recommended herein in its last rate order? 

In Decision No. 58927, the Commission rejected Staff and RUCO adjustments to restate the 

return rate included in rent compensation payable to other states, because “...if an Arizona rate 

of return is utilized, then Arizona depreciation rates should also be used.” (Decision 58927, 

page 19). Staff respectfully asks the Commission to reconsider the applicability of Arizona 

depreciation rates to investment physically located in other states. If any depreciation 

A. 

adjustment is applied to the rent compensation study, it should be applicable to only Arizona 

investment and can be calculated only afier accrual rates for 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 advocacy, government relations, community welfare services, 

political action committee and memberships. The Staffs adjustment includes Arizona charges 

associated 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 advocatingthe Company's position to Federal and 
State public officials. 

GRASSROOTS 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 necessary to provide telephone service to Anzona ratepayers. 

Moreover, when such costs are incurred by the Company to W h e r  its public relations and 

political agenda, it is likely that such agenda is designed specifically to be more favorable to 

10 

11 

the Company's shareholders than its ratepayers. USWC management can reasonably be 

expected to pursue public policy issues in the manner most beneficial to the Company's 

I 12 investors, since investor interest are most directly represented by the US West, Inc. Board of 

13 Directors who appoint and direct the actions of management. 

14 Q. 

15 

16 line is unreasonable? 

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 
i 

j 1 17 A. 

18 

19 

20 

21 

22 

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 accounting 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. 

23 Q. 

24 A. 

25 

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 positiodjob descriptions provided in response to Data Requests, which are 
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included in Appendix MLB-3. These documents describe the relative importance of various 

responsibilities of each such position. For example, the responsibilities of US WC’s Director 

of Public Affairs- Managing includes: 

(25%) Supervises and directs work activities of subordinates; provides 
strategic direction and guidance relative to team effectiveness: seeks 
and offers opportunities for personal and professional development 

(25%) Directlcoordinates the efforts of the company lobbyists at the 
state and national level to ensure proper advocacy on behalf of the U S 
West Companies. 

(25%) DirecUparticipate the efforts of the company to achieve the most 
favorable forms of alternative regulation as is required or may be 
achieved through passage of legislation. 

(1 5%) Identifies and tracks emerging issues to enable the corporation 
to respond in a timely and appropriate fashion 

(10%) Develop recommendations that will allow officers and key 
managers of the business to maximize the effectiveness of the 
company’s public affairs efforts. 

The Arizona Vice President - Public Policy position has a more generalized statewide policy 

role, with duties stated to include: 

... has responsibility for developing, integrating, advocating and 
executing Public Policy strategies, activities and initiatives within 
Arizona while ensuring that such efforts support the achievement of U 
S WEST’S corporate objective and goals. 

A number of corporate Public Policy positions are also allocable to Arizona and are included 

in the Staffs partial disallowance of costs. Pages 5 through 22 of Appendix MLB-3 are 

position descriptions for these corporate staff personnel. The adjustment I propose treats 

Corporate Public Policy and Public Policy Support RC’s allocated to Anzona as supportive of 

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-105 1093-1 83 that 

is 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 Staffs 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. I reviewed the incentive compensation business unit goals and targets established for 

Public Policy personnel, as set forth in the confidential responses to Data Requests UTI 17-1 6 

and UTI 60-1 1 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 Policy personnel also indicate the emphasis placed upon shareholder 

interests. It appears that far more than the 50 percent disallowance I propose could be justified 

based upon these documents. 
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CASH WORKING CAPITAL 

Q. What is cash working capital? 

A. 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 intrastaterevenues 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 bridge 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. 

Q. 
A. 

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. 

Q. Has USWC prepared a lead lag study to determine its intrastate cash working capital 

requirement in the test period? 

A. Yes. A lead lag study exists to support the Company’s proposed cash working capital 

allowance in 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 workmg 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. 

Q. 
A. 

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. 

Q. 
A. 

Do the Staffs adjustments change the basic approach to the study that the Company prepared? 

No. The changes proposed by Staff relate to the calculated lag day values in several areas, but 

not the basic approach to the study. However, beyond the lag day restatements, Staffs 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 Staffs 

revised income statement amounts in the input values used to calculate cash working capital. 

These input values are derived from the adjusted values in Staffs adjusted income statement 

at Schedule Cy column D. The difference in input values causes certain differences in resulting 

cash working capital 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. 

Q. What accounting schedule have you prepared to display Staffs 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 adjustedincome 

statement revenue and expense amounts for each line item that are consistent with other Staff 

A. 

UTILITECH, MC. Page 62 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Q- 
A. 

Q. 
A. 

Q- 

A. 

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

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 Staffs 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 

is 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 cash 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 Staffs 

calculations. 

With respect to the employee benefits lag calculation, has Staff 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 being 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 reimbursed immediately. However, in reality, considerable 

lags are associated with the time between earning 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 

turnover analysis of the relevant benefits liability account. Using the FCC basis lag value for 

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

USWC had included 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 F”TA and SUTA precedes the actual service by employees throughout 

the year that creates the tax liability. In reality, these taxes are not prepaid in anticipation of 

future employee service and wages and the Company’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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A. 

Q. 
A. 

What is Staffs 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 

is inconsistent 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 Staffs final lead lag study adjustment. 

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

lag days associated with the payment of the Company’s various expenses other than wages, 

benefits and rents. Staff noted in its review that the Company’s study of cash voucher payment 

lag days is extremely dated and inquired into the availability of study updates. In its 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 (UTI 30-1 1). According to USWC’s response to DataRequest 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 

Q. 
A. 

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

This Schedule sets forth an adjustment 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 ofbenefit to customers. A corresponding adjustment to rate base 

is set forth at Schedule B-1, although it has a zero net impact upon rate base because FCC- 

prescribed mass asset accounting procedures assume that any asset, upon normal retirement, 

is 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. 

Q. What is the assumption behind Staffs 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 ofplant in Service 

represents unrecorded retirements and has removed the 1989 vintage balance from rate base 

and from depreciation expense. 

A. 
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Is there any available itemization of the assets within the 1989 vintage of General Purpose 

Computers? 

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 special study.” In response to a follow-up Data Request UTI 54- 13, the 

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

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

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

locations.” 

Do the Company’s vintage records indicate that any General Purpose Computers remain in 

service after being acquired in years earlier than 1989? 

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

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

$4.3 million for all years 1976 through 1988. 

When were the majority of General Purpose Computers added to the Company’s Plant in 

Service? 

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

$112 million in Arizona General Purposes Computers was recorded, with the largest 

investments being in 1993, 1994, 1995 and 1999. It is highly unusual for an account 

containing computing technology to have the single largest vintage of its assets concentrated 

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

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

actually used and useful in serving customers. 
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Q. 

A. 

Is the adjustment proposed by Staff likely to be conservative in amount? 

Yes. With respect 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 Staffs estimated 

adjustment for unrecorded retirements, but the Company should also be held accountable for 

justifying its recorded investment in these earlier years. 

Q. 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? 

An unusually large amount of Digital Switchng andDigita1 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 digital format, 

and then process, route and control the traffic. Digital Circuit equipment includes pair-gain 

digital devices used to reduce the physical pairs required to serve customers and digital 

electronic equipment used for amplification, modulation, signaling, balancing and control of 

A. 

interoffice channels. 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. 

Q. When was the first digital switch installed by the Bell System? 
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A. The Bell System introduced its first digital switch in 1976.6 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 unlikely 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.” 

I 
Q. What is the basis for Staffs elimination of depreciation expense for the 1925 vintage 

Underground, Buried and Intra-building Cable accounts at lines 4 through 6 of Schedules B-1 

and C-22? 

A. 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. 

Q. 
A. 

How does the Company explain large balances in 1925 vintage Cable accounts? 

In responding to Data Requests UTI 52-09 and 52-1 1 , USWC stated, “Certain Outside Plant 

assets were not kept with vintage data prior to 1989. These assets are assigned a ‘fictitious’ 

year of 190 1 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 

6 
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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. Staffs 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 

retirements, as a conservative remedy for the apparent problems with plant records. 

Q. Has the Company also recently been audited by the Federal Communications Commission 

with respect to the accuracy and adequacy of its property accounting records? 

Yes. FCC auditors in the Accounting Safeguards Division of the Common Carrier Bureau 

conducted audits of Regional Bell Operating Companies’ (RBOC’s) central office equipment, 

A. 

seeking to verify the completeness and accuracy of continuing property records (“CPK’) 

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

of hard-wired central office equipment in selected US WC central office locations, including 

facilities in Arizona. In audit reports filed with the FCC, the auditors claimed they were unable 

to locate certain central office equipment which is recorded on the books of the RBOC’s, 

including USWC. The auditor’s reports also state that the CPR records contained deficiencies 

and did not comply with the FCC’s rules. In its recommendations, the audit report stated that 

US West should write off $597.2 million from its central office equipment to remove the 

estimated cost of its missing Hard-wired Equipment and Undetailed Investment and engage 

an independent auditor to review US West’s practices, procedures and controls for maintaining 

CPR.’ 

Q. Has the Company disputed the audit findings and recommendations? 

UTI 1-27, ASD Audit Report, Recommendation paragraphs 38 and 39. 7 
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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? 

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. 

Has USWC conducted its own internal review of the recorded central office equipment 

balances and underlying continuing property records? 

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). 

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? 

If additional retirements should be recorded, there would be no impact upon rate base. This 

is 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 Staffproposed any adjustment at this time with respect to the FCC audit report or ongoing 

inquiry? 

No. Staff has not independently conducted any physical audit of the Company’splant 

investment in Arizona and there has been no resolution of the issues at the Federal level. It is 

A. 

Staff‘s recommendation that the Company promptly report to the Director of the Utilities 

Division upon receipt of any 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 imposing 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 property 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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Q. 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 A. 

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 fiom calculated revenue 

requirements. The adjustment is 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 

records. 

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

remove the exchange sale? 

Yes. A. Certain expense allocations within the Company’s pro-forma adjustment fail to 

reasonably attribute costs to the exchanges being sold. One problem is the absence of any cost 

allocations for Corporate Operations expenses to the exchanges, as if these corporate costs are 

entirely fixed and will not be reduced when the scope of the Arizona business is reduced. 

Another problem is created by the Company’s arbitrary reduction of marketing costs otherwise 

allocable to the sold exchanges, as ifmarketing cannot be reducedproportionately when access 

lines and revenues are reduced from the exchange sale. Finally, depreciation expense related 

to the sold exchanges is removed fiom the test period based upon recorded booked expense 

amounts, which creates an inconsistency in the Company’s filing, because ofthe annualization 

of overall intrastate depreciation (including exchange sale plant investment) in another of the 

Company’s pro-forma adjustments using revised new depreciation parameters. Depreciation 

must be removed for the sold exchanges at the same accrual rates used to calculate annualized 

depreciation in other parts of the Company’s asserted revenue requirement. 
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Have you prepared an Accounting Schedule for the purpose of restating the Company’s 

Exchange sale adjustment? 

Yes. In Schedule C-29, Staff has proposed adjustments for these h o w n  problems, so as to 

restate the exchange sale pro-forma expense adjustment to more reasonable levels. At lines 

1 through 5 of Schedule C-29, test period marketing expenses are allocated by Staff to the 

exchanges being sold based upon relative revenues in such exchanges, as a percentage of total 

Arizona revenues. This approach is consistent with the allocation factor used by USWC, but 

does not accept the Company’s arbitrarily further reduction of the allocated marketing 

expenses by-. USWC’s adjustment assumes that the majority ofits marketing is done 

in urban areas and the share of marketing in rural areas is less. According to the Company’s 

response to Data Request UTI 62-22, “When an informal survey of product manager [sic J was 

conducted in 1998, most managers said that they believed that about half as much marketing 

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. 

There is no reason to believe that USWC could not reduce its marketing costs in proportion 

to its smaller business operations in Anzona after selling exchanges. 

I 

The second element of Staffs adjustment on Schedule C-29, at lines 6 through 10, is to 

attribute some reduction in Arizona Corporate Operations Expenses to the exchange sale, 

rather than accepting USWC’s apparent assumption that all of these expenses are fixed in 

amount and cannot be reduced when part of the Company’s business in Arizona is sold. Even 

though the exchange sale represents over = percent of Arizona plant investment and over 

percent of revenues and access lines, Staff has conservatively estimated that corporate 

operations expenses could be reduced by only one percent as a result of the reduced scope of 

Arizona operations. In contrast, the Company’s adjustment assumes absolutely no reduction 

in USWC Corporate Operations Expenses will occur with the exchange sale. 
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The third element of Staffs 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 

Staffs adjustment is based upon the Staffs 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 

million, would be required to achieve consistency in depreciation rates if the Company’s 

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

proposed accrual rates (UTI 52-14). 

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

of exchanges? 

It should be recognized that marketing activities and costs are discretionary and are incurred 

when a market “payback” can be realized above incremental costs that are incurred. The 

exchange sale reduces the size of the addressable market in Arizona for USWC’s regulated 

intrastate services. This reduced market size will impact the economics of discretionary 

A. 

marketing decisions and make it more difficult to achieve favorable results from a given 

expenditure level. In addition, the smaller Arizona regulated market should cause regional and 

corporate marketing expenses to be allocated away from Arizona, toward states that are not 

reducing access lines as significantly as Arizona. Of course, marketing activities and costs are 

even more uncertain in the future, after the planned exchange sales are to close, due to the 

Qwest merger and broadening of product mix and market areas outside the traditional U S 

West service territories. In this dynamic environment, it is important to recognize that Anzona 

is becoming a smaller part of a much larger business enterprise, in part due to the pending 

exchange sale. 
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Why is it reasonable to assume that some portion of US WC corporate operations expenses will 

be reduced as a result of the exchange sale? 

Corporate Operations expenses include executive, planning, legal, accounting, finance, 

external relations, human resources, information management, procurement, research and 

development and other general corporate expenses. While many of these expenses do not vary 

directly with the size of Arizona’s regulated business, they are not completely fixed expenses 

as assumed by USWC. For example, certain charges to USWC from affiliates are based upon 

the relative size of USWC compared to other affiliated entities. When the sale of exchanges 

by USWC reduces the size of the regulated business, a somewhat lower percentage of these 

affiliate-allocated expenses are chargeable to US WC. Other regional and corporate expenses 

within USWC are also allocated among states using corporate prorate factors that are based 

upon relative size-based statistics in each state. Since Arizona’s pending access line sale is 

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 

ignored that USWC is selling exchanges that are rural in nature, presumably for economic 

reasons. To realize the full potential economic benefit of such sales, it is necessary for the 

Company to reduce the size of its corporate overheads to match the reduced scope of the 

regulated business. 

Has the Company proven that its corporate operations expenses are entirely fixed and cannot 

be reduced upon sale of the rural exchanges? 

No. The Company explained its position in response to Data Request UTI 62-23 as follows: 

US WC believes that corporate operations expenses are relatively fixed. These 
expenses include items like systems costs, executive, accounting, external relations, 
legal and other expenses which would not be materially impacted by the sale of a small 
percentage of USWC’s access lines. These types of corporate expenses are not access 
line sensitive - and cannot be attributed to specific exchanges. Most corporate 
operations expenses benefit not only all of Arizona, but all of USWC. USWC has 
performed no special studies. It is USWC’s view that these costs are not variable in 
nature, and therefore will not be materially reduced due to this exchange sale. 
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Q. Is the one percent corporate cost reduction factor you propose based upon your judgment, 

rather than any detailed analytical study? 

A. Yes. The Company has failed to prove that its corporate operations expenses are entirely fixed 

and cannot be reduced in some amount as a result of significant reduction in the scope of 

Arizona regulated operations. Clearly, some corporate costs are driven by relative size-based 

allocators that will be reduced as a direct result of pending announced access line sales. Other 

Arizona corporate costs represent administrative support for the business and its employees, 

some of which can be reduced when employee levels decline and Arizona operations are 

reduced in scope. In my opinion, a one percent allocation factor is a reasonably modest target 

for such reductions in the absence of Company evidence to the contrary. 

Q. Is there another reason why some portion of USWC’s corporate operations expenses should 

be attributed to the exchanges being sold to Citizens Communications? 

Yes. The Company has entered into a series of network support service agreements with 

Citizens to be effective upon closing of the sale. According to the Company’s response to UTI 

63-1 1, “There were no adjustments made either within the updated test period or as aproforma 

for services that may be provided to Citizens because the sale has not yet taken place. Any 

such amounts would be speculation at this time, and the criteria for proforma adjustments is 

that they be known and measurable.” The premise behind the Company’s adjustment to reflect 

the exchange sale is to quantify the estimated proforma effects of the sale as if the transaction 

A. 

has occurred. Thus, rigid application of the known and measurable standard must be relaxed 

because the exchange sale quite obviously had not received ACC approval or been closed at 

the time the Company’s or Staffs rate case filing was due. In estimating the pro-forma effects 

of the exchange sale, some allowance for contract support services to be provided by USWC 

to Citizens could be recognized as a reduction to ongoing intrastate expenses incurred by 

USWC. Approval of Staffs revisions to the Company’s proforma adjustment with a one 
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percent corporate operations expense allocation reflects, in an indirect manner, such 

recognition. 

Has the Company provided any estimate of the gain on sale of exchanges that is anticipated 

in Arizona? 

Yes. In response to Data Request No. UTI 50-01 , the Company estimated the gain associated 

with the Arizona access line sale to be approximately - before taxes and allocations 

to intrastate, and about - after income taxes and intrastate allocations. The 

Company has proposed to retain this gain for its shareholders, while Staff witness Ms. Linda 

Jaress has proposed alternative treatments for such gains. I mention this gain estimate in my 

testimony solely as a convenience to the Commission as it integrates any findings from Docket 

No. T-1051B-99-0737 into the Company’s rate order. 

Does the Staffs revenue requirement recommendation include any crediting of this gain 

amount to the benefit of ratepayers? 

No. 
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Q. What is proposed in the Company’s filing with respect to the new broadband cable service 

business operations in Arizona? 

The Company’s updated filing adjusts the net plant investment, revenues andexpenses 

associated with the provision of cable entertainment services in Arizona, so as to treat this 

business segment w i t h  a non-regulated affiliate for ratemaking purposes. Mr. Redding 

explains the Companys’s position at page 13 of Supplemental Testimony. He notes that a 

separate subsidiary has been established by the parent company that is referred to as 

“Broadband Services, Inc. (“BSI”) and that “ ... U S West currently has an open docket, Docket 

No. T-105 1B-99-0499 in which it is requesting the transfer of the assets related solely to the 

provision of cable services from U S WEST Communications to BSI.” To facilitate the 

operations of the BSI affiliate, a variety of new transactions have commenced pursuant to new 

affiliate contracts between USWC and BSI. The affiliate is heavily dependent upon USWC 

for network, marketing, billing & collection and other general administrative services. These 

affiliate transactions between BSI and USWC were recorded in 1999 and are ongoing in 

nature, even if the transfer of assets to the new affiliate is delayed or does not occur. 

A. 

In its filing, the Company includes within the details of revenue and expense adjustments 

certain pro-foxma levels of affiliate transactions with the BSI entity. Within revenues, the 

Company has included $22.9 million of charges to BSI (prior to intrastate separations). Within 

proposed test period expenses, another $816,000 of charges to BSI are recognized as negative 

expenses (RUCO 26-03) based upon the Company’s flawed December times 12 expense 

annualizationmethodology . A third adjustment to reduce end-of-period rate base is separately 

presented in the Company’s filing as Adjustment P-09 (Supplemental Exhibit GAR-S7F). 
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Q. Do any of the adjustments in the Company’s filing presume Commission approval ofthe 

broadband video asset transfer to the separate affiliate? 

Yes. The Company’s rate base asset transfer adjustment is directly linked to the pending 

separate Application inDocket No. T-0105 1B-99-0499. In its response to DataRequest RUCO 

26-03, the Company admitted two errors in its quantification of the asset transfer rate base 

adjustment amount. I am advised by Staff Counsel that USWC has recently requested 

suspension of the procedural schedule in Docket No. T-01051B-99-0499 and that changes to 

the asset transfer proposal may ultimately occur. Therefore, Staffs rate base adjustment 

Schedule B-6 has eliminated the Company’s asset transfer adjustment. 

A. 

Q. Does suspension of the asset transfer Application before the ACC eliminate the need for the 

operating income adjustments to account for test period affiliate transactions occurring 

between USWC and the BSI affiliate? 

No. BSI was established as a separate affiliate in March 1999 and has continuing operations 

in Arizona requiring ongoing transactions with USWC. It would not be appropriate to 

eliminate the operating income adjustments for transactions with the Broadband affiliate 

because such transactions will continue without regard to the asset transfer. Moreover, because 

the underlying costs incurred by USWC to provide services to BSI remain within test period 

expenses of USWC, a reasonable accounting for affiliate revenues from BSI is required to 

A. 

offset such incurred costs. 

Q. Are the amounts of the Company’s proposed broadband operating income adjustments 

reasonable? 

No. The Company’s filing includes rough estimates of the ongoing revenues to USWC from A. 

affiliate transactions with BSI. A footnote within the Company’s revenue workpapers makes 

the following statement: 

The Broadband Services Amts are the payments from affiliate to 
USWC primarily for use of the USWC network. Other charges include 
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payment for general services such as accounting, HR, etc. and for 
Billing and Collection (included in acct 5262). This is what was 
booked in 1999 for 10 mos and included some items that will go away 
eventually @ayment for assets to be transferred). 1 left it thinking the 
decrease would be offset by 2 more months of revenue. I will try to get 
a better estimate as we go forward. 

Unfortunately, no better estimate was produced by the Company in response to Staffs 

discovery in this area. In discussions with Company personnel and in response to Staff Data 

Request UTI 62-12, it was revealed that “In order to prepare the Broadband Video Cable 

adjustment in the short time allowed, an assumption was made that the amount for 10 months 

billing, including one time charges would be somewhat comparable to 12 months of billing.” 

It now appears to Staff that the Company’s estimates are dramatically understated in relation 

to actual ongoing BSI transaction levels in 2000. 

Q. How have transactions between USWC and BSI changed since the end of the 1999 updated 

test period? 

Charges from USWC to BSI have 1-1 since the end of the test period. The 

confidential response to Data Request UTI 60-31 indicates that such charges to BS- 

A. 

~ = after only the first six months of 2000. Because of this trend, Staffs adjustment for BSI 

transactions must be viewed as conservative. 

Q. Did Staff attempt to obtain detailed transaction information, including historical 1999 and 

ongoing year 2000 quantities and prices for each type of ongoing transaction, so as to improve 

upon the Company’s gross assumptions in its profoxma adjustments? 

A. Yes. However, despite conversations with Company personnel, considerable discovery 

problems and delays in this area, information in usable form was difficult to obtain. With 

respect to the 1999 information relied upon in the Company’s proforma adjustment, requests 

for detailed monthly transaction support yielded only high-level accruals that were reversed 
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in the following month andnon-informative invoice and journal details (UTI 53-08,62-15 and 

62-16). Year 2000 information was received for Arizona transactions with BSI only the week 

before testimony was due to be filed, precluding any detailed follow-up analysis. 

In light ofthese circumstances, what is proposed by Staffwith respect to proforma adjustments 

for BSI affiliate transactions and operating income adjustments? 

BSI was formed in March of 1999 and was in business for only the last 10 months of the test 

period. Because of this, Staffhas adjustedthe recorded 1999 test period transactions with BSI, 

so as to annualize the 10 months of recorded year-to-date December revenue activity through 

multiplication by 12/10. This approach is reflected in Schedule C-6 at lines 1 through 6. 

Then, the corresponding expense elements of the adjustment are recognized at lines 7 through 

13 of Schedule C-6. This second part of the Staffs adjustment starts with actual recorded 

negative expenses associated with services provided by USWC to BSI in the test period of $5.7 

million (after reversal of Mr. Redding’s flawed non-labor end of period adjustment, as 

described in Mr. Carver’s testimony). These negative recorded expenses for the last 10 

months are also annualized through multiplication by 12/10. 

Is a different adjustment required if Mr. Redding’s non-labor end of period annualization 

adjustment (December times 12) is accepted by the Commission, over the objections of Staff! 

Yes. In place of the $5.7 million of recorded negative expenses for BSI transactions, it would 

be necessary to substitute Mr. Redding’s $816,000 negative expense result at line 7, resulting 

in a larger expense reduction than the $822,000 now depicted at line 12 of Staffs Schedule 

C-6. This larger adjustment would reduce expenses by $4,348,000 rather than $822,000, as 

explained in footnote (a) on Schedule C-6. 

Are the Schedule C-6 operating income adjustments proposed by Staffnecessarily based upon 

assumptions and estimates that are subject to change? 
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A. Yes. The BSI affiliate transaction amounts reflected in Staffs filing represent an extrapolation 

of recorded actual 1999 transactions to an annualized level as of December 1999, without 

regard to the substantial changes in the underlying transactions that are occurring in 2000. 

This is also true of the Company’s rate case adjustments, as noted in the footnote quoted 

above. However, given the rapid growth in BSI business activity and the level of transactions 

with USWC, I expect that Staffs proposed level of charges to BSI is significantly understated 

to the Company’s benefit in the rate case. In its response to Staff Data Request UTI 62-10, the 

Company provided actual year 2000 monthly BSI transactions with US WC and stated, “The 

volumes associated with all the listed services [provided to BSI] are expected to grow 

commensurate with the growth in subscribers”. In the confidential response to UTI 60-28, the 

Company stated the number of Arizona subscribers to BSI service has in 

March 1999, t o m i n D e c e m b e r  of 1999 and-by Juneof2000. Noneof- 

has been recognized in Staffs adjustment. 

Q. 

A. 

Are there reasons why charges from USWC to BSI may decline in the future? 

The Company’s response to Data Request UTI 65- 12 suggests that revenues from BSI for one 

type of service may decline in the future, due to pending asset transfers now before the ACC: 

The assumptions used [in USWC’s BSI adjustments] were based upon 
historical data. Since BSI is a new affiliate, there is little history, but 
no better assumptions were available. The Company does know that if 
the ACC approves the asset transfer from Qwest to BSI, revenues 
received from BSI will drop substantially. An estimate based on 
historical data would put “after transfer” revenue at approximately $8M 
annually. However, the amount cannot be substantiated at this time. 

Staff has relied upon the same 1999 recorded transactions with BSI for its adjustments that 

were used in the Company’s adjustment. If the proposed asset transfer is now anticipated to 

reduce annual revenues from the BSI affiliate by as much as $15 million annually ($22.9 

versus $8M), the Commission should be quite concerned in approving such asset transfers and 

creating such a large revenue loss to USWC’s Arizona business. 
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How does the pending asset transfer compare to the potential loss of USWC rental revenues 

from BSI? 

Given the Company’s pretax return requirement of 14 percent on rate base assets, the 

transferred assets would need to be valued at more than $100 million to “save” as much return 

on investment as would be “lost” from BSI rental revenues. However, the asset transfer 

before the Commission involves only$l.4 million of net intrastate Arizona investment (See 

Schedule B-6). Even considering the cost of depreciation on such assets, it would be 

unreasonable to transfer only $1.4 million of investment to BSI if rental revenues to USWC 

would decline by as much as USWC now suggests. 

If the separate proceeding, ACC Docket No. T-105 1B-99-0499 is suspended and asset transfers 

do not occur for consideration in this rate proceeding, what should be done to determine 

USWC’s revenue requirement? 

The Company’s rate base adjustment for asset transfers should be reversed in order to reflect 

continued USWC ownership of the assets, as depicted in Schedule B-6. However, the Staffs 

proposed adjustments to USWC operating income in Schedule C-6 should be approved, so as 

to reflect the ongoing transactions with BSI that will continue even if the asset transfer does 

not occur. 
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RECIPROCAL COMPENSATION 

Q. 

A. 

What is reciprocal compensation and how has it been treated in the Company’s filing? 

Pursuant to interconnection agreements between USWC and competing carriers, traffic 

generated by customers of a local carrier that relies upon the facilities of another carrier for 

completion may require the payment of compensation to or fiom that other carrier. In the test 

period, USWC recorded both revenues and expenses associated with the receipt and payment 

of reciprocal compensation as follows: 

Test period recorded reciprocal compensation revenues 

Test period recorded reciprocal compensation expenses 

$6,56 1,701 

17.982.288 

Net Per Books Cost - Reciprocal Compensation 11,420,587 

However, by ratemaking adjustment, the Company has removed all of these recorded 

transactions and has substituted a pro-forma net cost of $13,252,000 as an addition to the 

bottom-line revenue requirement shown on Mr. Redding’s Supplemental Exhibit GAR-S 1. 

This addition is captioned, “Automatic Adj . Mechanism Revenue Requirement” to coincide 

with Mr. Redding’s proposal that an “automatic rider” serve to change the rates paid by 

customers for all future changes in reciprocal compensation. 

Q. What arguments are advanced by Mr. Redding for this special treatment ofreciprocal 

compensation? 

At page 15 of his supplemental testimony, Mr. Redding states, “Right now net reciprocal 

compensation is growing very rapidly. In the future, as agreements are modified or 

renegotiated, this level may drop. In other words, the situation is very volatile. An automatic 

adjustment mechanism would ensure that the Company received no more in rates than it is 

entitled to, whereas inclusion in the base revenue requirement would ensure that the Company 

A. 

UTILITECH, INC. Page 85 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

13 
14 
15 

16 
17 
18 

19 
20 

21 
22 
23 

24 
25 
26 
27 

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

would either over or under collect in the future.” Mr. Redding’s proposed automatic rider 

would be changed every six months or quarter based upon reported amounts to the 

Commission that would be subject to audit at any time. 

Does USWC have automatic rate adjustment riders for any other elements of its Arizona 

revenue requirement? 

No. The Company’s proposal represents a significant departure from traditional regulation of 

USWC in which all elements of cost of service are included in base rates and are reviewed and 

quantified within a test period and in the context of general rate cases. 

Does Staff support the adoption of an automatic rate adjustment mechanism for USWC’s 

reciprocal compensation net expenses? 

No. The Company’s proposal for such an adjustment mechanism should be rejected for a 

number of reasons, including: 

It is improper, piecemeal ratemaking to single out one isolated element of the overall 
revenue requirement for rate adjustments, while ignoring other changing revenues and 
costs that may tend to offset the isolated element. 

Other elements of USWC’s revenue requirement are more significant and more 
variable, yet are not proposed for automatic rate adjustments, causing the Company’s 
proposal to be asymmetrical and distortive of the overall cost of service. 

The costs in question are not significant enough to materially impact USWC earnings 
if automatic rate adjustments are not approved. 

The incentives for USWC to prudently negotiate and administer reciprocal 
compensation agreements is diminished if the costs of reciprocal compensation can 
simply be passed through to ratepayers. 

The administrative cost and complexity ofintroducing quarterly or semi-annual filings, 
audits and rate adjustments for reciprocal compensation are not justified in light of the 
relative importance of such costs to the accurate measurement of USWC’s revenue 
requirement in Arizona. 
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8 The Company has not sufficiently developed its proposal to allow full review and 
consideration of the significant reporting, rate design, tariff administration or customer 
bill disclosure issues that are created. 

Automatic adjustment of customers’ rates should not be granted for these reasons. Instead, a 

reasonable quantification of reciprocal compensation should be included in base rates and any 

future changes in such costs should be considered along with and at the same time as all other 

revenue requirement elements. 

What percentage of the Company’s overall intrastate revenues does the net cost of reciprocal 

compensation represent? 

At the Company’s proposed net cost level of $13.3 million, reciprocal Compensation represents 

only one percent of total Arizona intrastate operating revenues of about $1.2 billion. 

Do other elements of the Company’s revenue requirement change more dramatically than the 

net cost of reciprocal compensation? 

Yes. For example, USWC has quantified the effects of wage and salary increases to be over 

I 

$13 million for only the increases in March and August of 2000. Salary and wage increases 

are routinely granted by USWC and do not receive automatic rate adjustments treatment. 

Offsetting such cost increases are the ongoing effects of access line and local recurring revenue 

growth, that Staff has quantified to add approximately $26 million to US WC’s Arizona pretax 

income in only six months time (Schedule C-1, line 15). Because costs and revenues are 

dynamic and change continuously and significantly between rate case test periods, it is 

unreasonable to allow a single type of cost to be singled out for automatic rate adjustment 

except in very special circumstances. It is important to maintain the balance and matching of 

test period regulation and not allow piecemeal regulation of selected cost items so as to 

recognize that growth in revenues will continue to be available to USWC to offset increases 

in wages, reciprocal compensation or other areas of the business. 
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Q. 

A. 

Is there another issue area in the Company’s proposed filing that is more deserving of special 

ratemaking or automatic rate adjustment than reciprocal compensation? 

Yes. USWC transactions with the new Broadband Services affiliate involve - - revenues to USWC for support services being provided this affiliate. The 

amounts of such affiliate transactions in the test period are quite large and volatile and the 

Company’s proforma ratemaking adjustments in this area were very tentative. In the first six 

months of 2000, revenues to USWC from this source have -, 

yet the Company has proposed no automatic rate adjustment for these transactions. Clearly, 

selection of only certain increasing cost elements for automatic rate adjustment, whlle ignoring 

other offsetting new revenue sources, can be very distortive ofthe Company’s ongoing revenue 

requirement. 

Q. What types of special considerations have been recognized by regulators to justify the adoption 

of piecemeal automatic adjustment clauses and rate adjustments between test periods? 

Where an extremely large cost or revenue item is truly not controllable by management and 

could adversely impact the financial stability of the business if not tracked into prices, 

automatic rate adjustments are used by some regulators. The most common examples are for 

fuel and purchased power expenses incurred by electric utilities and for purchased gas 

expenses for gas distribution utilities. These costs are very large components of the overall 

cost of service and are subject to competitive market price fluctuations that are largely outside 

the control of management. Even so, regulators in some states including Arizona have sought 

to carefully review and in some instances eliminate automatic fuel cost rate adjustment 

mechanisms for some of the same reasons USWC’s new tracker is objectionable. 

A. 

Q. Do the reciprocal compensation net costs faced by USWC represent extremelylarge, 

uncontrollable costs that threaten the financial stability of the business if not subject to 

automatic rate adjustment in Arizona? 
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A. No. While it is true that such costs will continue to vary in the future, as policy issues are 

resolved and contracts are negotiated, the magnitude of the costs does not rise to a level 

justifying rate tracking of the costs. Moreover, to my knowledge the Company has no 

automatic rate adjustment for such costs in its other state jurisdictions. 

Q. Has USWC produced any estimates of its anticipated reciprocal compensation costs, so as to 

evaluate its claim that the costs are growing very rapidly are expected to be very volatile? 

A. No. In fact, in a recent dispute before the ACC over reciprocal compensation for internet 

service provider traffic involving Sprint, the Company prevailed and such traffic was ordered 

to be compensated on a bill and keep basis, thereby reducing the Company’s exposure to 

increased reciprocal compensation.8 The Company claims that it is impossible for it to forecast 

reciprocal compensation amounts that may be payable in the future. 

Q. What do you propose with respect to the basic test period treatment of reciprocal compensation 

costs in lieu of Mr. Redding’s proposed automatic adjustment of future rates for such costs? 

Adjustment C-30 includes in the test period the actual 1999 reciprocal compensation revenues 

and expenses that were recorded on the books, but then removed by USWC in its annualization 

A. 

adjustments. Upon Staffs inclusion of the actual 1999 mounts, there is no need for the 

separate line item adding $13.3 million to the calculated revenue requirement on Staff 

Schedule A and there is no need for future automatic rate adjustment for changes in this level 

of costs. In the event the Company presents compelling evidence in its rebuttal presentation 

in support of a different level of reciprocal compensation than was recorded in 1999 and that 

does not distort other test period relationships, alternative amounts may prove reasonable for 

consideration as part of the revenue requirement. At this time, the test period recorded values 

included by Staff represent the only known and measurable amounts that are consistent with 

8 Decision No. 62650 in Docket No. T-02432B-00-0026, June 13,2000 
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the other test period revenue and expense levels. According to the Company’s response to 

UTI 64-21 

The amount of reciprocal compensation expense during the test period 
is now known and measurable. The FCC may change the 
compensation arrangement for reciprocal compensation but the 
Company does not know if or when such a changes will be made. The 
reciprocal compensation docket has already been pending for several 
years now. The FCC’s February 25, 1999 decision is available at 
www. fcc.gov. 

Until issues are permanently resolved with respect to this issue, the Staffs adjustment to 

include test period actual revenues and expenses is the most appropriate ratemaking provision 

for reciprocal compensation. 

/ 
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AFFILIATE TRUE-UP ADJUSTMENTS 

Q. 
A. 

What is the purpose of Staff Adjustment Schedule C-9? 

Many of the U S West affiliates that regularly transact business with USWC submit monthly 

billing for services they provide that are based upon estimates, subject to periodic true-up 

adjustment and revised billings. Since the true-up adjustments may occur and be booked 

outside the test period, or be recorded within the test period but affect months outside the test 

period, it is necessary to account for the true-up adjustments in a manner that properly matches 

costs with the test period. The purpose of Staff Adjustment C-9 is to recognize affiliate true-up 

adjustments in a manner consistent with the calendar 1999 test period. 

Q. Does the Company concur in the adjustments shown on Schedule C-9? 

A. USWC has proposed that all its expenses be annualized based upon a single month, December 

1999, multiplied by twelve. Staff rejects the Company’s proposed single-month test period 

and asked USWC to prepare all of the required normalization adjustments for the entire test 

year as if its single-month annualization were not employed. In its response to Data Request 

UTI 43-20, the Company provided the “adjustments not made” due to its December times 12 

approach, including this affiliate true-up out of period adjustment that is now proposed by 

Staff. I believe the Company recognizes the propriety of this adjustment in Staffs case, since 

Staff is utilizing a full 12 month test period. 

I 

Q. Should this adjustment be made if the Company prevails in its December times twelve 

annualization position? 

No. However, the affiliate transaction expense amounts are not stated at reasonable and 

representative levels in December and other normalization adjustments are clearly required, 

but have not been made by the Company. 

A. 
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U S WEST INC. DISALLOWANCES 

What is the purpose of Staff Adjustment Schedule C-20? 

Adjustment C-20 represents a partial disallowance of U S West, Inc. (“USWI”)parent 

company charges for certain responsibility centers (“RCs”) that are allocated to USWC and 

its Arizona operations. 

What are the USWl parent company charges that this adjustment relates to? 

The parent company maintains a staff of administrative personnel that provide centralized 

services and allocates its costs to USWC and other affiliates such as U S West DEX, U S West 

Communications Services, U S West !nterprise America, U S West Wireless and other entities. 

These services include the following: 

Executive Management Human Resources Public Relations 

Treasury Tax Administration Financial Management 

Strategic Planning Benefits Administration Corporate Development 

Legal Accounting Insurance/Risk Management 

Legislative Regulatory Affairs Market Research 

Direct and overhead costs are accumulated into a series of RC’s in each USWI functional area 

and are charged or allocated among the subsidiaries of U S ‘West Inc. based upon time 

reporting or certain relative-size-based allocation factors. Because it is the largest of the 

subsidiaries of USWI in the test period, USWC bears the majority of these allocated parent 

company allocated costs. 

What is the total amount of such USWI parent company charges included in the test period 

Arizona revenue requirement asserted by USWC? 
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A. Total actual test period recorded intrastate USWI charges total $10.4 million for headquarters 

billings on an Arizona intrastate basis (UTI 42-20). These charges are accumulated within 

approximately 75 individual RCs that charge a share of incurred costs to USWC based upon 

the presumption that the activities and costs in each RC are of benefit to USWC and its 

customers. However, a different and seriously understated level of USWI costs is embedded 

within the Company’s asserted revenue requirement, if the Commission adopts the Company’s 

one-month times twelve annualization of all expenses, based upon costs in December 1999. 

Q. How much USWI headquarters expense is included if the Company’s end ofperiod non-labor 

annualization adjustment is accepted, over the objections of Staff! 

USWI costs are understated in the Company’s filing because of Mr. Redding’s flawed end of 

period approach because December actual USWl headquarters allocations to Arizona intrastate 

totaled negative $242,072. Since the Company multiplies December times 12 to annualize 

expenses, the result is an annual level of intrastate parent company headquarters costs of 

A. 

negative $2.4 million. However, since Mr. Carver sponsors a Staff adjustment to reverse the 

Company’s December-times-twelve non-labor annualization adjustment, the starting point for 

Staffs adjustment must be the recorded test period amount stated above. 

Q. How many dollars and RCs are addressed in Staffs proposed disallowance? 

A. Staff proposes the partial disallowance of charges from only nine of the U S West, Inc. RCs 

representing total charges of about $2.3 million and a disallowance of 50 percent or $1.1 

million. Thus, Staffs adjustment represents about ten percent of total parent company 

allocated charges to US WC’s Arizona operations. 

Q. Was the adjustment you propose approved by the Commission in the Company’s last Arizona 

rate case? 

I .  
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1 A. 

2 

3 

4 case. 

Yes. In Decision No. 58927 at pages 25 through 3 1 , the Commission approved either 100 

percent or 50 percent disallowances for the USWI functions addressed in Schedule C-20. I 

have applied a 50 percent disallowance factor to all of the USWI functions in the current rate 

5 Q. 

6 A. 

What is the reason for Staffs disallowance of the costs for the nine RCs at only 50 percent? 

The activities and allocated costs within the subject RCs are not entirely without value to 

ratepayers, but should not be charged entirely to ratepayers for ratemaking purposes. So as to 

recognize that both shareholders and ratepayers receive some benefit from these activities, the 

- 7  

8 

9 costs are equally shared by placing 50 percent above-the-line for inclusion in revenue 

10 requirements. 

11 Q. 

A. 

15 
16 
17 
18 
19 

. <  

20 
21 
22 
23 
24 
25 
26 

27 
28 . ,  

What are the reasons why 50 percent of these parent company costs should be excluded? 

In general, the activities and costs within the RCs listed in Schedule C-20 are not of tangible 

direct benefit to USWC’s regulated telephone business and its customers and should be 

partially retained by the parent company. This is because of the following basic principles: 

would be subject to disallowance if incurred directly by USWC, such as 
extraordinary compensation costs, portfolio management costs 
(mergers/acquisitions), large corporate aircraft expenses and extraordinary 
travel and entertainment expenses (UTI 53-13S1 and 55-05); 

a Senior executive management and certain other costs of the parent company 

I 
I 

l 
I UTILITECH, INC. 

The Company has not demonstrated any need for the extra layers of senior 
management contained within USWI, to which senior USWC management 
personnel directly report; 

Strategic planning and corporate development costs at the parent represent 
costs of managing the portfolio of diversified holdings of USWI and include 
merger/acquisition costs that should be absorbed by owners of the business; 

Senior executive management costs of USWI allocated to USWC were unduly 
concentrated in the test period, due to the corporate separation of MediaOne in 

Page 94 



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

L 1  

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 

14 

15 

16 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

39 

1998 and the resulting large allocations of such corporate costs to USWC in 
1999. This concentration is non-recurring due to the merger with Qwest. 

e Public relations and legislative initiatives are of no direct tangible benefit to 
USWC customers and may reflect the desires and agenda of the shareholders 
rather than consumers; 

e Cash management (interest) income ofUS WC and USWI is recorded below the 
line and is retained by shareholders, such that costs incurred to maximize such 
income should be partially borne by shareholders rather than ratepayers. 

e Corporate contributions and the costs incurred to adrmnister USWI’s 
foundation should not be included in regulated revenue requirements. 

The following testimony will elaborate upon the activities in the specific RCs that are partially 

disallowed by Staff, indicating how these principles apply to such activities. 

Q. What is the nature of activities undertaken by U S West’s President and CEO in the test 

period? 

Mr. Sol Trujillo was the President and CEO in 1999. According to the confidential response 

to UTI 52-19, the President and CEO, ‘ 

A. 

-.,’ In this capacity, the President and CEO has general oversight responsibility of 

US WC as well as the entire consolidated business enterprise in matters of policy or strategic 

importance (UTI 29-10). According to the organization chart effective during the test period, 

12 presidents and executive vice presidents of USWC and other subsidiaries directly report to 

the President and CEO (UTI 22-07, Attachment A). 

Q. 

A. 

What percentage of the PresidentCEO expenses were attributed to USWC in the test period? 

Because of its large relative size, compared to the other affiliated entities, USWC was charged 

about percent of the allocable costs of this RC (UTI 49-03), which exceeded $= million 
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A. 

Q. 

A. 

Q. 

in the test period. The Arizona intrastate share of such costs exceeds 

at line 1 of Schedule C-20. 

million, as shown 

How many employees’ salaries, bonuses and expenses are included in these allocable costs for 

the President/CEO’s RC? 

According to the confidential response to UTI 50-14, there were total employees, 

including Mr. Trujillo, a manager of legal staff, and three administrative/executive assistants. 

The regular salaries in this RC totaled million, while another = million in senior 

executive incentive compensation and million in other employee benefits also contribute 

to such costs (UTI 49-03). Also contributing to the large costs allocable from the 

President/CEO RC of USWI are professional fees of million and corporate aircraft 

allocated costs of million (UTI 49-03 and 53-06). 

Are most of the salary and benefits costs in the President/CEO attributable to Mr. Trujillo, 

rather than the other employees? 

Yes. According to public disclosures ofMr. Trujillo’s 1999 compensation inU S West, Inc’s 

SEC reporting, the salary component was $896,552, the bonus was $1,025,000, other annual 

compensation was $1 19,132 and restricted stock awards were $16,293,750. Footnote 

description of the restricted stock item states, “Mr. Trujillo was granted 300,000 shares of 

restricted U S WEST common stock as part of the August 1999 merger retention plan” while 

the response to Data Request UTI 55-5031 states, <[ 

(’ was recorded in allocable USWI expenses. Total PresidentCEO 

compensation costs allocated to USWC in 1999 totaled $= million, of whch the Arizona 

intrastate share was million (UTI 55-0331). 

Was Mr. Trujillo retained as part of the Qwest post-merger executive management team? 
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No. Mr. Joseph Nacchio is the Chairman and CEO of Qwest Communications International, 

Inc. and he has announced a new top executive team that does not include Mr. Trujillo (UTI 

46-21). Prospectively, USWC will receive some relatively smaller allocation of senior 

management costs associated with the newly named Qwest executive team. 

Is Staff also concerned that test period recorded PresidenUCEO costs may include labor and 

expenses associated with the Global Crossing and Qwest merger discussions, negotiations and 

related activities? 

Yes. Costs of these mergers were to be retained by the parent company and not be charged to 

US WC or included within revenue requirements. However, the confidential response to Data 

Request UTI 53-12s 1 indicates that Mr. Trujillo’s total reported time involvement in meeting, 

negotiating and securing board and shareholder approval for the salelmerger of his Company 

in 1999 was hours with respect to the Global Crossing merger agreement and only m o u r s  

with respect to the Qwest merger, 

-. Other executives also reported quite low hours assignable 

to the two test period merger transactions. Staffs partial disallowance of the identified USWI 

responsibility center costs is intended to remedy the apparent under-reporting of merger labor 

time and expenses to the mergers & acquisitions function within the parent organization. 

Are there unique attributes of the 1999 test period that caused overall USWI costs allocable 

to USWC to be increased, relative to other periods of time? 

Yes. Prior to June of 1998, the PresidenUCEO costs were allocated among USWC and the 

Media Group entities that were controlled by U S West until the corporate separation of Media 

Group occurred. This caused a much smaller share of PresidentKEO costs and other RC’s 

costs to be allocable to USWC prior to June 1998. After the corporate separation occurred, 

USWI senior executive management costs became primarily allocable to USWC, due to the 

absence of Media Group support of such costs. However, senior executive management costs 
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in 2000 and beyond will again be spread more broadly across the consolidated Qwest business, 

of which USWC is a much smaller component for purposes of cost allocations. The 1999 test 

period is an anomaly in that U S West, Inc. was temporarily a smaller firm for only a brief 

period of time. 

Q. Did the Commission express any concern about the adverse parent company cost allocation 

impacts that may result from the Media Group corporate separation transaction in 1998? 

Yes. InDecisionNo. 61075 inDocket No. T-01051B-98-0104 the Commission approved the 

corporate separation of the Media Group and Communications Group and cited certain cost 

allocation concerns as follows: 

A. 

39. Staff also believes that there is a possibility that some additional 
costs may be allocated to or incurred by Arizona jurisdiction as a result 
of the proposed restructuring. Staff requested an estimate of total 
expenses to be allocated to the Arizona jurisdictional operations of 
USWCI for the first 12 months after the proposed separation to 
determine if allocated costs will increase. The Company did not supply 
this information because it “...would require an extensive special 
analysis.” 

40. In response to Data Request STF-01-039, the Company indicated 
that “[i]t is not anticipated that additional costs will be allocated to 
Arizona as a result of the restructuring.” However, the Company also 
indicated in response to Data Request STF-01-038, that “[tlhere is a 
possibility that economies of scale related to some of the shared 
services currently provided by U S WEST, Inc. such as in the Legal, 
Tax and Audit areas could be impacted in the future.” 

41. In addition, U S WEST will incur significant separation expenses 
in conjunction with the proposed transaction which will be allocated to 
U S WEST and MediaGroup. While some of these expenses will be 
allocated to the Arizona jurisdiction, in response to STF 04-099, 
USWCI states that its share of these expenses will be recorded below- 
the-line for regulatory book purposes, and the company will not seek 
recovery of such expenses from ratepayers. 
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42. Nonetheless, when the responses of the Company are considered 
as a whole, it appears that the possibilities of increased or decreased 
allocations to the Arizona jurisdiction are about equal and have not 
been estimated at this time. These allocations should be examined in 
the Company’s next rate case. 

The shared corporate services provided by U S WEST, Inc. were clearly subject to lost 

economies of scale as a result of the corporate separation in 1998. 

Has the Company addressed this issue in its testimony or prepared any information to quantify 

the allocation impacts of the corporate separation so the issue can “be examined in the 

Company’s next rate case”? 

No. It appears that USWI allocated costs to Arizona have increased significantly from the 

earlier test period ended June 1998 to the updated test period ended December 1999, When 

the Company was asked to explain the increase in Data Request UTI 64-19, the Company 

responded: 

The allocated charges from U S WEST, Inc. for the 1999 test period are 
not comparable to the July 97-June 98 test period due to the split of 
Media One from USWI as of 6/13/98. The main reason for the increase 
in allocated charges is due to the transfer of executives, Treasury, 
Investor Relations, Audit and Benefits Accounting from USWC to 
USWI. Prior to the split, these costs were a direct cost of USWC. 
Post-split, these costs are allocated to USWC and other affiliates, 
through the headquarter allocation process. 

The Company failed to provide the “quantification of the monthly adjustments necessary to 

restate the recorded amounts for any abnormalities or other changes affecting comparability” 

that was also requested in this request. Absent restatement for the changes in scope of USWI 

operations mentioned in the Company’s response, it is not possible to conduct the examination 

of allocation impacts that was clearly intended from the Commission’s earlier order. 
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How did the overall USWI costs allocated to USWC change after the corporate separation 

occurred? 

In its confidential response to Data Request UTI 64-1 1, the Company stated, “On a percentage 

basis, USWC received a higher percentage of post-split corporate allocations because USWC 

represented a relatively larger financial entity as a whole in the U S WEST Inc. consolidated 

entity” and US WC provided the following confidential financial information quantifjmg this 

phenomena: 

USWI Corporate Costs Pre-Split Jan-June Post-Split July-Dec 

1998 1998 

Total Allocable USWI $ $- $- 

Allocated to USWC (all 14 states) - I 
m rn USWC Percent of Total 

Is it reasonable to consider Staffs adjustment to disallow 50 percent of PresidenKEO and 

Executive Vice President/CFO costs to serve as an equitable adjustment for adverse allocation 

impacts from the corporate separation, as cited in the Commission’s earlier Order? 

Yes. In fact, all of the corporate functions included in Staffs  adjustment were subject to 

increased allocation to USWC as a result of the corporate separation in 1998 and should now 

in 2000 again be subject to broader sharing upon closing of the Qwest merger. 

Another general reason you described for partial disallowance of parent company allocated 

costs is that such activities and costs may be considered portfolio management costs. Please 

explain what you mean by this. 

USWI executive management oversees a portfolio of regulated and non-regulated businesses, 

including wireless, data communications, long distance, publishing and communications 

hardware subsidiaries. Analysis and decision making related to management of this portfolio, 
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by merger, acquisition, asset sales or divestiture, are not appropriately included in the 

determination of regulated telephone company revenue requirements, since ratepayers do not 

participate in the market gains and losses or financial results of such diversified business 

activities. By way of analogy, if an institutional investor retained consultants to build and 

manage a portfolio of businesses, that investor would have no opportunity to charge h s  

analysis and transaction costs to the businesses that are owned. However, because USWl is 

the owner of a regulated telephone subsidiary, it does allocate and recover the majority of such 

costs to USWC’s regulated operations. 

Should USWl’s Strategic Planning and Corporate Development costs be partially disallowed 

as portfolio management costs? 

Yes. The Company routinely argues that ratepayers have no entitlement to the gain on sales 

of telephone exchanges. Moreover, shareholders rather than ratepayers realize the benefits of 

diversified business portfolio changes and the capital gains realized upon merger with Qwest 

or corporate separation from Media Group. At least aportion of the parent company incurred 

costs should equitably follow such benefits attributed to shareholders. 

Why should USWI’s Vice President of Public Relations costs be partially disallowed? 

Costs associated with activities to enhance the public image and reputation of U S West are 

not of direct tangible benefit to USWC ratepayers and should not be included in the revenue 

requirement. However, a certain amount of media relations and corporate communications 

activity is unavoidable, such that a 50 percent disallowance provides some above-the-line 

support for these activities. 

Why should retired officer support and U S West Foundation costs be partially disallowed? 
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There has been no showing by U S West that such costs are of any benefit to ratepayers. 

Nevertheless, in the event retired officers may be available as a resource of value to USWC 

when and if needed, a partial disallowance represents a conservative adjustment of such costs. 

Do the cash management activities of U S W  produce any benefits to ratepayers? 

Yes. To the extent cash management efficiencies reduce the cash working capital requirements 

of US WC, regulated rate base is lowered. However, cash management activities also serve to 

maximize the returns on invested cash owned by U S West and such returns are retained for 

shareholders rather than being credited to ratepayers. For these reasons, a partial disallowance 

is appropriate. 

Why have you partially excluded the costs of legislative staff within USWI? 

As described in earlier testimony regarding public and legislative affairs activities, both 

ratepayers and shareholders may benefit, but the interests of shareholders are a fiduciary 

responsibility of management in dealing with public affairs issues. The costs of monitoring 

and attempting to maintain relationships and influence legislation are routinely disallowed by 

regulators. In t h s  instance, a 50 percent disallowance provides some above-the-line recovery 

of costs to represent ratepayers' interests regarding legislative and regulatory issues of 

concern, while increasing the likelihood that lobbying and support costs are not excessively 

charged to ratepayers. 
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FAIR VALUE 

Q. What is proposed by USWC with respect to fair value rate base? 

A. The Company has proposed that a 50/50 weighting of original cost and reproduction cost new, 

less depreciation (“RCND”) valuation of its Arizona plant investment be recognized as fair 

value rate base. The Company’s proposed fair value rate base does not appear in Mr. 

Redding’s Supplemental Exhibit GAR-S1 because of the later filing date permitted for the 

updated RCND study evidence. However, according to the Company’s response to Data 

Request UTI 58-02, Attachment B, the estimated Arizona fair value rate base is approximately 

$350 million larger than the original cost rate base shown in Mr. Redding’s Supplemental 

Exhibit . 

Q. 

A. 

What rate of return is applied to fair value rate base in the Company’s filing? 

USWC has proposed that the same rate of return be applied to both original cost and fair value 

rate base. This approach causes the resulting revenue requirement to be considerably larger 

for the fair value rate base than for the original cost rate base. The Data Request UTI 58-02 

response, referenced above, indicates about $65 million in additional intrastate revenue 

requirement is caused by the “Fair Value” rate base valuation in excess of “Original Cost”. 

Notably, USWC offers no support for its proposed fair rate of return on fair value. 

Q. Does the Staffs methodology for determining the required rate of return on Accounting 

Schedule A represent a fair rate of return on fair value rate base? 

Yes. To the extent the valuation of rate base is increased to account for estimated fair value, 

a corresponding reduction in the required rate of return is necessary to recognize that the 

income required to meet investors’ requirements does not change when property valuation 

approaches are changed. Said differently, USWC creditors and shareholders don’t require 

more interest and dividend income or cash flow in fair value jurisdictions like Arizona, than 

A. 
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they require in other states. The business income required to attract capital on reasonable 

terms is the same, irrespective of the basis of property valuation. No bonus income is required 

or warranted by the Company as a result of its fair value. 

Q. Does Mr. Redding provide any capital structure or weighted cost of capital evidence that is 

consistent with his asserted fair value rate base? 

No. His Supplemental Exhibit GAR-S2 reflects a capital structure and cost rates that are 

identical to the conclusions in Mr. C m i n g s ’  testimony. Mr. Cummings explains these 

capital structure and cost amounts set forth in Exhibit PCC-02 to be based upon, “...the fair 

return on book equity and USWC’s actual capital structure and embedded debt cost..”. Thus, 

A. 

Mr. Cummings’ recommendations are applicable to a book basis statement of invested capital, 

including book equity and debt capital balances used to derive the capital structure and cost 

rates, not larger fair value balances. 

Q. What return on book equity would result from acceptance ofMr. Redding’s proposal to simply 

apply Mr. Cummings’ recommendations to the larger fair value rate base? 

An additional $38 million 0f‘‘Operating Income Deficiency” is produced under the Company’s 

fair value approach, as a result of applying Mr. Cummings’ rate of return recommendation to 

the higher fair value rate base. This has the effect of increasing the Company’s requested ROE 

of 14 percent to an equivalent authorized percent return rate on book equity of more than 19 

percent . However, neither Mr. C m i n g s  or Mr. Redding have supported such a high rate 

ofreturn for equity investors, nor have they explained why USWC requires this additional $38 

million of Arizona net income. 

A. 

Q. Has Mr. C m i n g s  prepared any studies, analyses, surveys, calculations, workpapers or other 

dormation supportive of the fair rate of return percentage that should be applied to USWC’s 

fair value rate base in Arizona? 
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According to the response to Data Request UTI 58-05, he has not. It appears that Mr. Redding 

is solely responsible for the Company’s asserted rate of retum on fair value rate base, rather 

than Mr. Cummings. 

Has the Staff calculated the required overall fair rate of return on fair value rate base? 

Yes. Staff Schedule A, at column E in line 2, reflects the required fair rate of retum in order 

for USWC to meet its requirements to creditors and earn a reasonable return on its equity 

capital, based upon the testimony and exhibits of Mr. Stephen Hill. 

How did Staff derive the amounts shown as “fair value rate base” on Schedule B? 

Staffs calculation of fair value rate base is set forth on Schedule B. The fair value amount 

shown for U S West starts with the updated 1999 RCND estimates sponsored by Ms. 

Heller-Hughes, after correction of certain input errors (UTI 58-02). The Company’s total 

adjusted Arizona fair value rate base according to this response is $1,772,112,000. At line 12, 

column (C) of Schedule By the Staffs total adjustments to original cost rate base are also 

applied to the fair value rate base. At line 13, an additional Staff adjustment to fair value rate 

base is posted, to reflect restatement for inconsistencies in Ms. Heller-Hughes updated study 

that are described in detail within the testimony of Staff witness Mr. Dunkel. 

Does the “fair value rate base” amount, as estimated by either USWC or Staff, have any 

relationship to the fair market value of the Company or its assets in Arizona? 

No. The actual value of the Company and its assets is not linked in any meaningful way to a 

50/50 weighting of reproduction cost and original cost of rate base assets. 

Does this conclude your direct testimony? 

Yes. 
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BEFORE TIiE A R I Z O N A  ODRPORATION C d r P ? r P m r t h  b- 
DOCKETED "1 KARCIA WEEKS 

Chai m a n  

Commiasi oner  

Commissi oner  

RE= D. J P I N 1 E . S  

DALE H. H O Z M  

I N  THE HATPER O F  THE C D W ! I S S I O N ' S  ) DOCKET NO. E-1051-86-252 
33PIF'LAINT AND ORDER TO SHW CAUSE ) 
4 G A I N S T  H O I J N T A I N  S T A T E S  TELEPHONE ) D E C I S I O N  NO. 
W D  TELECRAPH COHPANY HECARDING 
[HE KIBLISHING K R E E M E N T .  

) 
1 ORDER 
1 

) P a  MEETING 
lune 8, 1988 
' h o e n i x ,  A r i z o n a  

Y THE O D M H I S S I O N  : 

On Oc tobe r  8, 1987, t h e  Arizona C o r p o r a t i o n  Commissio 

Conmiss ion )  e n t e r e d  Dec i s ion  No. 55755 which d e c l a r e d  t h a t  th 

r a n s f e r  of Yellw Page a s s e t s  f r o m  Mountain S t a t e s  Telephone a n  

e l e g r a p h  Company iWountain B e l l )  t o  U.S. West D i r e c t  was voil 

e c a u s e  Mountain Bell had n o t  compl i ed  w i t h  t h e  p r o v i s i o n s  0: 

.R.s. s 40-285. 
On December 15, 1987 Uounta in  B e l l  t h e n  f i l e d  a n  a c t i o n  i i  

le Superior  Cour t  of Arizona (No. CV 87-33850) chal lenginc  

~ m m i s s i o n  D e c i s i o n  No. 55755. Subsequen t  to December 1 5 ,  198; 

le parties h a v e  e n t e r e d  i n t o  s e t t l e m e n t  d i s c u s s i o n s  c o n c e r n f g  

le s t a t u s  of Mountain Bell's Yell- Pages a s s e t s .  As a r e s u l t  

t h e s e  s e t t l e m e n t  d i s c u s s i o n s ,  t h e  parties- h a v e  a g r e e d  t o  t h e  

rms a n d  c o n d i t i o n s  as  se t  f o r t h  i n  E x h i b i t  No. 1 t o  r e s o l v a  

n t r w e r t e d  p o s i t i o n s .  

Based  upon t h e  Settlement Agreement,  t h e  Commission enters 

e f o l l o w i n g  F i n d i n g s  of F a c t s ,  C o n c l u s i o n  of Laws, and  Orders. 
. . .. 
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FINDINGS OF PACT 

1. The Mountain S t a t e s  Telephone and  T e l e g r a p h  Company i 

a p u b l i c  s e r v i c e  c o r p o r a t i o n  a s  d e f i n e d  i n  Ar t i c l e  1 5  S e c t i o n  : 

of t h e  Arizona C o n s t i t u t i o n  and  was i s s u e d  C e r t i f i c a t e s  0. 

Convenience a n d  N e c e s e i t y  by t h e  Ar i zona  C o r p o r a t i o n  Cornmission. 

2. On October 8 ,  1 9 8 7  t h e  Commission e n t e r e d  Decisioi 

No. 5 5 7 5 5  which d e c l a r e d  t h a t  t h e  t r a n s f e r  of Yellow Pages  assetr 

from Mountain B e l l  t o  U.S. West D i r e c t  was v o i d  because the 

Company d i d  n o t  comply w i t h  t h e  p r o v i s i o n s  of A.R.S. S 40-285. 

3. On December 15, 1 9 8 7  Mountain B e l l  f i l e d  a n  a c t i o n  i r  

t h e  S u p e r i o r  Cour t  of Arizona c h a l l e n g i n g  Commission Decfs ior  

No. 5 5 7 5 5 .  

4 .  The Commlss ion  a n d  M o u n t a i n  B e l l  e n t e r e d  i n t o  a 

S e t t l e m e n t  Agreement i n t e n d e d  t o  r e s o l v e  t h e  a c t i o n  f f l c d  &y 

Hounta in  B e l l  i n  t h e  S u p e r i o r  Court. 

5. The S e t t l e m e n t  Agreement i n  j u s t  a n d  r e a s o n a b l e  and i s  

i n  t h e  best i n t e r e s t  of t h e  p u b l i c .  

ODNCLUSIORS OP LAW 

1. The Commission h a s  j u r i s d i c t i o n  p u r s u a n t  t o  A.R.S. 

5 40-252 t o  e n t e r  a n  Order i n  t h i s  mattez. 

2 .  The S e t t l e m e n t  Agreement a t t a c h e d  h e r e t o  8s Exhibit 

go. 1 is i n t e n d e d  t o  r e s o l v e  d i s p u t e d  i s s u e s  r a i s e d  i n  Cormissfon 

k c i s i o n  No. 5 5 7 5 5  and  S u p e r i o r  Cour t  a c t i o n  No. CV 87-33850. 

3 .  The C o n - r s o r o n  h a s  a u t h c r i t y  p u r s u a n t  t o  A.R.S.  

i 40-252 t o  amend D e c i s i o n  No. 55755. 

k . .  

8 . .  

8 . .  

- 2 -  D e c i s i o n  NO. S 6  O n  
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ORDER - 
THEREFORE, I T  IS O R D E R E D  t h a t  e a c h  p r o v i o i o n  Of t h i  

S e t t l m e n t  Agreement a : t ached  h e r e t o  a s  E x h i b i t  NO. 1 i 6  approve1 

and adop ted .  

IT IS FURRniER ORDERED t h a t  Commission Deci6ion No. 5 5 7 5 5  i i  

he reby  amended t o  r e f l e c t  t h e  t e r m s  and  c o n d i t i o n s  of Exhib i t  

No. I .  

IT IS FVRTHER ORDERED t h a t  t h e  term6 and c o n d i t i o n s  o! 

E x h i b i t  No. 1 s u p e r c e d e  a n y  i n c o n s i s t e n c y  v i t h  D e c i s f o r  

NQ. 5 5 7 5 5 .  

IT IS  FURTHER ORDERED t h a t  t h i 6  Order  a h a l l  become a f f e c t i v a  

immediately 

B Y  ORDER OF THE ARIZONA CORPORATION cOnnIssIoN. 

I N  W I T N E S S  WHEREOF,  I ,  JAMES MATTBEWS, 
E x e c u t i v e  S e c r e t a r y  of t h e  A r i r o n a  
C o r p o r a t i o n  Commission, have h e r e u n t o  set my 
hand a n d  caused  t h e  o f f i c i a l  seal  of t h i n  
Commission t o  be a f f i x e d  a t  t h e  C a p i t o l  in 
t h e  C i t y  P h o e n i x ,  t h i s  n day 
of , 1988. + Of 

//' U E x e c u t i v e  S e c r e t a r y  

D e c i s i o n  No. s & a u  - 3 -  
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follcws: 

1. 

2. 

3. 

Cm etcher 8 ,  1987, the Qllmissrc.~ atered kcisicn No. 55755 

which tic.clar'cd ttxit thc transfer of Ycllcw Pages assets frun 

- b i n  k l l  to U S Nest D i r e c t  ("USWD") was void because the 

provisions of A.H.S. 5 40-285 !rad not keen -lied w i t h  by 

-tarn Bcll. 

(3 December 15, 1987, - b i n  Cell filed an acticn i n  the 

Supcrior Court of ArizcM (No. CV 87-33850) cfrallerqinq 

Carmission 1)Lcision No. 55755. 

'RE partics desire to settle the issues relating to  the 

transfer of Yellcw Pages assets frcm Wuntam %ill to USWD cn 

the following basis: 

( a )  Nzuntain Dell agrees to disnzss Acticn m. N 87-33850 

ard to take M further act1cn to challe?ge the 55,000 

fine assessed i n  Decisicn m. 55755. 

For p r p s e s  of this sett lmt lard not as an ahissicn 

by NzuntJin Bell  t b t  thc Qxmssicn has jurisdiction 

mer the Yellow Pages asset t-=fer or  an achnission by 

the C a r s s i n  t ! t  it does not hove ~ c s d i c t i c n  cver 

(b) 

t l ~  s'ellcw Paws asset transfer) the parties agree that 

the transfer of Yeliw Pages assets fran -tab Bell  to 

USWD will be accepted by the parties as valid and the 

Qmnissim w i l l  take K) further action to challenge that 

FXIIBIT N3. 1 
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i '  

trknsfer . 
lhat inclujed i n  m t a i n  Bell's 1984 r a t e  case (*id is 

the basis for ra tes  currently cham the ratepayers) 

were the fees received frun UswD urder pblrshing 

.jG?rmmxits w i t h  USD; Lhit i n  future rate a s e s  filed by 

nurit.iiii k - 1 1 ,  the Camiission, i n  arr iving at  the test 

IC )  

fees and ti-.? value of services received by m t a i n  Bell 

frun under phlishing agreements w i t h  USWD; that  

m t a r n  Bell d the Camusrim Staff m y  present 

evidena? in mrt of OT m cx*ltradlctian to tbcrse fees 

a d  the value of t b s e  services. Mcrrntajn B e l l  ard the 

Connrssiqr agree ghat in u b s e q w n t - r a t e  -- 
adjustments f ran the 543 nullim in f e e s  received by 

-tam k l l  f r u n  ard includcd i n  - b i n  Bell's 

1984 rate case w i l l  require mre than a ShjJing by 

m t a i n  Bell that it negotiated a lesser aucunt w i t h  

Usk'D. 

k x n t a i n  Bell agrees that in s u b q u e n t  k m t a i n  Bell 

r a t e  cases the O-mrussim w i l l  be prwided w i t h  

r e a d l e  access to the f inancial  r-rds of USwD 

( d )  

(hereinafter "USWD" includes any U S West subsidiary or 

a f f i l + a t e  d e  a party to the prb1:st~~ a w t  or a 

5ucce5so= -9 the directory pb1ishu-q aeivit ies c r ~  

-2- 
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, I  

, 

p m v i d d  @/to -tarn Bel l  t o / b y  USWD. 

rcrords“ as uscd i n  this paragra*, shall include, kut 

“~inanctal 

IN11 h’ l l n l l t d  to, f l r la l l c ld l  SbtUlNXltS, lT??rdS 

dld  rClJtcd S U p r t l T  Ruther, If  thc 

reads of USWD KC not maintained m a h i s  -able 

to that  of a regulated u t i l i t y ,  -tan Bell agrees that 

the Gntnission w i l l  be provided w i t h  any available 

acaxntzng records reancrling or rehtmg the fees ard 

thz value of services receive2 by m a i n  &ll f m n  USWD 

&r pt,rl&iry ayF-ts w l t h  usl~o to t . heB~S%l-  --- 

LUSlS of accwnting. 

- b i n  k l l  agrees tht  IJSM) will subni t  written 

cnnfirmatim t o  the Unmissicn that  it will c~~perate 

w i t h  k m t a i n  Eel1 i n  i t s  fu l f i l lment  of sutparagraph 

3(d) .  

-- - 

(e) 

4. me partics agree tha t  DeClSlal No. 55755 all te amerded to 

r e f l e c t  this settlmt. 

Its A t t o r n e y  

-3- 
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Arizona 
Docket No. T-1051B-99-105 
UTI UTI02-UTI007 . 

INTERVENOR: Arizona Coqoration Commission Staff (Utilitech) 

REQUEST NO: UT1007 

Please provide a complete copy of the internal documentstion employed by Uswc 
to inform external relations personnel of Company policy regardins the 
allocation/assignmect of labor and other costs above-the-line versus 
below-the-line for lobbying activities. 

RESPONSE : 

Attachment A contains a copy of the March 27, 1,098 training packet which 
instructs employees on the procedures for cross charging time for lobbyins 
and non-lobbying expenses. 

Reed Peterson 
Manager - Public Policy 
3033 N. 3rd St. Rm. 1001 
Phoenix, AZ 85012 
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UTIO2- 007 
ATTACHiMEKT: A 

IO5 

M E M 0 R A N D U M 

DATE: May 6,1998 

TO: 

FROM: Mike Paradis 

RE: Cross Charging Lobbying Efforts 

Jim Smiiey, Wayne Allcott, Scott McClellan, Kevin 
Smith 

ir4 
One of the more tedious activities that you and your team have to contend with is the 
cross charging of lobbying time. 
Caria Fewkes in the Idaho Public Policy ofke recently completed a training packet for 
the Northern region on this subject. The packet clarifies some of the issues and 
processes aroma lobbyist cross charging. Carla suggested that you might want to get a 
copy of the matenai for your review and potential use. I f  you decide to share this with 
your staffs, Czria is comfortable taking calls with questions on it. 
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Marcn 27, 1998 

MEiMO TO: 
Northern Region State VPs 
Northern Region PA Contacts 

From: 
Caria Fewkes 
Idaho Public Policy 

Tel. NO. 208 385-2563 
e-mail: ciewkes@uswest.com 

RE: Revised Training Packet  for C r o s s  Charg ing  Time for Lobbying 
and Non-Lobbying Activities 

Thank you for your feedback on the original training packet distributed March 2. 
As  a result of your input, Attachments A and B have  been  revised to reflect the 
correct a c c o u n t  code for Direct Lobbvina Activities. Please review these 
a t tachments .  Please redistnbute the updated training packet. (Note: 
Attachment F - Payroil Training Package is not being redistributed, if you want a 
copy please keep  the original Attachment F.) 

I have encfosed, for your information, material which explains Account Code 
7370. This information can be  found on the Finance homepage  of the intranet. 
Questions regarding the Lobbying codes  can b e  directed to Andrew Kaser, Tax 
Dept., 303 740-2902. 

Another issue that has been raised is the  need for daily t i n e  reporting (weekly 
time reporting was on our wish list). The  not-so-good n e w s  - w e  still have to 
report time daiiy (bummer). The better news - Payroll is working on an intranet 
web site for time reporting. I will share  information regarding the  site as it 
becomes available. 

O n c e  again, thanks for your  support. I reaiiy apprec i a t e  y o u r  input, 
c o m m e n t s  and sugges t ions .  

Keep u p  the GREAT worki 

2 
Encfosure 

cc: Sue Euser - Public Policy 
Andrew Kaser - Tax DeptrLobbying 
Mike ParadidSue Weihe - Human Resources  
Pat Quinn - Pubiic Policy 
Barbara Tayior - Payroll 
Ed Tobin - Pubiic Policy 

mailto:ciewkes@uswest.com
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ACff. Z f O .  
SPECIAL C W G E S  

7370.31 

i nc luces  work Z.G c s s t s  a s s o c i a t e d  h-,t.k,: 
- Aavocaticq t h e  Company's FosiKizn t o  F e d e r a i  and S t a t e  

public officials. T y p i c t l  2CtLvit ieS i n c i u a e :  
- Appearizg b e f o r e  memers  o f  Congress ,  s u b m i t z i n g  

s c a t e n e n t s  t o  memers of Concress ,  2nd o t h e r  
communications w l t h  memers  o f  Congress ,  w i th  t h e  
s p e c i f i c  puryose  of  advocat ing t h e  Company's pOSitiCn 
on pencinq l e g i s l a t i o n  - PreparLng ana p r e s e n t i n g  the  Company's c a s e  on penal;.: 
l e g i s i r t i c n  t o  a l e q i s l a t o r  o r  s t a f f  m e m e r  w i t h  t h e  
e x p r e s s  cu rpose  of  aavocaci.?g t h e  Company's FOSLtiOn c n  
t h a t  l e g i s l a t i o n  - Answering an info,-;narion r eques t  from a l e g i s l a t o r  or 
s ta f f  :.exme= w i t h  t h e  s p e c i f i c  p u r c o s e  o f  a a v o c a t i n c  
t h e  Corzpany's Fos i t -on  on pending l e g i s l a t i o n  - Commuciczting w i t h  mernbers o f  any s t a t e  l e g i s l a t i v e  
body, Sct o n l y  wnen t h e  communication p e r t a i n s  t o  
m a t t e r s  of t h e  r e s p e c t i v e  s t a t e  l e g i s l a t u r e  and  t h e  
e x p r e s s  purpose  o f  t h e  c o m m i c a t i o n  is t o  a a v o c a t e  t t e  
Company's p o s i t i o n  on pencing s t a t e  l e g i s l a t i o n  

the ex? res s  p u q o s e  of advoca t ing  t h e  Company's 
p o s i t r c n  on s p e c i f i c  worcizg i n  a p e n a i n g  b i l l  

- Prov id ing  s u p F o r t  for a l l  ACCZ. 7370.31 f u n c t i o n s  

- Hos t i cg  a m e a l  for a l e g i s l a t o r  or s t a f f  n e m e r  with 

C o s t  Cons ide racon  : 
- b p l o y e e s  uno p e r f o m  or supporr  cirecrr l o b b y i n g  funcrrions 

m U S t  Excepcion Time Report  t h e x  tLne and  expenses  t o  Accz. 
7370.31. T h i s  a p p l i e s  t o  employees who s p e n d  a t  l e a s t  one 
hour i n  a c a l e n d a r  c a y  on d i r e c t  l obby ing  a c t i v i t i e s .  See 
the General i n f o r m a t l o n  i n  t h e  f r o n t  of this SECTION f o r  
Exception T i m e  R e p o r ~ i n g  informat lon .  

When s t a t e  legis la tcres  a r e  i n  s e s s i o n ,  100% of a s t a t e  
l o b b y i s t ' s  t i m e  ana  expenses  +re assumed t o  b e  for d i r e c c  
lobbying f c n c c i o n s  and  should  be a s s i g n e d  t o  Acccunt 
7370.31. T i m e  ana expenses  spent  on o c h e r  z c t l v i t i e s  musc 
be Except icn  Time Repor ted  t o  oKher Accounts .  

When s t a t e  l e g i s l a t u r e s  a r e  a u t  of s e s s i o n ,  100% o f  a s t a t e  
l o b b y i s t ' s  time ana  expenses  a r e  no l o n g e r  assumed t o  be 
f o r  d i r e c G  lobby ing  and  should  be a s s i g n e d  t o  a 
non-lobbyizg P-ccounc (s ) . 
Report t i m e  and  expenses  t c  Account 7270.31 wnen perform1r.q 
a i r e c c  l o t k y i ~ q  5ur .c t ions .  

Lobbyis ts  musc Excep t ion  T i n e  

Exclusion : 
c - :o r  C o ~ u ~ L c d t i n g  w i t h  and a p p e a r x g  b e f o r e  r e g u l a t o r y  
bodies i n  cDnneccion *wi th  r e p o r t i z q  t h e  Company's e x i s t i n g  
o r  p roposec  o p e r a t i o n s ,  s e e  Acct.  6722.9 .  These t y p e s  o f  
a c t i v i t i e s  i n c l u d e  : - Revrewin? e x i s r i n g  or pencing l e g i s l a t i o n  - PreparLng and p r e s e n c i n g  informacion for r e g b l a t o r y  

3/19/98 9:lO 
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p u r F c s e s ,  i n c l u d i n g  t ~ r z i f  ana s e r v i c e  COSK f i l i n q s  
- ObtaLcLnq r b a i o  l i = E n s e s  rnd c c x s t r x = = i c r i  permzcs 

'70.32 GXkSSRWTS LOEGVING 7370.32 
01-01-96 (SPCL t J G S - I ~ ? ~ G - ~ ~ ~ S ~ O C T S )  

rnc l cces  work ~ z a  c a s t s  Esscc ia t ed  wi th :  - AdvocatiEc t k e  Cccpany's p o s i t i c n  t o  t h e  public with  
r e s p e c t  ts l e g i s l a c i c n ,  rb fe renca ,  or o r z z n e n c e s .  . .  Typical  
a c t i v i t i e s  i nc lude :  

- Communicating wi th  media g roucs ,  b u s i n e s s  i n t e r e s t  
g roups ,  U S VEST czstomers ,  mernbers o f  s t a t e  
g o v e r r z e n t a l  b o d i e s ,  s o c i r l  and cc r rncn i ty  groups,  and L' 
S WEST enployees and r e t i r e e s  t o  encourage  suFFort  for 
b e g i s l t t i o n ,  r e fe renda ,  o r  o r d i n a n c e s  

a d d r e s s e d  s p e c i f i c a l l y  t o  t h e  l e g i s i z t i v e  proqram 
u r g i n c  shareowners ,  media groups ,  b u s i n e s s  i n t e r e s t  
g roups ,  members o f  s t a t e  goverrrmental b o d i e s ,  s o c i a l  
and c c m u n i t y  groucs ,  U S WEST c u s t c m e r s ,  enployees ,  c z  
r e t i r a n s  t o  w r i t e  t o  Congress 

i n f o r i c a t i c n  wi th  t h e  s p e c i f i c  p u r s o s e  o f  advoca t ing  t k e  
Company's p o s i t i c n  to i ts  emuloyees with r e g a r d  t o  
l e g i s l a t i v e  i s s u e s  o r  p u b l i c  o f f i c i a l s  

- Dol l inq  p u b l i c  op in ion  r e g a r d i n g  p o l i t i c a l  i s s u e s  c r  
c a n d i c a t  e s  - P r o v i c l z g  s u q c r t  for a l l  A c c r .  7370.32 f u n c t i o n s .  

- P r e p a r i n q  and p r i n t i n q  s p e c i f i c  s t a t e n e n t s  o r  pamphlets 

- Conduczing employee meetings or s e m i n a r s  t h a t  p r e s e n t  

E x r c l u s a o n  : - For commucicatinq wi th  and appea r ing  b e f o r e  r e g u l a t o r y  
bodies  in connec t ion  wi th  r epor t zng  t h e  Company's e x i s t i n c  
o r  p roposea  cpe ra t zons ,  s e e  Accounr: 6722.9 .  These C y p e s  o f  
a c t i v i t i e s  i n d u c e  : 

- Reviewing e x i s t i n g  c r  pending l e g i s l a t i c n  - Prepa rzzg  and p r e s e n t i n g  i n f o i a t 1 . o n  f o r  r e g u l a t o r y  
pu rposes ,  i n c l u d i c g  tariff and service Cost f i l i n g s  - O b t a i n i n g  r a d i o  l i c e n s e s  ana c o n s t r u c t i o n  p e r m i t s  

Cost C o n s i d e r a t - o n  : 
- m p l o y e e s  wno perform o r  supporz g r a s s r o o t s  l o b b y i c g  

f u n c t i o n s  n u s t  Except ion T i m e  Report  t h e i r  tune and 
expenses t c  A c c t .  7 3 7 0 . 3 2 .  This  a p p l i e s  to employees who 
spend a t  l eas t  one hour  i n  a c a l e n d a r  day  on g r a s s r o o t s  
Lobbying a c = i v i t i e s .  See t h e  Genera l  information i n  t h e  
f r o n t  of t k i s  SECTION f o r  Except ion T i m e  Repor t ing  
in fo rma t ion .  

7370.33 POLITICAL ACTION CCIMMI-S AND C-IONS 
01-01-56 (SPCL CZGS-LBYNG-FACS/CONTRBNS) 

7370.33 

Inc ludes  work and  mtts a s s o c i a t e d  wi th :  - E s t a b l i s h i c q ,  admin i s t e r rng ,  and o p e r a t x q  P o l i t i c a l  Actio;;  
Committees. Typ ica l  a c t i v i t i e s  i n c l u a e :  - S o l i c i c l n g  PAC Con t r rSu t ions  - S e r v i n q  as..a m e m b e r  on PAC Committees - P r o c e s s i n g  PAC p a y r o l l  deduc t ions  - P r e p a r i z g  PAC r e p o r t s  i n  acco raance  w i t h  Fede ra l  ana  

S t a t e  l m w s  
- Providing s z p p o r t  f o r . a l 1  ACCK. 7370.33 f -nc r rons .  

E x c l u s i o n :  
- For an  en? loyee  who performs work i n  support of  Union PAC 

a c t i v i t i e s ,  u s e  t h e  employee 's  norrnally a s s i g n e d  Accounts.  

Cost Considera~on: - Emgloyees uno perform o r  suppor t  p o l i t i c a l  a c t i o n  \ func t ions  
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I n c l c d e s  work EZC c z s t s  E . ~ S O C L B C ~ S  ~ i t h :  
- ;.dvocac:r.c; =ne Ccz.qaal;'s ? o s i t i o n  K O  local public o f f i c i a l s  

or gove=r,g b o c e s  (2,ciuc:35 a y  Irician T r i s a i  CounciL o r  
o t h e r  qoverxrnc; o c a y )  ;rich z c s p e c t  t o  l e g i s l a Z i o n ,  
r e f e r e n a a ,  ar c z c i n z n c z s ,  = ~ t  o n l y  wnen t n e  work o r  c ~ s t s  
p e r t a i n  to nact.ers c f  :?,e r e s p e c t i v e  l o c a l  c s u n c i l  OK 
g0verr.ir.q c o d y .  Typiczl zc;:vi;ies i n c l u d e :  

- Appearrng Defcre  ne.ncers of  a l o c a l  c o u n c l l  or 
govern ing   DOC^, s u c m i t z i x g  s t a t emen t s  zo memers cf a 
Local c s u n c i l  o r  qoverr, inq boay, and o t h e r  
z 3 m u n i c a t r c n s  w i t ? .  memers of  a Locai  c o u n c i l  3r 
govern ing  bcdy 

l e g i s l z t i o n  to a i o c a l  c o u n c i l  o r  coverr, inq boay memer 
f o r  t h e  e x p r e s s  Furpose  o f  z a v o c a t i n q  t h e  Ccmpziny's 
position on tzar  l e g i s l a t i c n  - Ansuerinq an Iz,'c-T.ation r e u u e s c  from a local c o u n c i l  
o r  gcverr.iriq c o c y  r.e.wer w i t h  t h e  s p e c i f i c  purpose  of  
aavocat-ng zhe Ccnpany ' s  pos iZLon  on pencing  
1egisliz:on 

- Hostrr ic a meal f c r  2 Lccal c o u n c i l  o r  q o v e r x n q  bccy 
me-mer wi tn  t h e  e x p r e s s  p u q o s e  of  aavccacrriq t n e  
Company's pOSitiGn on s p e c i f i c  wording ir: a Fenarzg  
b i l l  

- Prepar rng  ana presenrr,r:q t h e  Company's czse on p e n a i a g  

- Provic inq  sup9or t  Z o r  a l l  Xcct. 7 3 7 0 . 3 4  f c n c t z o n s .  

Exr'lusa on : 
- For c o m u n i c z t i n g  uitz a n a  a p p e a r i n g  b e f o r 2  r e g u l a t o r y  

bodies  is connect ion  wLth r e p c r z i x g  t h e  Company's e x r s t i r ; c  
o r  proposec  o p e r a t i o c s ,  Acccunr 6722.9 .  These t y p e s  o f  
a c c r v i t i e s  i n c l u a e :  - Reviewing e x i s c x q  o r  Fenaing  l e g i s l a t z o n  - P r e p a r i n g  ana F r e s e z c i s q  i n f o m a t i o n  fox r e g u i a t o r y  

purposes ,  i n c l G c i n q  czziff ana s e r v i c e  COSK f i l i n g s  - Obtaining r a a i o  l z c e n s e s  a n a  c3ns txuc t1on  pe-maits 

C a s t  Consaderatlon: 
- Employees wno perform o r  s u p p o r t  l o c a l  c o u n c i l  o r  governinq 

body lobbying f u n c c i c n s  n u s t  ExceTtion T i m e  Reporr : h e x  
t i m e  and expenses t a  P.cct. 7 3 7 0 . 3 4 .  T h i s  a p p l i e s  t o  
employees vno spena a t  l e a s t  one hour  i n  a c a l e n d a r  a a y  on 
L o c a l  c o u n c i l  o r  q o v e r n i n g  D O ~ Y  lobnying; a c t L - n t i e s .  See  
' h e  General  i n f o m a t - o n  i n  t h e  f r 3 n r  of  t h i s  SECTION for 
Exception T i n e  Reporr::q i n f o - T a t i o n .  

u S WEST COMMUNICATIONS. PJC. 

CONFIDMI?AL - DISCLOSE AND DI!3iUBUTE SOLELY TO 
U S WEST EMPLOYEES HAVING A NEED TO KNOW 

ISSUE DATE: 0 1-0 1-96 

pdared July 1, 1997 

' 01996. 1997 U S WEST Communications 
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Revised 3/98 
(Attachments A and B Update) 

“How To Cross Charge Time for 
Lob by in g and Non-Lo b bying Activities” 

Here it is, the lona awaited package for Cross Charging Time for Lobbying and 
Non-Lobbying Adivities. I hope you find this information useful. If you have 
questions on this packet, please call Csda Fewkes 208 385-2563. Far genera! 
payroll questions, please contact Payroll 1-800-636-901 1 , option 1 

Backaround Information 
(aka, stuff ycu probably atready know but here is a review just in a s e )  

Stzte Lobbyists 
Time reporting for s ta te  lobbyists is reported as either “in session” or ‘out 
of session.” When legisiatures a re  “in ses s ion” ,  s ta te  lobbyists initiate 
account code changes  so their time will b e  directed to lobbying codes. 
When legislatures a re  “out of session“, s ta te  lobbyists initiate account 
code changes to change their time to non-lobbying codes. (Le., regular 
time). (NOTE: For instructions on changing account codes  for lobbyist, 
please contact Human Resources.) 

“ln Session ” Guidelines 
While using “in session” lobbying codes,  time spen t  on non-lobbying 
activities must be  ”exception time” reported. T m e  off, such  as 
vacation, illness, PDP, etc. can b e  reported using the  EZTouch 
System. HOWEVER, if more tban one hour per dav of work time is 
spent performing non-lobbying activities, this time must  be cross 
charged to non-lobbying c o d e s  using RG07-0050. Non-lobbying 
work activities must be reported on a daiiv basis . (The Ez Toucb 
system cannot be used.) 

“Out o f  Session I’ Guidelines 
While using “out of session” non-lobbying codes ,  work time spent on 
lobbying activities must b e  “exception time” reported. Time off, such 
as vacation, iilness, PDP, etc. can be  reported using the  EZ Touch 
System. HOWEVER, if more than o n e  hour Der dav of work time is 
spent performing lobbying activities, this t ime must b e  cross  
charged to lobbying codes using RG07-0050. Lobbying work 
activities must  b e  reported on a daiiv basis. (The EZ Touch system 
capnot be  used.) 

Non-Lobbying Ernpioyees Who Perform Lobbying Work Activities 
If a non-lobbying employee spends  more than one hour oer  dav 
performing work activities that a r e  related to lobbying, their time must 
cross chaqed to lobbying codes. Lobbying work activities must  be 
reported on a daiiv basis using form RG07-0050. (The EZ Touch system 
cannot be used.) 

\ 

Revised 3198 
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Arizona 
Docket No. T-10519-99-105 
UTI UTI02-uTI008 

INTERVENOR: 

REQUEST NO: UT1008 

Arizona Corporation Commission Staff (Utilitech) 

Please provide an organization chart for the Arizona Public Affairs 
organization and written position descrigtions in as much detail 2s exists 
for each employee therein. 

RESPONSE : 

There are two empioyees within the Arizona Public Affairs organization. 
are the Public Affairs Director and Administrative Assistant. Position 
descriptions for t'nese two employees are contained in Attachment A. 

They 

Reed Peterson 
Manager - Public Policy 
3033 N. 3rd St. Rm. 1001 
Phoenix, A 2  85012 
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DOCKET NO. T- IO5 1 B-99- 105 
UTIOZ- 008 
ATTACHMENT: A 

.-. U S West Cornrnunictiioris 

Director Job Description 

Incumbent Nama 

Brulness Unit 

SSN: 

h N o n  Repcuts to: 

Completad BY, 

Revim By: Mih Meno 

AupmvPd BY: 

Skta Psblk P = I q  Crg. 

Sate Vlca Pnsldent 

Data: 

D*: 

O a k  
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.... 
Ar i z ona 
Docket No. T-1051B-99-105 
UTI 07-026 

INTERVENOR: Arizona Corporation Commission Staff (Utilitech) 

REQUEST NO: 026 

Appendix MLB-3 
Page 4 of 23 

(Ref. USWC's response to UTI 4 - 3 5 )  Please provide complete, detail4 position 
descriptions for the following positions within the Public Policy 
organization: 

a. Executive Vice President-Public Policy, Human Resources 2nd L e n  
b. Vice President - Arizona 
c. Vice President - Public Policy Staff 

RESPONSE : 

U S WEST is in the process of gathering the requested information, which will 
be provided as SOOT! as possible. 

Surmlernentel Resnonse: 05/06/99 

a. The Executive President-Public Policy, Human Resources and Law has 
executive resgonsibility for U S WEST's Public Policy organization, Human 
Resources organization and Law Department covering all fourteen stczes and 
Washington, DC. 

b. The Arizona Vice President-Public Policy has responsibility for 
developing, integrating, advocating and executing Public Policy strctegies, 
activities and initiatives within Arizona while ensuring that such efforts 
support the achievement of U S WEST's corporate objective and goals. 

t >  

i 

c. The Vice president-Public Policy Staff has executive responsibilities for 
the centralized Public Policy Staff organization in Denver, Colorato. 

Sue Weihe 
Human Resources Operations Manager 
1801 California St., Rm. 4750 
Denver, CO 80202 
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Arizona 
Docket No. T-1051B-99-105 
UTI 23-010 

I ' ;  1 : :  

I 

INTERVENOR Arizona Corp 

PZQUEST NO: 010 

rati n Commission Staff (Utilitech) 

Please provide copies of detailed position descriptions for ell of the 
persorael within tke Vice President Public Policy Staff's organiz--' aLlOn, 
including but not limited to those personnel responsible for wholesale 
advocacy, retail aevocacy, legislative advocacy, PAC and pioneers activities. 

RESPONSE : 

Please see Attaclhent A which provides detailed position descriptions for a l l  
of the personnel within the Vice President Public Policy Staff's 
organization. 
wholesale advocrcy, retail advocacy, legislative advocacy, PAC and pioneers 
activities. 

Attechment A a l so  includes those personnel responsijle for 

Sue Weihe 
Humen Resources Operations Manager 
1801 California St., Rm. 4750 
Denver, CO 80202 



ARIZONA 

Date: 22 Oct 97 

DOCKET NO. T-0 105 1 B-99-0 105 

ATTACHMENT: 4 UTIO23- 010 

JOB CATEGORY: REGULATORY 

JOB SUB CATEGORY: PUBLIC POLICY (09.30) 

JOB TITLE: Director - Public PoIicv 

SALARY GRADE: 010 

POSITION TITLE: Director - Public Policv h4JES: DO93097 



U S West Comrnunicafions 

Direcfor Job Description 

Director Grade -6- o/o 
Position Tltle: Director-Public Policy J 

Dirzctor DJE Number 

Date: 

Incumbent Name Ray TranMe 

Business Unit: Small Business Services 

Position Reports to: 

Completed BY: Pam Zandler Date: 

Review BY: Pam J. Zandler Date: 

Approved BY: Sol Trujillo Date: 

Summarize in one paragraph the pnmary purpose of this position. 

Sol Trujillo - Vice President & General Manager-SBS 

Appendix MLB-3 
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2/7/91 

221191 

221131 

This position is responsible for SBS Involvement in the legislative, regulatory and public policy arenas. Analyzed 
state and federal legislative issues as they relate to SBS. Position initiates legislative policy as required and interads 
with U S WEST state and federal Iobbylsts. Monitors, advises and is involved with multi-state regulatory actnnty and 
its impact on SBS. Work closely with the Market Mangers to ensure market objectives are considered in state 
regulatorynegislative/pubiic policy activities. 

RESPONSIBIUTES: lnorder of importance, list this position's main functions. Indicate percent of time spoent 
on each (round to the nearest 10 percent). 

1. 

2. 

3. 

4. 

5. 

Analysis, review and advice on pertinent state and federal legislation that a u l d  impad the business cfimate for 
SBS. This includes review of proposed legislation; determination of impact suggestions for changing, 
opposing or supprbng the legislation and wrldng wrth state public affairs groups and the corporate office of 
public policy to advise on appropriate adon. 

Intehces with Market Managers, Product Direciors to ensure marketing issues are considered in regulatory, 
legislative and public policy arenas. Will speak for the Market Managers and PrDdud Managers of SBS in 
dealings with the MIG and Corporate Pubic Policy group to ensure continuing suppofi of the market unit 
concept and SBS goals and objectives. Provides diredion and coordination to resolve conflid in the legislative 
and regulatory arenas to ensure consistency with in the fourteen state operating region. 

Devebps SBS strategies in support of AFOR to prwide pricing and market f ldbi l i i  in all fourteen states. The 
objective is to have pricing ranges that allow us to meet changes in customer -ions without CDStty rate 
cases. Represents the market place demands to the appmpnate legislative or regutory groups. 

This corporation is an admate of the market unit needs wivl the Corporate Public Policy organization. I! 
presents the ongoing need to focus on regulatory changes that allow market tnals, promotions and integrated 
solutions to be presented to our customer without additional rate cases. This position is also responsible for 
the pmcy  of customer information and meeting legal requirements. 

This position is responsible for wnting and negotiating service agreements with the state regulatory 
organizations to ensure that they understand the SBS mission, will incorporate market based solutions into rate 
cases and resolve wnfliets between both organizations. This position is alw the PAC (Political Action 
Committee) representative for SBS. Incumbent serves on the U S WEST PAC and is responsible for 
dgbursal of PAC funds to appropriate individuals. Respresents the Vice PresidenffGeneral Manager SBS and 
provides access for the VPlGM to the legislativdregulatory activities in our fourteen state' region. 

ACCOUNTABlLlrYllMPACT: Indicate how this postiion is best measured (Le.. cusatrner/employee 
implications, infuluence on key decisions. policy/strategy, deveioprnent. financial contributions. etc.) 

Establishes and implements Small Business S w c e s '  public policy strategies and objectives. Ensures stakeholder 
representation in all regulatory policy and legislatrve involvement. Pubic policy issues are mum-state and precedent 
settmg. Legislabe relationships are established and maintained on a nabonal level through U S WEST, Inc. Oftics 
of Federal Relations. Manages the relabonships between SBS and the public affairs offices to insure the market und 



Appendix MLB-3 
Page 8 of 23 

position is represented effectivety in all state legislative and regulatoy actions. Pusition the market unit to act as  an 
advocate for small business issues by impacting stale and national organizations that have legislative Interest. 

DECISION MAKIfNG/PROBLEM SOLVING: Provide three charaderistic examples of decisions,made and/or 
problems soivd by this position. For each, state the specific sauation. stakeholder(s) involcgd. decision 
made, and decision i m p a d  

Identifies and a n a m  emerging and critical issues and provides rw33mmendations to market unit executive staff 
regarding state and federal legislative regulatory actions, and Public Relations and Employee Information acbon 
plans. Topics include issues related to samll business such a s  -nomic development, education. legislation. 
product i m p l i o n s  and plical campaigns. This position has responsibility for Identification and advice on issues 
that will impad our ability to meet customer needs in a timely, efficient and c3stsffectiVe manner. M& of the 
activities h i l l  have a creative impad on our ability to deal 
and services; and to complete market trials and pricing c,clanges in all geographic iocations in the Mure. 

KNOWLEDGUSKlLLS: List any unique, specific knowledge and/or skill required for this position (Le., 
certification. degree, etc.) 

our Customers more easityl to offer them more produe  

Professional background in areas of legislative and regulatory processes and the abillty to form working alliances. 
Business degree, with Masters or MEA preferred. 

GENERAL COMMENTS: Please indude any additional comments or information that would help provide 
a complete understanding of this position. 

ORGANIZATION STRUCTURE: 

A. Etle of this position's supervisor. Cirector-Communications 

8. Title of this position: 

C. Title(s) and function(s) of directly reporting positions( if appropriate): 

Director-Public Policy 

Title Function 

Cl. None. This is an individual contnbutor. 

c2. 

c3. 

c4. 

C5. 

C6. 

Total Number of employees Supemsed (if appropriate): 

Directly reporting: Management Occupational: 

Indirectly Reporting: Management: Occupational: 

INCUMBENT LIST: Identify all individuals within the business unit on this position: 

Name SSN RC 
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ORGAIU'IZATIOTU': PLBLIC POLICY. u S mxST COMML..*lCA~OfiS 

JOB DESCRIPTION: b a) 
and i m p l e m c ~ ~ d o n  of public policy 

advocacy and advocacy supporr for USWC's State and fedcral initiatives arowd universal 
service and wholesale cost r t s w e w .  The position works collaboratively uifn the efiected 
internal market groups and support ar,oania~ons, sate  pubiic policy organizations and 
regulatory litigation and licigation support o q ~ a d o n s  to  ensure consistent and well reasoned 
positions arc advocated on all &nu. This poskion will also work closely wirh ofiier companies 
in the joint development of cost models to suppn USWC's objectives. T h e  person will be both 
m individual conmbutor and direa other rnaragsrs. 

The job will include the following responsibilities: 

1. Development of t h e  BCPM. This will include selection of the underlying theories for the 
model, as well as supervision of rhe actual code development In ordcr to be effective, 
tbc person filling this pasiuon must have an advanced unde.mding of many mas a i  t h e  
business, be able to solve complex problems that are vaguely defined and have never 
before been addressed in the  r e w d  depth. Iidshe shares mponsibility for the 
development of cost and pricing principles and insuring that tht model developed by 
muitipie companies conforms 10 USWC's own objecrives. Developkg a mode! which 
can be adopted in regukory p r o c e h g s  is a high priority for this position. 

2. Developmen1 of advocacy support. This Will includc the development of policy 
positions and proacrive public policy plmr 70 have the pasitions adopted by state and 
f c d d  regularors. This includes direcung the development of template testimony in 
support of advocacy in sencric cost' dockets, interconnection arbitrations, IC ,W dockets, 
procecdings involving consmcuon cfiaries, and other related procedines. It also 
indudes preparation of position papers in. support of pubiic f o m s ,  workshops and 
inionnal advocacy with Commissioners and staffs. 

3 .  Witnessbitness suppart This will include testifying in regulatory ~ T O C ~ ~ U ~ S  as 
needed, assisting slats in ensuring consirTmt, high qualiry t:stirnony is filed by all 
witnesses in wholesale cost and/or universal service dockets. "his position sill be 
required to makt policy decisions in the heat of hezrings. 

4. Litigadon support. This will include assisting rhe regulatory litigation and litigation 
support groups in discovery and depositions during state regulatory liugazion. 

This position will supervise &re+ managers in support of the perfoiinance of the 
position's responsibilities. Sqenisory responsibilities will include directing work activities: 
providing smtegic direccion and guidance; offering oppcmrnities for personid and professional 
developmenr; and generally managing performance. 

S G O  ' d  
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This position requires exceptional andlyticd skills, straregk thinking, ul a o i q  to  
quickly le= and assiraila~ various clcmcfits of the Company's business p h s  and impcrarives. 
Exceptionai vcrbaL'w-riaen communicadons skik are essential. T h e  person K1Ib.g this position 
should have a-masers kegrce in businws, telecommunications, or other related filed. The 
position requires &c ability to work long i r e d =  hours. Tne person must be able tc work under 
a high degree of smss and be able to travel as needed 

13 

i 

600 'd  
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S s  psition is responsible for the deveLqmient end irxqlementation of public polic 
acivocacy ana advocacy suppon for USWC’s state and f e d e d  initiatives mud interconnecnfo; 
a m e m e n t s ,  a c w s  charee reform, wholesale Service claalitv and USWC’s en* into in 
rwion interLATA markets (2711. The position works coIlaborarively with the eirecred markg 
groups2 netuork organizations. state public poIicy organizations, and regulatory litigetion ~r 
litination support organitarions to emure consismi and well rwoned  positions arc advocakd 01 

a11 fronts. In order to be esective, this requires a thorough understanding of many discipiincs fi 
telecommunicarions and public policy. The person fill;ng this position Rill be both an hdiviaua 
contributor a d  direct ather rnacagers. 

- 

The job  will i x h d e  the following respansibifirks: 

1. Developmenr of advocacy support This will inciudz r,he development and 
imphentation of policy positions and proactive pians for achieving USWC‘s objectives 
related to inrerconnecnon arbinadom, access cnarge reform, wholesale s&cc quality, 
and 271. This position %.ill d k f t  the development of templare tesrimony, as well ZE 

suppor; for various picadings to be fdcd in federal reflatory or legal procdings. This 
also includes preparation of position papers in support of public forums, workshops and 
infomd advocacy with Commissioners and stdXs. 

2. Identirication and resolution of regulatoryflegjslative issues. This will re-e in deptt; 
lmowledge of  the current issues and an ability to pr:dict/identify merging issues. n c  
issues 10 be addressed by t&is p o s i h  will often be vague and ill-defmed. This posirion 
is exFccted to properiy frame the issue, quickly analyze t he  d a a  and make a policy 
decision on the zpproFriate rcsoiution. This wil l  requvk nain&ng an awar:ncss of 
issues 2nd advocacy on related topics by other parties in nnd cur of region and how 
ac~vities in other areas impact USWC. 

3. CIicnt support. This inciudcs supporting the state public p o k y  organizations in a variety 
of ways to maximize the likelihood of positive outcomes for stale specific inidHdves. IC 
is expected that, in order to effectively influence the succ=sssiul implementation of 
advocacy plans, this person will devcIop a thorough understanding of t he  priorities of 
US WC’s senior CKCCU~VCS, sate Commissions, their staffs, executive and legislative 
officds and orhcr key constiruents. 

4. Witncssivhess mppon. I3.i.s will inciude testi%m in re,datory pmczediqs as 
needed and 2ssisting m e  in ensuring coxisistent, high qudity testimony is fded by all 
wimtsscs in the replatory proct=dings ouriincd above. This position will have the 
authoriry to resolve specific issues thar arisidming the braring proc=ss. 

- 
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5 .  Litigation support. This wiii include =si* the  regulatory lidgation and Litigarian - 
support groups in discovtny and deposiaons during stare regulatory Iitigation. 

This position will supervise w o  managers in  supporr of the performance of the position's 
responsibiliries. Supervisory responsibilities include dirzcting work activities; pmvidine 
5irategj.c direction and ,pidance; oEering opportunities for penonal and professional 
development: and generally supcnising performance. 

- 

This posiuon rtquires excrptiond analytid skills, mstegic thinking, an &dity to appiy 
advanced principles, theories and concepts in problem solving, and the ability to quickiy 1- 
and essirnilate various elements of the Company's business plans and imperarives. Excqmor~d 
verbahviaen communications skills are essential. ' ihe person f i l h g  this posinon sbotdd have a 
masters degrct in business, tdecommunicadons, or other related filed. The posiuon rcquircs the 
ability t o  work long irrcguis hours. The person must be able to work undfr a hi& degree of 
smss and be abIe to tiavei as needed. 

1 .  

-00 ' d  
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ORGANIZATION: U S WEST COMMUNICATIONS 
PUBLIC POLICY 

JOB TITLE: EXECUTIVE DIRECTOR - WHOLESALE ADVOCACY 

This position is responsible for the development, and implementation 
of advocacy and advocacy support with regard to aU regulatory and legslative 
initiatives before the fourteen state regulatory agencies and legdative 
assemblies and the FCC required by the wholesale business group. The 
position works collaboratively with the effected markets groups (primarily 
Carrier), the state vice president organizations, the staff finance organization, 
the staff legdative organization, the staff tariff organizations, the local 
markets organization, the public relations organization, and the regulatory 
litigation and litigation support organizations to ensure timely 
implementation of the Company's wholesale regulatory and legislative 
initiatives. The person will be both an individual contributor and 
supervisor. 

It is antiapated that the current areas of responsibility will include 
interconnection arbitrations, interconnection rdemaking, general statements 
of tenns and conditions for interconnection, interconnetion cost dockets, 
ICAM, wholesale service standards, access charge reform, state and federal 
appeals from interconnection decisions, high cos t /miversd service, and 
other matters identified as effechg the wholesale responsibilities of the 
Company. 

The position must ensure continuous and strong positive advocacy 
support through a combination of well reasoned and well documented 
advocacy positions, consistent with the One Voice Process, which are 
supported by law, fact and logic. 

The job wiU indude the following responsibilities, both directly and 
through supervision of other directors and managers working within this 
persons group: 

1. Identification and resolution of regulatory/legislative issues. 
This will require maintaining awareness of issues and advocacy by 
other parties in and out of region of similar and new issues and will 
require collaborative work with the Carrier markets group, network, 
finance and the law department. 
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2. 
internal and external witnesses and advocates in support of the 
Company's positions and the availability as an ongoing resource to 
danfy ana reinforce positions. It is antiapated that educational efforts 
will also extend to partiapation/presentation in public forums and 
partiapation/presentation with state vice presidents' advocacy teams 
in workshops and informal aavocacy with Commissioners and staffs. 

Education of advocates. This will indude training sessions for 

3. Development of advocacy support. This will include the 
development of template testimony in support of advocacy in formal 
proceedings before state and federal regulatory agenaes and assisting 
the state and federal advocacy teams in customizing template 
testimony to particular dockets and other formal proceedings; It also 
indudes preparation of position papers in support of public forums, 
workshops and informal advocacy with Commissioners and staffs and 
support of third part advocacy efforts. 

4. Witness identification. This will indude identifying subject 
matter expert witnesses, securing their commitment, and coordinating 
their partidpation in formal dockets before state and federal regulatory 
commissions. It is also antiapated that this person will also be a 
wiaess in selected state and federal regulatory proceedings. 

5. Litigation support. This will include assisting the reguiatory 
litigation and litigation support groups in discovery and depositions 
during state regulatory litigation. 

6. Tariff support. This will indude assisting the tariff support 
organization in ensuring that the group is suffiaently informed such 
that it can craft conforming state and federal tariffs where appropriate. 

7. Appeals. This will indude assisting the law department in 
the prosecution of any appeals, trial de novo or other appellate process 
appropriate for protecting the rights of the company. It is antiapated 
that the position wdl offer the same areas of support in such appeals as 
were provided in the initial formal proceedings. 

8. Compliance. This will indude conveying the results of 
formal regulatory proceedings (including follow up clarifications and 
responses) to the appropriate groups within the Company to ensure 
Compliance with the lawful orders from such regulatory agenaes. 
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This position will supervise an undetermined number of directors and 
managers in support of the performance of the position's responsibili~es and 
in doing so will supemise and direct work activities of suborcimates; provide 
strategic direction and grudance; provide direction and guidance as to team 
effectiveness; seek and offer opportunities for personal and professional 
development; and otherwise supervise the performance of such subordinates. 

?his position is deemed to be critical to the success of the Company's 
initiatives by ensuring regulatory approval and compliance. The person 
must be a professional in all aspects of the job and will often be thrust into 
deasion making positions where &/her action can gain or lose millions of 

an ability to quiddy leam and assimilate various elements of the Company's 
business plans and imperatives, and exceptional verbal/wri tten 
communication skrlls, and strong leadership skills. State regulatory 
experience is desired. The person must have a proven track record of 
obtaining positive results. 

I dollars. The position requires exceptional analytical skills, strategic thinking, 

The person filing this position should have a bachelors degree with an 

This position requires the ability to work long irregular hours. The 

MBA, JD or other advanced degree desired. 

person must be able to work under a high degree of stress. The ability to 
travel and utilize keyboard skills is required. 

. ,  . .  

i 
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ORGANIZATION: U S WEST COMMUNICATIONS 
PUBLIC POLICY 

JOB “‘TIE: EXECTJTIVE DIRECTOR - RETAIL ADVOCACY 

This position is responsible for the formulation, development, and 
implementation of advocacy and advocacy support with regard to all 
regulatory and legislative initiatives before the fourteen state regulatory 
agenaes and legdative assemblies and the FCC required by the retad business 
groups. The position works collaborativeiy with the effected retail markets 
groups, the state vice president organizations, the staff finance organization, 
the staff legislative organization, the staff tariff organizations, the local 
markets organization, the public relations organization and the regulatory 
litigation and litigation support organizations to ensure timely 
implementation of the Company’s retail regulatory and legdative initiatives. 

It is antiapated that the current areas of responsibility will include 
general rate cases , retail rate rebalancing, regulatory reforms (dereguiation, 
price caps, alternative forms of regulation), product initiatives, carrier of last 
resort obligations, retail service quality standards and requirements, and other 
initiatives effecting the retail responsibiLities of the company. 

support through a combination of well reasoned and well documented 
advocacy positions, consistent with the One Voice Process, which are 
supported by law, fact and logic. 

The position must ensure continuous and strong positive advocacy 

The job will include the following responsibilities, both directly and 
through supervision of other directors and managers working within h s  
persons group: 

1. Identliica tion and resolution of reguiatory/legislative issues. 
This WiLl require maintaining awareness of issues and advocacy by 
other parties in and out of region of similar and new issues and will 
require collaborative work with the affected retail markets group, 
network, finance and the law department. 

2. 
internal and external witnesses and advocates in support of the 
Company’s positions and the availability as an ongoing resource to 
darify and reinforce positions. It is antiapated that educational efforts 
will also extend to partiapation/presentation in public forums and 
partiapation/presentation with state vice presidents’ advocacy teams 
in workshops and informal advocacy with Commissioners and staffs. 

Education of advocates. This will include training sessions for 



Appendix MLB-3 
Page 17 of 23 

I '  

3. - Development of advocacy support. This will- indude the 
development of template testimony in support of advocacy in formal 
proceedings before state and federal regulatory agenaes and assisting 
the state and federal advocacy teams in customizing template 
testimony to particular dockets and other formal proceedings. It also 
indudes preparation of position papers in support of public forums, 
workshops and informal advocacy with Commissioners and staffs and 
support of third part advocacy efforts. 

4. Witness identification. This will include i d e n m g  subject 
matter expert witnesses, securing their commitment, and coordinating 
their participation in formal dockets before state and federal regulatory 
commissions. It is also antiapated that this person will also be a 
witness in selected state and federal regulatory proceedings. 

5. Litigation support. This will include assisting the reguiatory 
litigation and litigation support groups in discovery and depositions 
during state regulatory litigation. 

6. Tanff support. This will indude assisting the tariff support 
organization in ensuring that the group is suffiaendy informed such 
that i t  can craft conforming state and federal tariffs where appropriate. 

7. Appeals. This will indude assisting the law department in 
the prosecution of any appeals, trial de novo or other appellate process 
appropriate for protecting the rights of the company. It is antiapated 
that the position wdl offer the same areas of support in such appeals as 
were provided in the initial formal proceedings. 

8. Compliance. This will indude conveying the results of 
formal regulatory proceedings (including follow up clarifications and 
responses) to the appropriate groups within the Company to ensure 
compliance with the lawful orders from such replatory agencies. 

This position will supervise an undetermined number of directors and 
managers in support of the performance of the position's responsibilities and 
in doing so wilI supervise and direct work activities of subordinates; provide 
strategic direction and guidance; provide direction and guidance as to team 
effectiveness; seek and offer opportunities for personal and professional 
development; and otherwise supervise the performance of such subordinates. 
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This position is deemed to be critical to the success of the Company's 
initiatives by ensuring regulatory approval and compliance. The person 
must be a professional in all aspects of the job and will often be thrust into 
decision making positions where his/her action can gain or lose millions of 
dollars. The position requires exceptional analytical skills, strategic t lunkng,  
an ability to quiddy learn and a s s d a t e  various elements of the Company's 
business plans and imperatives, and exceptional verbal/written 
communication skills, and strong leadership skills. 
experience is desired. The person must have a proven track record of 
obtaining positive results. 

State regulatory 

The person filing this position should have a bachelors degree with an 
MBA, JD or other advanced degree desired. 

This position requires the ability to work long irregular hours. The 
person must be able to work under a high degree of stress. The ability to 
travel and utilize keyboard skills is required. 
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ORGANIZATION: U S WEST COMMUNlCAnONS 
PUBLIC POLICY 

JOB TITLE: DIRECTOR - LEGISLATIVE ADVOCACY 

This position is responsible for the fonndation, development, and 
implementation of advocacy and advocacy suppcrt With regard to all 
legislative initiatives before the fourteen state legislative assemblies and to 
provide support to the state vice presidents’ advocacy teams With re, card to 
their responsibilities With the United State Congress. The position works 
coLlaboratively with the effected markets groups, the state vice president 
organizations, the staff finance organization, the staff wholesale, r e t d  and 
new business advocacy groups, the local markets organization, the public 
relations organization and the federal office and the law department to 
ensure timely implementation of the Company’s legislative and 
congressional initiatives. 

It is antiapated that the current areas of responsibility will indude 
regulatory reform, universal service/high cost funding, cost based pricing 
requirements, reodatory parity, tax parity, minimizing muniapal reodation 
and all other legislative initiatives affecting the interests of the Company. 

The position must ensure continuous and strong positive advocacy 
support through a combination of well reasoned and well documented 
advocacy positions, consistent with the One Voice Process, which are 
supported by law, fact and logic 

The job wril indude the following responsibilities, both directlv and 
through supervision of o ther directors and managers working within this 
persons group: 

1. 
require maintaining awareness of issues and advocacy by other parties 
in and out of regon of similar and new issues and will require 
collaborative work with the markets groups, network, finance and the 
law department. 

Identification and resolution of legislative issues. This will 

2. 
internal and external advocates in support of the Company’s positions 
and the availability as an ongoing resource to danfy and reinforce 
positions. It is antiapated that educational efforts will also extend to 
participation/presentation in public forums and 
participation/presentation with state vice presidents’ advocacy teams 
before permanent, special and interim legislative committees. 

Education of advocates. This will include training sessions for 
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3.- Development of advocacy support. This will .include the 
development of model legislation for identified legislative initiatives, 
assistance in customizing legislation to particular state needs, review of 
amendments proposed and required to affect the ~ o m p a n y ' s  positions, 
position papers and other advocacy pieces for use with the legislature 
and other affected government offiaals. 

4. Witness identification. This wiLl include identifying subject 
matter expert witnesses, securing their commitment, and coordinahg 
their partidpation in proceedings before permanent, special and 
interim legislative committees. 

5. Legislation review. This will include development and 
maintenance of a system for internal review of legislation introduced 
throughout the fourteen state region. The responsibilities will indude 
distribution of bills to affected departments, consolidation of responses, 
resolution of conflicting internal views and responses and 
recommendations to the states on a timely basis. 

6. Organizational support. This wiLl indude active partidpation 
in national organizations of elected offiaals (NCSL, NGA, ALEC, etc.) 
in support of the Company's legislative agenda. It is anticipated that 
person will be an active presenter during formal sessions and will 
provide position papers and other presentations for distribution to the 
organizations members in an effort to secure support of Company 
positions by the organization. 

7. Third party support. This will include providing research and 
preparation support to senior public policy officials identified to 
interface with other internal organizations and national and regional 
organizations considered to be vital to public policy initiatives. 

8. Internal political education and advocacy. This will indude 
providing research and support to senior public poLicy officials 
idenhfied to develop and implement the interal political education 
and advocacy programs. The person will be expected to provide advice 
and counsel for administration of the Federal Political Action 
Committee. 

9. Congressional support. It is antiapated that the primary 
responsibility for congressional advocacy rests with the federal office. 
This position will interface with the federal office and the state vice 
presidents organizations to assist in coordinating contact between the 
state vice president organizations and the congressional delegations. 
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10. Municipal franchise issues. This wdl indude support for 
the state vice president organizations in negotiations for franchise 
agreements and/or ordinances, induding providing mformation on 
standards and issues from other states, recommended uniform 

. language, position papers, etc. If special witnesses (e-g. network outside 
plant specialist, etc) are required, this position w i U  assist in i d e n ~ p n g  
and committing such resources and assist in the preparation of such 
specialist for partidpation in the muniapal processes. 

This position will supervise an undetermined number of directors 'and 
managers in support of the performance of the position's responsibilities and 
in doing so will supervise and direct work activities of subordinates; provide 
strategic direction and guidance; provide direction and guidmce as to team 
effectiveness; seek and offer opportunities for personal and professional 
development; and otherwise supervise the performance of such subordinates. 

This position is deemed to be critical to the success of the Company's 
initiatives by ensuring regulatory approval and compliance. The person 
must be a professional in all aspects of the job and wdl often be thrust into 
decision making positions where &/her action can gain or lose millions of 
dollars. The position requires exceptional analytical skills, strategic thinking, 
an ability to quidcty learn and assimilate various elements of the Company's 
business plans and imperatives, knowledge of the state legislative process, 
and exceptional verbal/written communication skills, induding an 
understanding of bill drafting requirements and strong leadership skills. The 
person must have a proven track record of obtaining positive results. 

The person filing this position should have a bachelors degree with an 
MBA, JD or other advanced degree desired. 

This position requires the ability to work long irregular hours. The 
person must be able to work under a high degree of stress. The ability to 
travel and utilize keyboard skills is required. 



. ,  

Role as defined in [he Consrirurion oj-rhe Teiepnone 3ioneers oj-America fTPA) 
The vice presiaenrs. as .Association represenmives. shali mainrain fieanent contacIs wi& the 
chaprers in hei r  respeczive Association regions, advise With the chapren regarding ?ioneer 
activiries. represent the chaprers on the Associarion Execurive C o d n e e  ana represenr the 
Execuuve Cornminee in relations wirh the chapters. 

Responsibiliries 
1. Direct adrmnisnation of Pioneer organizauon for the sponsor company 

M adrmnrster goal sening, r a k g ,  personnel selection. development erc. of the Pioneer s*&- 
develop. track a d  conuoi the Pioneer budget 
coordinare Wih &e volunreer leaders of the Chaprers, Councils ana Clubs to iniuate 
action to: 

0 

0 

0 

0 

0 

involve all empioyets. rerlrecs and famiiy members in Pionetr conmuniry service 
develop projess that metc communiry needs wide improving sponsor company 
relations in the communiry 
promore sponsor company branding to improve brand loyalty 
- groom new ernployees for fume leadership positions 
develop diverse goup of leaders 
invoive a diverse goup  of volunteers 
reward ana recogize voiunreex and projects 
ensure financial integriry of the local Pioneer unia 

communicate wirh senior management of the sponsor company, inciuding publishing a 
Pioneers annuai repon which reflects tfie business value of Pioneering 

W coordinate with communiry relations, foundatiodcorporate contributions, internal 
communications 2nd media relations to maximize business vaiue 

M Track key measurements (% consumers aware, % key leaders aware. media rrentions, = 
of employees invoived and .+ of rerirees involved) and impiement acrion to mzvimize the 
results 

2. PIan and moderate sponsor company Pioneer annual conr’erence 
H identify and arrange for ourside speakers 

arrange for senior management artendance 
arrange for hdcels. meals, agenda etc 

a invite key sponsor company Pioneer leaders 
track and connol Lhe budget for this event 

as a member of the EC, develop piam to strenghen tiie TPA associarion 
W represenr the interests of the respective sponsor company ar four meezings a ye= 

serve on subcommirrees 
H communicate association issues of  i m p o m c e  to Iocd sponsor company Pionet: units 

3. Represent the Pioneers to other organizations 
5. Personally become involved in Pioneer community service e 5 o m  which requires substanUaI 

volunreer work during non-work hours 

2 .  Serve on the TPA Executive Comminet which is the TPA policy making body 
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Director. Public Policy 
Region Vice President. Region 3. Telephone Pioneers of America 
Administrator of the U S WEST Political Action Cornmitree (V S WEST P,4C) 

rr 1, 

Job Descriotion 

*:* Direct administration of the U S WEST Pioneer Organization: 
- 
- 
- 
- 

Coordinate volunteer leaders of the Chapters Councils and Clubs: 
Develop. track and control budget; 
Communicate with senior management of U S WEST about Pioneers: 
Coordinate with community relations, foundation. internal communications ana 
media relations to maximize business value of Pioneers; 
Track key measurements and implement action to maximize results of U S WEST 
Pioneers; 

- 

*:+ Plan and moderate U S WEST Pioneer annual conference. 
*I* Serve on the Telephone Pioneers of America ( P A )  Executive Committee, which is 

the TPA policy making body. 
Represent the Pioneers to external organizations. 
Personally become involved in Pioneer community service efforts. 
Direct the solicitation of eligible U S WEST employees for membership in the 
U S WEST PAC: 
- Determine the policies and procedures to be utilized in the solicitation of 

conuibutions to U S WEST PAC; 
- Supervise or conduct all solicitation activity. 
Oversee the preparation and distribution of any printed or graphic material to be used 
in connection with the activities of U S WEST PAC. 
Request disbursements from the U S WEST PAC at the direction of the Contributions 
Committee. 
Provide regular reports on U S WEST PAC acrivities to senior management arid PAC 
members. 

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

BEFORE THE 
ARIZONA CORPORATION COMMISSION 

SURREBUTTAL, TESTIMONY OF 
MICHAEL L. BROSCH 

Please state your name and business address. 

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

Lee's Summit, Missouri 64086. 

Are you the same Michael L. Brosch who previously submitted prepared Direct Testimony in 

this Docket? 

Yes. My qualifications and work experience were provided in my Direct Testimony. 

What is the purpose of your Surrebuttal Testimony in this Docket? 

My testimony is responsive to the rebuttal testimonies and related exhibits of Company 

witnesses Mr. George Redding, Ms. Ann Koehler-Chnstensen and Mr. Kerry DennisWu. The 

index prepared for this testimony lists the topics addressed herein, in the same sequence the 

issues appeared in my earlier Direct Testimony. Where an issue and adjustment was contained 

in my index for the earlier Direct Testimony that is not listed in the Surrebuttal index, the 

Company has submitted no rebuttal on that subject. 
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1 Q. Has the Company’s rebuttal evidence caused you to revise any of the adjustments that are 

EXECUTIVE SUMMARY 

4 

5 

6 

7 

8 

9 

10 

11 

I see no need to make revisions to the adjustments in Staffs direct filing based upon review 

of such rebuttal. In several areas addressed in my Direct Testimony, including revenue 

annualization, uncollectibles, rent compensation, affiliate true-up transactions, public policy 

costs, fair value and the treatment ofbroadband services, the Company’s rebuttal either accepts 

the adjustment I propose or is not critical of my adjustments. There is, however, one change 

to Staff Accounting Schedule / Adjustment C-30 dealing with reciprocal compensation. This 

change is due to corrections made by USWC to its response Data Request 62-18 that was 

relied upon to quantify Staffs initial adjustment. 

L Q. Please summarize the status of Staffs revenue adjustments other than directory imputation that 

13 you sponsor? 

14 A. 

15 

16 

In Mr. Redding’s rebuttal, a graph is presented that seems to indicate that the Company 

believes Staffs adjustments to normalize and annualize revenues at year-end (Staff Schedules 

C- l ,2 ,  3 and 4) produce an overall result that is reasonable. At page 16 of his rebuttal, Mr. 

17 

18 

19 

Redding states, “As to Revenues, Rebuttal Exhibit GAR-R1 shows that Qwest, Staff and 

RUCO are all very close with the exception of directory imputation”. This statement, and the 

absence of any rebuttal to Staffs revenue annualization schedules, suggests that the Company 

20 does not dispute the referenced adjustments. 

2 1 Q. 

22 quality program. 

Please summarize the status of the dispute regarding costs associated with the Arizona service 

23 A. 

?4 

Mr. Redding argues that such costs should be included in revenue requirements as part of the 

ongoing normal cost of doing business, particularly since the Company is the supplier of last 
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i 1 
I 
I 2 

I 4 

~ 5 

6 

7 

8 

9 

10 

11 

12 

’ 3  

4 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

resort. Staff continues to oppose 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 to ratepayers. These costs 

represent penalties and remedies for inadequate service that should not simply re-allocated to 

other customers within rate cases. Treating such costs as routine costs of doing business 

removes the incentive to the Company to improve service quality. 

Q. Please summarize the directory imputation issue remaining between Staff and USWC that is 

addressed in your Surrebuttal Testimony. 

Staff has imputed directory revenues based upon the Settlement Agreement $43 million level 

that was previously agreed upon between the Company and Staff and approved by the 

Commission, rejecting the Company’s position that imputation should cease. My Surrebuttal 

explains why Ms. Koehler-Christensen is incorrect in concluding that Staff has not fully 

complied with the directory Settlement Agreement. I note the many infirmities in her 

assumptions and conclusions with respect to the sources and amounts of “value of services”. 

A. 

Q. Should the costs of employee benefits in the form of telephone service concessions be fully 

charged to intrastate customers, as indicated by Mr. Redding? 

No. Staff Schedule C-21 allocated aportion of employee telephone service concessions to the 

interstate jurisdiction, so as to recognize that Company employees work for the benefit ofboth 

interstate and intrastate customers and the cost of these benefits should be equitably allocated 

across jurisdictions, in the same manner wages and other benefits are allocated. Mr. Redding’s 

rebuttal suggests that such an allocation is effectively a disallowance of such costs. In 

Surrebuttal, I explain that there is no such disallowance, because the Company’s interstate rates 

are not subject to cost-based regulation where the concept of disallowance has any meaning. 

A. 

Q. What is the status of differences in the calculation of cash-working capital in rate base? 
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I 

~ 1 A. 

~ 

2 

I 4 

I 5 
I 6 

7 

Staffs filing includes several revisions to lag day values associated with the payment of 

employee compensation and benefits, interest expense, payroll taxes and miscellaneous cash 

vouchers. The Company’s rebuttal states no specific criticism ofthese adjustments, but instead 

indicates USWC was unable to replicate Staffs lag day results.. Workpapers have been 

provided to fully document Staffs adjustments and they remain appropriate for the reasons 

stated in my Direct Testimony. Most of the cash working capital difference between Staff and 

USWC relates to a $7 million error in USWC’s filing, as conceded in Mr. Redding’s rebuttal. 

8 Q. 
9 

Please summarize your Surrebuttal regarding the unrecorded plant asset retirements and 

corresponding depreciation expense effects that are quantified in Staffs Schedule C-22. 

Staff has proposed no rate base adjustment for unrecorded retirements, contrary to Mr. Wu’s 

rebuttal. The Company offers no evidence that the old vintages of plant challenged by Staff 

has been investigated to determine if it remains in service and subject to ongoing depreciation 

expense. No recalculation of depreciation accrual rates is required due to Staffs adjustment. 

10 A. 

11 

12 

‘3  

14 Q. 

15 

What remains at issue with regard to the detailed calculations and allocations of costs to the 

Arizona exchanges being sold by USWC to Citizens? 

16 A. 

17 

18 

19 

Mr. Redding disputes my adjustment to include reasonable allocations of marketing and 

corporate operations expenses to the exchanges being sold. My Surrebuttal explains the 

rationale for Staffs allocations and the reasons why such costs are not completely fixed in 

nature, as suggested by USWC. 

20 Q. 

21 A. 

22 

23 

24 

?5 

Please summarize your Surrebuttal regarding reciprocal compensation costs and ratemaking? 

I I explain that reciprocal compensation is best treated as part of the Company’s total revenue 

requirement, and does not merit the extraordinary rate rider treatment advocated by USWC. 

There is no evidence that reciprocal compensation is now, or in the future will ever be, large 

enough or volatile enough to warrant special rate tracking with all the associated costs, risks 

and complexity such rate tracking may involve for ratepayers. 
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I 

REVENUE ADJUSTMENTS 

I 

I 

~ 

1 Q. 

2 toll and miscellaneous revenues? 

3 A. 

4 

5 

6 

7 

8 

9 

10 

11 

How did Mr. Redding respond in rebuttal to the Staff adjustments to annualize local, access, 

I 

Mr. Redding has no rebuttal to the individual issues and adjustments set forth on Staff 

Schedules C-1, C-2, C-3 and C-4 that correct and restate the Company’s year-end revenue 

annualization adjustments. Instead, an overall test of the reasonableness of Staffs revenue 

result is presented in graph form in Mr. Redding’s Exhibit GAR-R1. According to page 16 of 

his rebuttal, “These charts clearly show that the Company’s advocacy to bring all elements of 

revenue and expense to end of period levels is more representative of future conditions than 

either Staffs or RUCO’s. As to Revenues, Rebuttal Exhibit GAR-R1 shows that Qwest, Staff 

and RUCO are all very close with the exception of directory imputation, which was excluded 

for this chart.” Thus, it appears that Mr. Redding’s analysis corroborates Staffs own analysis. 

, 

- These four Staff revenue adjustments (C-1, C-2, C-3 and C-4) adhere to prior Commission- 

13 

14 

15 

16 

17 

18 

ordered treatment of revenue annualization, based upon the types of revenues in each account, 

as described in my Direct Testimony. In addition, two of these Staff adjustments correct errors 

in the Company’s filing that were acknowledged in discovery responses. Given the 

reasonableness of Staffs overall result and the importance of correcting errors and maintaining 

consistency with prior ratemaking policies established by the Commission, it is important that 

these four adjustments be approved by the Commission. 

19 Q. What is the Company’s response to the Staffs proposed treatment of Broadband affiliate 

20 revenues and expenses in Staff adjustment Schedule C-6? 

2 1 A. At page 47 ofhis rebuttal, Mr. Redding states, “The Company has reviewed Staffs adjustment 

to the affiliate billing estimates between Qwest and Broadband Services, Inc. (BSI), the 
I 
I I 22 

broadband affiliate. Given the start-up nature of BSI’s operations, the Company does not I 23 
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believe that Mr. Brosch’s adjustments to the estimated billing between Qwest and BSI are 

unreasonable.” 

Q. Are the additional revenues associated with Staffs Broadband Schedule C-6 adjustment also 

included within Staffs total adjusted intrastate revenues shown to be reasonable in Mr. 

Redding’s Exhibit GAR-R1 graph? 

A. Yes. 

Q. In his rebuttal at page 47 on this issue, Mr. Redding also observes that Staffs Schedule B-6 

rate base adjustment that reverses the Company’s Broadband asset transfer is not objectionable, 

“Pending clarification ofthe Company’s intent with regard to the transfer ofthe assets...”. Are 

the Staffs proposed income statement adjustments contained in Schedule C-6 contingent upon 

what happens with respect to the transfer of Broadband assets? 

No. While the asset transfers may have some impact upon rental revenues to be realized by 

USWC, the Staffs adjustment for ongoing affiliate transactions with BSI is conservative in 

relation to actual transaction trends, as noted at page 8 1 of my Direct Testimony. 

A. 
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SERVICE QUALITY PENALTIES 

1 

7 

8 

9 

10 

’1 

- 
13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Q. What is Mr. Redding’s response to Staff adjustment attributing service quality program costs 

to shareholder rather than ratepayers? 

According to page 40 of his rebuttal, “Qwest is the provider of last resort (POLR) for its 

service temtory in Arizona. As the POLR, it is obligated to serve every customer who wishes 

to have service. This is an obligation not shared or borne by any other provider in Qwest’s 

operating territory in Arizona. Sometimes, the best way to provide service to a customer, when 

traditional telephone facilities are not in place, is to provide alternative services during an 

intervening period.” Mr. Redding says the Company charges alternative service arrangements 

to operating expenses because “they are a reasonable cost of doing business, and because 

Qwest is indeed providing service the customer has requested.” 

A. 

Q. 

A. 

How do you respond to Mr Redding’s “provider of last resort” claim? 

Under the service quality program effective in Arizona, the Company is allowed an interval 

of time to install service to customers and o& when such installation does not occur within 

the allowed time period are alternative service arrangement required. There has been no 

showing by the Company that this Commission-approved installation interval is unreasonable 

or that the benefits of incumbency realized by the Company in Arizona do not offset Mr. 

Redding’s claimed burden of being a provider of last resort. The “obligation” to serve all 

customers might instead be viewed as a considerable market “opportunity” associated with the 

incumbency advantage that is not possessed by the other providers. In addition, USWC has 

not been authorized to substitute at its discretion cellular or other alternative service options 

for the wireline telephone services the customer has requested. 

Q. Are service program costs part of the Company’s “reasonable cost of doing business’’ as Mr. 

Redding asserts? 
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A. No. Revenue credits, service program penalties and the other interim service arrangements due 

to service quality deficiencies imposedupon the Company were not intended to simply become 

part of the normal cost of service. With respect to cellular and other forms of alternative 

service, the Commission should not condone apolicy of acceptance of failures to serve and the 

widespread substitution of resold cellular services in place of wireline services. With a policy 

of non-recovery of such costs, the Company faces an appropriate incentive to consistently 

provide high-quality services within reasonable time periods. Adoption of the Company’s 

position of full recovery removes such incentives and introduces an attitude of indifference 

with respect to serving individual customers that is not consistent with the public interest. I 

encourage the Commission to find such costs a shareholder responsibility, consistent with the 

policies applicable in Iowa and New Mexico that were described in my Direct Testimony. 
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DIRECTORY IMPUTATION 

According to Company witness Ms. Koehler-Christensen’s rebuttal, “Staff and RUCO 

consider the fees received by Qwest from DEX, but rather than determining the current value 

of the services received, they rely on the $43 million level from the original agreement.” Did 

you fail to fully consider the value of fees and services received by USWC as suggested by Ms. 

Ko ehler - Chris t ens en? 

No. My Direct Testimony at pages 37 through 48 exhaustively analyzes the Company’s novel 

theories of value creation and allocation and addresses the value of fees and services received 

by USWC from Dex. I conclude at page 48, “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.” My testimony 

also explains in considerable detail how this amount was derived and why the $43 million 

Settlement Agreement value must be viewed as an extremely conservative amount for 

imputation purposes. 

At page 4 of her rebuttal, Ms. Koehler-Christensen states, “While Mr. Brosch claims the 

current value is higher than I maintain, he provides no analysis or calculations to support his 

claim. In fact, the only calculation he provides is based on the profits of DEX, a methodology 

that the Arizona Appellate Court has squarely rejected.” Is this correct? 

No. The $93.1 million value of services is completely documented in my workpapers and was 

not based upon the profits of DEX, nor did it rely upon the method rejected by the Arizona 

Appellate Court. In fact, the method that was rejected by the Court yields a $104 million 

imputation result, as noted at page 48, lines 13 through 17 of my Direct Testimony. 

Is your calculation of the $93.1 million a “roundabout way of calculating directory imputation 

using DEX’s profits in excess of Qwest’s authorized rate of return”, as claimed by Ms. 

Koehler-Christensen at page 5 of her rebuttal? 
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A. No. The $93.1 million does not rely upon DEX net income or any determination of any 

“authorized rate of return”. As I noted in the prior response, the income-based calculation 

produces an even higher $104 million result that is entirely consistent with the ordered 

imputation methodology in the Commission’s last rate order, prior to reversal by the Court. 

Q. Another claim made by Ms. Koehler-Christensen with respect to your testimony is that, “In 

particular, he ignores the changes in the contractual relationship between the Company and 

DEX, the legislative and regulatory changes that have reduced the value of the services 

provided and the considerable changes that have occurred in both the publishing and the 

telecommunications industries.” Is this correct? 

No. My testimony describes the unreasonable and imprudent changes effected in the affiliate 

publishing agreements between USWC and US West Direct (later DEX) over the years. The 

Settlement Agreement and history of imputation in Arizona and other states is ample evidence 

of how “changes in the contractual relationship” between these corporate affiliates should not 

be used to the disadvantage of ratepayers. As explained in my testimony, the Publishing 

Agreement has been recognized by regulators to be a contrived arrangement between corporate 

affiliates that is designed to convey to Dex the valuable benefits of affiliation with the 

incumbent LEC for inadequate compensation. 

A. 

With respect to the “legislative and regulatory changes” referred to by Ms. Koehler- 

Christensen, there has been no showing of any negative impact upon the value USWC brings 

to the affiliate publishing venture with DEX. In fact, the favorable trend in revenues and 

profits of DEX indicates just the opposite, that the value of the affiliate publishing relationship 

with USWC continues to increase. Today, just as in the past, advertisers who can afford to 

advertise in only one yellow pages must advertise in the official Dex book to have confidence 

that their advertisement reaches the broadest audience. 
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1 Q. 
2 

3 

4 

At page 5 of her rebuttal, Ms. Koehler-Christensen asserts that “The Company has a contract 

with DEX to assure that its regulatory obligations are met and that directories are published 

and delivered to all Qwest’s customers. This contract is the same as DEX has with over one 

hundred CLECs and ILECs.” Is this important? 

5 A. 

6 

7 

8 

9 

No. The specific contractual terms of the affiliate Publishing Agreement between USWC and 

DEX do not serve as the basis for imputation in Arizona. If the ACC had been able to rely 

upon the Publishing Agreement to protect Arizona ratepayers, it would never have been 

necessary to make imputation adjustments or negotiate Settlement Agreements to preserve a 

directory revenue for ratemaking purposes. 

10 

11 

12 

13 

c 
15 

16 

17 

18 

19 publishing contract will control imputation: 

While it seems important to Ms. Koehler-Christensen to make the point that on paper and 

pursuant to affiliate contract, the DEX and USWC relationship is not unique, it is unrealistic 

to conclude that DEX’s symbiotic relationship with USWC is fully documented or fairly 

compensated within the Publishing Agreement. In fact, my Direct Testimony at page 33 

explains the many intangible benefits of affiliation with USWC that are realized only by DEX. 

Furthermore, the Settlement Agreement that governs imputation in this case did not make 

imputation contingent upon the affiliate publishing agreement or upon the offering of the same 

publishing agreement services to non-affiliated telephone companies. In fact, the Settlement 

Agreement at paragraph 3(c) specifically provides that changes in the terms of the affiliate 

I 

I 
20 
21 
22 
23 
24 

Mountain Bell and the Commission agree that in subsequent rate cases 
downward adjustments from the $43 million in fees received by 
Mountain Bell from USWD and included in Mountain Bell’s 1984 rate 
case will require more than a showing by Mountain Bell that it 
negotiated a lesser amount with USWD. 

25 

26 

27 publishing business. 

The parties to the Settlement clearly recognized that corporate affiliates could not be trusted 

to negotiate in good faith in a manner that preserves the ratepayers’ financial interest in the 
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26 

27 

I 

Q. 

A. 

Q. 

A. 

At page 6 of her rebuttal, Ms. Koehler-Christensen criticizes you for not providing evidence 

of the value of official publisher status under competitive bids. Is it Staffs obligation to solicit 

bids or identify comparably transactions in order to honor the Settlement Agreement 

imputation amount? 

No. Staff has presented evidence that the value of services received by USWC from Dex is 

considerably negative and that amuch larger imputation than $43 million would be reasonable 

because of the value Dex realizes in jointly producing directories in cooperation with the 

dominant incumbent LEC in Arizona. I agree with Ms. Koehler-Christensen that other 

incumbent LEC’s have not solicited bids for publishing services. This is undoubtedly because 

they also sought to retain directory profits and minimize the regulatory recognition of the 

lucrative directory publishing opportunity associated with being the incumbent telephone 

company and directory publisher. U S West is not unique in its efforts to retain for 

shareholders the maximum level of directory profits that will be tolerated by regulators. 

At page 7 of her rebuttal, Ms. Koehler-Christensen states, “No publisher has ever approached 

the Company and the Company has no reason to believe that another publisher would offer the 

Company an arrangement that would be more favorable than the current publishing agreement 

with DEX.” Does this statement indicate anything about the value of fees and services in the 

Dex/US WC relationship? 

No. There has never been any serious solicitation by U S West seeking competitive publishing 

services for the incumbent directory business in USWC’s temtory. There is no basis for 

competing publishers to assume that U S West would ever seriously consider outside suppliers 

to displace Dex’s core business relationship with USWC. Instead, Dex’s services have 

consistently been contracted without any exposure to competitive bidding or any other “test” 

of the non-arm’s length affiliate contract terms that were made effective. There is simply no 

reason for another publisher to assume USWC ever intended to terminate its contract with the 

Dex affiliate for exclusive official publishing services and allow a non-affiliated third party to 

become involved in the lucrative business of publishing U S West in-region directories. 
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1 Q. 
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3 

4 

5 A. 

6 

7 

8 

9 

10 

11 

12 

13 

Ms. Koehler-Christensen also criticizes you for providing “no evidence” to support your 

assertion that “the Company could contract with another publisher and ‘at an absolute 

minimum receive publishing and distribution at no cost in return for the granting of official 

publisher status.” How do you respond? 

Some claims are self-evident. The clearest evidence on this point is the existing Publishing 

Agreement between USWC and Dex, which provides publishing and distribution services to 

USWC at no cost. Dex provides such services at no cost to USWC because this is, in my 

opinion, the minimum reasonable compensation that maintains any credibility before 

regulators. If Dex tried to actually charge USWC for manufacturing the white pages and 

delivering the directories, while simultaneously retaining for itself all yellow pages and white 

pages advertising revenues, the Publishing Agreement would be utterly indefensible. In its 

present form, the Publishing Agreement allows Ms. Koehler-Christensen the opportunity to 

argue that USWC gets the same publishing “deal” as other non-affiliated telephone companies 

14 receive from Dex - even though such argument ignores the considerable value associated with 

Dex’ use of the intangible assets of US WC without compensation. 

16 

17 

18 

19 

20 

21 

22 

23 

Additional proof that telephone companies would, at a minimum, receive “free” publication 

of white and yellow pages directories in return for “official” publishing status can be observed 

in the Dex contracts with non-affiliated telephone companies. Dex does not charge other 

telephone companies for publishing their white and yellow pages listings. However, Ms. 

Koehler-Christensen’s theory of value is that Dex could or should charge USWC for the costs 

of such publishing services. It appears that this theory was created for the sake of regulatory 

argument, since it is completely inconsistent with Dex’s publishing agreements with USWC 

and with independent and competitive LEC’s. 

24 Q. 

25 

26 

At pages 8 and 9 ofher rebuttal, Ms. Koehler-Christensen challenges your claims with respect 

to the unique benefits Dex receives from its affiliation with USWC. Has she indicated any 

factual errors in your Direct Testimony with regard to these points? 
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I 1 A. 

2 

3 

4 

No. She suggests that Dex’s use of common trade names and marks with USWC is simply a 

coincidence of having the same corporate owner and has nothing to do with any public 

perception that Dex seeks to achieve that its directories are the sole official book. The 

Washington Utilities and Transportation Commission recently ruled that this view was not 

credible: 
I 6 

7 
8 
9 

10 
11 
12 
13 
14 
15 
16 

We find no indication that the logo of U S WEST Communications, 
Inc., connotes in the popular view an entirely different company from 
that connoted by any other U S WEST corporate family logo [footnote 
omitted]. We find it not credible that consumers see the U S WEST 
Communications logo, with its stylized U S WEST lettering, see the 
identical U S WEST lettering with the name “Dex,” and view them as 
totally distinct and unrelated companies as opposed to related products 
under a single umbrella. In any event, the substitution of the U S 
WEST logo for that of PNB was a choice made by U S WEST, Inc. and 
PNB and should not be used to justify the evaporation of any 
publishing rights or financial benefits previously held by PNB.’ 

7 

.8 

19 

20 

21 

22 

Ms. Koehler-Christensen also does not challenge the fact that Dex and only Dex has its 

advertising charges included within USWC’s telephone service billings. Dex is the only 

publisher allowed to sell its receivables to USWC , share corporate management with USWC 

and receive referrals for advertising from USWC, the primary incumbent LEC in Anzona. It 

is, in my opinion, beyond dispute that Dex leverages its affiliation with USWC to profitable 

advantage in dominating the published directory markets in its service territory. 

23 Q. 

24 

25 

26 A. 

27 

At page 9 of her rebuttal, Ms. Koehler-Christensen states that Dex does not inappropriately 

earn and retain revenues from selling white page advertising. Why does it matter in this 

Docket that Dex earns advertising revenues from white pages? 

It matters because an important claim in Ms. Koehler-Christensen’s Direct Testimony was that 

US WC receives a large “value” from Dex in avoiding incurrence of the cost of manufacturing 

I 
1 WUTC Fourteenth Supplemental Order; Order Denying Petition in Docket No. 

UT-980948 at page 39 (July 2000) “PNJ3” stands for Pacific Northwest Bell, one 
of the three pre-divestiture Bell operating companies that became USWC. 
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and delivering white pages. If Dex earns white pages “advertising” income that offsets its 

incurred costs of manufacturing and delivering the white pages, USWC should also be 

assumed to have the ability to earn such offsetting revenues. However, in her value 

quantification, Ms. Koehler-Christensen addresses only the costs of white pages and ignores 

the advertising therein. She improperly relies upon distant history in her rebuttal stating, 

“When the directory operations were part of Mountain Bell, the Company did not sell 

advertising in the white pages.” My point is that if Ms. Koehler-Christensen wants us to 

assume (contrary to the Publishing Agreement) that USWC has cost responsibility for 

producing the white pages today, we should not ignore the fact that white pages produce 

offsetting advertising revenues today. Her assumptions regarding value of services to US WC 

have the effect ofmaking USWC a publisher of white pages in terms of cost responsibility, yet 

Ms. Koehler-Christensen argues that “Publishers, not LECs, sell white pages advertising” and 

she improperly ignores these offsetting revenues in her analysis. 

At page 10 of her rebuttal, Ms. Koehler-Christensen says it is “not reasonable” to expect that 

USWC could easily reenter the publishing business and earn a net profit. Would it be 

necessary for the Company to hire employees and develop publishing systems in order to 

reenter the publishing business? 

Not necessarily. It is entirely possible for USWC to reenter the business by contracting with 

an existing publisher that already has the personnel and systems required to publish profitable 

directories. However, the larger problem with USWC reentry, as noted in my Direct 

Testimony, would be the need to eliminate obstruction in such a reentry strategy that could be 

mounted by Dex and the common parent company. All of the challenges of reentry that are 

noted by Ms. Koehler-Christensen originated with the uncompensated transfer of directory 

publishing assets, personnel and customer relationships at divestiture and the subsequent 

publishing agreements that have been found to be unreasonable by the ACC and other 

Commissions. For example, the aforementioned Washington Utilities and Transportation 
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Commission Order earlier this year found as follows with respect to the initial transfer of 

directory publishing to U S West Direct (“USWD”): 

160 U S WEST states that it always provided full disclosure about the 
transaction U S  WESTBvieJ p.33.  In light of the record and USWC’s 
earlier positions, this statement is difficult to understand. If it intended 
a transfer of the entire business, not only did it not tell the Commission 
it was transfemng the entire business (nor the value of the ongoing 
business ostensibly transferred), its application stated that it was 
arranging for publication, and it subsequently represented through the 
sworn statements of witnesses (Ms. Koehler-Christianson and Mr. 
Johnson) and legal positions [footnotes omitted] that no transfer of 
intangible assets occurred. Mr. Inouye states at transcript pages 263- 
264 and Ms. Koehler-Christianson acknowledges at transcript page 
1001 that the changes in their statements are the result of the 
Company’s desire to support the existence of a completed, permanent 
transfer that the Company contends is demanded by its interpretation 
of the Court’s decision. 

16 1 U S WEST’S statements now about the facts and the meaning of its own 
actions are so clearly contrary to the events and representations at the 
time that they cast serious doubt on the credibility of the Company’s 
case. If we are to believe that it did in fact transfer all rights to the 
business, it never once told the Commission that is was effecting the 
complete and total transfer of an immensely valuable asset, contrary to 
its obligation under law to seek approval for such a transaction. The 
Company failed to maintain the documentation ordered by the 
Commission that is essential to the valuation of the asset that it now 
seeks us to make. Again and again, the contemporaneous information 
that PNB and USWC provided and its arguments are inconsistent with 
the facts and the positions that USWC now espouses.* 

As I noted in my Direct Testimony at page 39, it would be quite possible for USWC to reenter 

the directory publishing business if the common parent company of USWC and Dex desired 

such reintegration of publishing with telephony. Transfemng employees, automated systems, 

physical assets and customer relationships back into the telephone company could position 

2 Ibid, page 42. 
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1 

7 

USWC to realize all of the costs and revenues of directory publishing in Arizona, rather than 

only $43 million in imputation. 

3 Q. According to page 11 of Ms. Koehler-Christensen’s rebuttal, the value of official publisher 

4 

5 A. 

6 

7 

8 

9 

10 

11 

12 

status has decreased over the years. Do you agree? 

No. The value realized by Dex in serving as official publisher for USWC continues to 

increase. This is amply demonstrated by the strongly favorable trends in revenues, gross 

margins and income realized by Dex. The only structural advantage Dex has relative to other 

competitive independent publishers is its relationship with USWC and beneficial access to 

intangible assets of USWC that convey value to Dex. If not for these benefits, competition in 

directory publishing would serve to reduce the realized returns of Dex toward the cost of 

capital. In my view, the value of the official publisher status conveyed to Dex has increased 

since the Settlement Agreement was approved by the Commission. 
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I EMPLOYEE CONCESSION SERVICE 

1 Q. 
2 

3 

4 

5 

6 A. 

7 

8 

9 

10 

11 

‘ 2  

13 

14 

15 

16 

At page 49 of his rebuttal, Mr. Redding claims that your employee concession adjustment 

allocating part of this employee benefit cost to the interstate jurisdiction is “entirely 

unnecessary and inappropriate”. As his first point in this regard, he claims, “This is 

inappropriate because USWC can only discount its intrastate intraLATA services to its 

employees and retirees.” How do you respond? 

What is being discounted, intrastate versus interstate, should not matter. The reality is that an 

employee benefit is being provided to employees that serve both jurisdictions and all other 

costs of such employment, including wages, health insurance, pensions, payroll taxes and 

compensated absences are allocated between the intrastate and interstate jurisdictions. Equity 

demands a similar allocation for the employee concession employee benefit. Even Mr. 

Redding admits at page 50 of his rebuttal that Staffs consistency argument is “superficially 

plausible”. In truth, it is absolutely necessary to make this adjustment to avoid the 

unreasonable outcome on the books where all concession costs are charged entirely to the 

intrastate jurisdiction solely because the services being discounted happen to be intrastate 

services. If equivalent compensation value was given employees in any other form, the 

incurred costs would be subject to allocation across both jurisdictions. 

17 Q. 

18 employee concessions? 

19 A. 

How do you respond to Mr. Redding’s other argument for rejection of your allocation of 

Mr. Redding suggests that allocating these employee benefits is unfair to the Company because 

of the inability to recover such costs from interstate customers. He claims at page 50: 

21 
22 
23 
24 
25 
26 

... that assignment of aportion ofthese costs to the interstate jurisdiction 
is a disallowance of these costs more akin to a penalty. QWEST can 
recover none of the cost of Mr. Brosch’s imputation of revenues to the 
interstate jurisdiction because the separations procedures do not allow 
any portion of the revenue upon which the discount is given to be 
allocated to the interstate jurisdiction. Consequently, Mr. Brosch is 
really proposing to penalize the Company by disallowing recovery of 
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a perfectly legitimate, long-standing and long-accepted employee 
benefit. 

However, there is no substance to this argument. The Company’s rates to interstate customers 

are not based upon traditional regulation and periodic test period allocations of cost of service. 

Therefore, even if the allocation problem Mr. Redding theorizes did not exist, there would be 

no opportunity to explicitly increase interstate rates to recover such costs.3 

Q. Even if interstate rates were not price-capped, should Mr. Redding’s asserted inability to 

recover allocated employee concessions from the interstate jurisdiction force the Arizona 

Commission to include excessive costs in determining intrastate revenue requirements? 

Not in my opinion. The Commission has historically adopted a policy of allowing rate case 

recovery of employee concessions, but disallowing concession services provided to retirees. 

In the absence of an equitable jurisdictional allocation of employee concession costs, the 

Commission should reconsider its policy and explicitly disallow a portion of such costs as 

excessive when attributed entirely to the intrastate jurisdiction. 

A. 

~ -~ 

This statement was confirmed by Mr. Redding in response to UTI 69-25. 3 
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CASH WORKING CAPITAL 

1 Q. 
2 A. 

3 

4 

5 

6 

Does the Company agree with Staffs adjustments to cash working capital? 

Mr. Redding’s rebuttal at page 42 acknowledges that most of the difference in cash working 

capital between Staff and the Company is associated with an error in the Company’s filing. 

With regard to the other lag day adjustments, Mr. Redding claims to be “unable to replicate” 

the changes made by Staff. In addition, Mr. Redding asserts that two problems exist in the 

lag day adjustments made by Staff. 

I 7 Q. Did Staff provide the Company with workpapers supportive of its lag day adjustments? 

8 A. 

9 Q. 
10 

11 

12 A. 

13 

14 

15 

16 

17 

Yes. 

Is Mr. Redding correct in his statement at page 43 that your lag day adjustment for 

compensated absence timing “is unnecessary since this was already done on worksheet 24 of 

the basic study”? 

Not entirely. It is true that both the Company and Staff assign a revenue to this non-cash 

expense. The adjustment in this area deals solely with the fact that the revenue lag used in the 

Company’s worksheet 24 was 23.0 days, while Staffs is 22.7 to match the composite revenue 

lag on Schedule B-4. The financial effect of this change is revealed in Staffs workpapers to 

be relatively inconsequential. The more significant adjustment made to the wage lag involves 

Staffs incentive compensation adjustment. 

18 Q. 

19 

20 retained? 

Do you agree with Mr. Redding on page 43 of rebuttal that part of the “Average Benefit 

Liability” that you removed relates to the “liability for the savings plan” that needs to be 

21 A. Yes. However, in response to Data Request UTI 69-23, the Company provided this amount 

22 and it would reduce rate base by $75,755 if included in Staff‘s calculations. The revenue 
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, 1 

I 3 

3 Q. 
4 

5 A. 

6 

7 

8 

9 

10 

11 Q. 

12 

13 A. 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

requirement effect of this change is only about $10,000 and did not cause the Staff to 

recalculate the lead lag study. 

Mr. Redding claims that your 0.6 day reduction to the cash voucher lag day value “has no 

apparent basis”. How do you respond? 

The basis for this adjustment was the Company’s response to Data Request UTI 30-1 1 which 

stated that changes that increased payables processing time from 28 to 32 days was, “...done 

in several billing systems, which account for approximately 15% of total dollars paid.” From 

this information, Staff applied a 15 percent weighting to the additional 4 days of cash voucher 

processing time, yielding the 0.6 day adjustment (4 days * .15 = 0.6 days). These calculations 

were contained in Staffs workpapers. 

In his discussion ofMr. Carver’s SOP98-01 accounting adjustment at page 22 ofRebuttal, Mr. 

Redding refers to a needed “adjustment to cash working capital”. Is this a valid consideration? 

No. At page 22, Mr. Redding states, “The next point I would like to address is the non-cash 

nature of the accounting change. Mr. Carver has completely ignored this reality in his 

adjustment. He has proposed to make an otherwise non-cash impacting adjustment reduce 

cash by adopting this accounting change for regulatory purposes. To make the situation worse, 

he fails to make an adjustment to cash working capital, which would recognize the increase 

to cash requirements of his proposed adjustment.” 

In reality, Staffs filing requires no further adjustment to cash working capital if SOP 98-01 

accounting is recognized. In response to Data Request UTI 69-16, the Company 

acknowledged this, stating, “Mr. Redding’s testimony at the location noted is incorrect. Staff 

has included the effect of its SOP 98-1 accounting advocacy in its calculation of cash working 

capital in this case. However, if the Commission adopts a different position, the effect of that 

24 

25 capital. ” 

position will need to be incorporated into the commission’s own calculation of cash working 
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2 in preparing the rate order in this Docket? 

3 A. Staff does not oppose such a recalculation. 
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PLANT RECORDS ADJUSTMENT 

2 

3 

4 A. 

5 

6 

7 

8 

9 

10 

11 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

At page 12 of his rebuttal, Mr. Wu states, “Mr. Brosch proposes a $55.3 million reduction in 

rate base to reflect either the retirement or the writeoff of investment that Mr. Brosch does not 

believe is still in service.” Is this an accurate statement of your testimony? 

No. There is no Staff rate base adjustment for unrecorded retirements. Had Mr. Wu carefully 

reviewed ACC Staff Schedule B-1 or my Direct Testimony at page 66, lines 6 through 11, he 

would understand that the rate base adjustment has no impact upon rate base because of 

FCC-prescribed mass asset accounting procedures. The only financial impact of Staffs 

adjustment to the Company’s plant records for the categories of investment set forth at 

Schedule B-1 is to eliminate depreciation expense on such investment, as shown on Schedule 

C-22, in the amount of $2.9 million. 

Q. Do you agree with Mr. Wu that the adjustment you sponsor is “Based on speculation that this 

investment is [no] longer in service”? 

The adjustment I sponsor is based upon the fact that the Company has failed to meet its burden 

to demonstrate that these elements of rate base are in service and are used and useful in 

A. 

providing service to customers. As I noted in my Direct Testimony, the Company was asked 

to identify from a listing of the assets in question any individual items fiom the 1989 vintage 

of Arizona General Purpose Computers that are no longer in service and the Company declined 

to perform the special study or physical inventory that would be required. It is quite unusual 

for the single largest vintage of an account containing computer technologies, such as mini and 

micro-computers, terminals, data communications equipment and other computer peripherals, 

to be ten years old. The ELG projection life for such assets is only five years, according to the 

Company’s response to Data Request WDA 34-27. I believe it entirely speculative for the 

Company to include such assets in Arizona revenue requirements without satisfying Staffs 

inquiries that at least some or most of the assets in question remain in service. 
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1 Q. 
2 

3 

4 

5 A. 

6 

7 

8 

9 

10 

11 

12 

According to Mr. Wu’s rebuttal at page 13, “The general computer account consists not only 

of computers, but also peripheral equipment. Examples of peripherals include power 

equipment, printers and ‘dumb’ terminals.” Were you aware of these other assets included 

within the 1989 computer vintage records? 

Yes. The listing of assets USWC was asked (and declined) to verify service status from 

indicates that these types ofperipherals were included in the 1989 vintage investment balances. 

A fairly insignificant portion of the $24 million total is indicated to be power equipment or 

printers. Terminal units make up a somewhat larger share of the investment, but USWC has 

done nothing to verify that any of this plant remains in service. Other examples of peripherals 

in the $24 million balance include data communications equipment, local area network 

controllers and mainframe disk drives. All ofthis type of equipment is subject to technological 

obsolescence and is unlikely to be in productive use by USWC ten years after installation. 

13 Q. At page 14 of his rebuttal, Mr. Wu states, “When older technology is retired, where possible, 

the remaining investment used to support the successor technology is transferred to the 

successor’s account, but the remaining investment keeps its original vintage placement date.” 

Does this testimony support a conclusion that your adjustment is inappropriate? 

In theory, it might. The transfer of older 1955 assets for reuse with subsequent technology 

15 

16 

17 A. 

18 

19 

20 

21 

22 from a predecessor account.” 

might explain some of the extremely old vintages of digital circuit and switch investment on 

Arizona books. However, in response to Staff discovery on this point, Mr. Wu admitted, “In 

further reviewing vintage 1955 digital circuit and switch equipment, all had the wrong 

placement year assigned. None of the vintage 1955 digital circuit and switch investment was 

I 

23 Q. 

24 

25 

26 

At pages 15 and 16 of his rebuttal, Mr. Wu argues that your depreciation adjustment for 

unrecorded retirements should be offset by a recalculation of higher depreciation accrual rates 

as if the retirements were recorded prior to a depreciation study. Is such a hypothetical 

retirement recalculation of accrual rates necessary or appropriate? 
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It would be reasonable to consider the effects of accounting corrections to bookedplant 

investment in the next depreciation study, after any corrections for unrecorded retirements have 

been verified by physical audit and recorded on the books. At such time, the final outcome of 

the unresolved FCC audit adjustments to USWC’s continuing property records might also be 

considered. It is not necessary to retroactively restate the most recent completed depreciation 

study for unrecorded retirements that are discovered in physical audits of plant. Notably, the 

FCC audit referenced in my Direct Testimony did not specify any depreciation study 

restatement as a result of the central office equipment that could not be verified by the auditors. 

Assuming for the sake of argument that Mr. Wu’s rebuttal recalculation of depreciation accrual 

rates for unrecorded retirements at page 16 is necessary, are the calculations shown at lines 

14 through 16 accurate? 

Staff witness Mr. Dunkel addresses these calculations and refutes Mr. Wu’s results in his 

Surrebuttal Testimony. 

Mr. Wu also disputes your treatment of 1925 metallic cable as an unrecorded retirement and 

states, “As we explained to Mr. Brosch, the accounting system assigns a year of placement of 

1901 when the asset’s actual vintage year is not identified. This could be plant placed in 1985 

or 1999.” Is this statement consistent with the Company’s responses to Staff discovery? 

No. In its response to Data Request UTI 52-10, the Company 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.” If this reference to “...not kept with vintage data prior 

to 1989” is true, the problem with USWC’s records cannot relate to any plant placed in 1999. 

Has the Company made any effort in its rebuttal evidence to verify by sampling or physical 

inspection that any of the older vintage plant assets challenged by Staff are in service or should 

be retired? 

No. 
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SALE OF EXCHANGES 

1 

2 

3 

4 

5 

6 
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14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Q. What respons t YC tr pr posed adjustments to the exchange sale allocations is contained in 

the Company’s rebuttal evidence? 

Mr. Redding objects to the additional allocation of marketing expenses in Staff Adjustment 

Schedule C-29, claiming that “It is fact that Qwest does very little marketing in the exchanges 

offered for sale. The Company’s adjustment reflects reality. There are no marketing people 

located in the exchanges offered for sale. Qwest’s TV, newspaper, and radio media buys are 

heavily concentrated in the metropolitan areas. Mr. Brosch does not offer any evidence that 

A. 

Qwest’s marketing efforts in the exchanges being sold is at the same level as the exchanges 

in the rest of the state.” 

Mr. Redding also rebuts my attribution of one percent of test period corporate operations 

expenses to the sold exchanges with the claim “Mr. Brosch talks in generalities about cutting 

corporate operations expenses, but does not offer any specific reasoning or support for his 

statement . ” 

Q. If the Company’s marketing personnel and media buys are in the major metro markets, doesn’t 

it follow that such costs will not decline upon sale of rural exchanges? 

No. In truth, the marketing costs incurred by the Company are discretionary expenditures, 

driven by the economics of increased sales that may result from additional marketing efforts 

and costs. This is why, as I noted in my Direct Testimony, marketing costs should be reduced 

in proportion to the size of the market being served because the opportunity for a revenue 

“payback” has been reduced when the exchanges are sold. It is not surprising that media buys 

and personnel are concentrated in major metropolitan areas - this is where the most television 

and radio broadcasts occur and where labor resources can be centralized. However, the 

location of media does not define the scope of the markets being reached. Similarly, the 

location of marketing personnel does not define the scope of markets they serve. Mr. Redding 

A. 
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22 

seems to presume that because the marketingmoneys are spent in the cities, no messages reach 

the small towns. This makes little sense unless we are to assume that USWC has historically 

ignored and left unserved the demands in its smaller markets. 

Q. Is your corporate operations allocation at one percent to the sold exchanges based upon any 

specific reasoning or support? 

Yes. I explained in my Direct Testimony that affiliate charges to USWC from the parent 

company are based upon relative-size-based allocation factors. Thus, when US WC becomes 

A. 

smaller relative to Dex, Long Distance and the other affiliates, the share of parent costs 

chargeable to USWC in Arizona will decline. In addition, the immediate effect of the Arizona 

access line sale is a reduction in the relative size of Arizona business in relation to other 

USWC states, such that corporate expenses that are pro-rated to Arizona will decline. 

Q. Mr. Redding seems to dispute this pro-rate effect in his rebuttal, stating, “Arizona is one of 

Qwest’s fastest growing states. Average annual growth in access lines exceeds the number of 

access lines that Qwest is selling in Anzona. During the regulatory approval process Qwest 

will have added more new lines than were sold to Citizens. Taking into account growth and 

all other factors, Arizona will have a higher corporate prorate factor in the future even with the 

exchange sales.” How do you respond to these claims? 

Mr. Redding is improperly mixing other issues such as general demand growth with the 

exchange sale effects in Arizona. It is true that Arizona growth may continue to occur in the 

future and influence prorate factors. However, this growth phenomena is not an immediate 

A. 

effect of the exchange sale transaction and should not be part of the analysis of exchange sale 

effects. 
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RECIPROCAL COMPENSATION 

2 

7 

8 

9 

10 

11 

13 

14 

16 

17 

18 

19 

20 

21 

22 

23 

Q. 
A. 

What rebuttal is offered by the Company with respect to reciprocal compensation costs? 

Mr. Redding claims that my inclusion of reciprocal compensation costs within revenue 

requirements is acceptable, but he objects because such approach “... makes no provision for 

the hture. This item is very volatile and can increase or decrease rapidly.” According to Mr. 

Redding, “This is why the Company proposed its automatic rider. The rider protects all 

parties, regardless of whether the cost increases or decreases.” 

Q. Has Mr. Redding addressed any of the six bullet point reasons you set forth inDirect 

Testimony as reasons why automatic rate rider treatment of this cost is inappropriate? 

No. The Company has offered no credible estimates of its future exposure to reciprocal 

compensation to justify special single-issue ratemaking for this element of the revenue 

requirement. There is no evidence that the Company’s financial condition will be jeopardized 

by changes in reciprocal compensation. Parties to this proceeding should not be allowed to 

isolate individual costs for special rate treatment and shift the risk of cost changes to ratepayers 

without compelling evidence of a need to depart fiom traditional and balanced review of all 

revenue requirements within a test period. 

A. 

Q. Aside from the Company’s request for extraordinary automatic rate rider treatment for 

reciprocal compensation, is there any needed correction to the Staffs adjustment for reciprocal 

compensation? 

Yes. Staff relied upon the Company’s response to Data Request UTI 62-18 for the amounts 

of reciprocal compensation expense recorded in the 1999 test period. After Staffs filing was 

prepared, the Company submitted a corrected and revised response to this request. I have 

attached as Surrebuttal Appendix MLB-1 a copy of a Revised Schedule C-30 reflective of this 

change, which increases Staffs revenue requirement by approximately $130,000. 

A. 
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Q. 

A. 

Q* 

A. 

Q. 

A. 

Q. 
A. 

U S WEST, INC. DISALLOWANCES 

Does Mr. Redding disagree with Staffs disallowance of U S West, Inc. allocated parent 

company charges? 

Yes. However, only generalized statements that such functions are “necessary to any large 

corporation” and are “usual and normal to the operation of any business” are offered at page 

47 of his rebuttal. 

Did these representations apply to U S West, Inc. and its allocated costs that were disallowed 

by the Commission in the Company’s prior Arizona rate case? 

Yes. The nature of the parent entities business functions has not appreciably changed since 

the last rate case. I explained the Commission’s prior rationale for adjustment of parent 

company allocated costs in the last case, and related this rationale to the hnctions performed 

in the 1999 test period in my Direct Testimony. 

Mr. Redding also claims in rebuttal that the parent company’s “...executives are responsible 

for structure and organization as well as policy, future direction, and focus for the Company 

as a whole.” Does this mean that an allocation of all of such costs should be charged to USWC 

customers? 

No. Certain of the parent entity’s costs are not required for USWC’s business operation, but 

rather are holding company portfolio management costs that are rightfully retained by the 

parent organization as an offset to its income. 

Does this conclude your Surrebuttal Testimony? 

Yes. 
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LINE 
NO. --____ DESCRIPTION 

(A) 

Surrebuttal Appendix MLB- 1 

US WEST COMMUNICATIONS Page Of ACC REVISED Staff 
DOCKET NO. T-10518-99-105 

RECIPROCAL COMPENSATION 
TEST YEAR ENDING DECEMBER 31,1999 

INTRASTATE (000's) 

Schedule C-30 
Page 1 of 1 

TEST PERIOD TEST PERIOD NET COST OF 
RECORDED INTRASTATE 
EXPENSES RECIPROCAL COMP. 

RECORDED 
SOURCE REVENUES 

____.. _ _  

(B) (C) (D) (E) 

1 Recorded Test Period Reciprocal Compensation - Eliminated by Co Adj. W/Ps $6,561 $18,112 $1 1,551 

2 ACC STAFF ADJUSTMENT TO RESTATE RECIPROCAL COMPENSATION AT TEST PERIOD RECORDED LEVELS 
($11,551) 
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SUPPLEMENTAL DIRECT TESTIMONY 

LEE L. SELWYN 

3 Introduction 
4 

5 Q. Please state your name, position, and business address. 

6 

7 A. My name is Lee L. Selwyn. I am president of Economics and Technology, Inc., One 

8 Washington Mall, Boston, Massachusetts 02 108. 

9 

10 Q. Are you the same Lee L. Selwyn who has previously filed direct and surrebuttal 

11 testimony in this proceeding? 

12 

13 A. Yes. I prepared direct testimony that was filed on August 8, 2000 and surrebuttal 

14 testimony that was filed on September 8, 2000. 
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THE PROPOSED QWESTETAFF SETTLEMENT AGREEMENT 

The "compromise" that is reflected in the proposed Settlement Agreement is not based 
upon any specific ratesetting principles and ignores entirely contrary evidence that has 
been offered in this proceeding. 

Q. 

A. 

Q. 

A. 

Dr. Selwyn, have you reviewed the "Settlement Agreement" entered into by Qwest and 

the Commission's Staff and the testimony offered by both parties in support thereof? 

Yes, I have. 

Will the proposed Settlement Agreement, if adopted by this Commission, result in just 

and reasonable rates? 

No, it will not. As readily conceded by Staff witness Brosch, "there was no issue-by- 

issue negotiation and the total revenue requirement that was agreed upon is not premised 

upon specific outcomes for particular issues. The Settlement Agreement should not be 

viewed as an agreement regarding any theories or positions that are at issue in this 

Docket. Rather, the Settlement is a compromise of all of the issues between Staff and the 

Company."' Unfortunately, this "compromise" is so distant and disconnected from the 

evidence that has been offered in this proceeding that there is no basis upon which the 

Commission can properly evaluate the "justness and reasonableness" of the rate level and 

rate structure that the Settlement Agreement contemplates. 

1. Brosch (Staff), Supplemental Testimony at 1-2, emphasis supplied. 
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5 
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8 

9 

10 

11 

12 

13 

14 Q. 

15 

16 

17 A. 

18 

19 

20 

21 

Ms. Gately addresses the proposed $42.9-million in rate increases, and demonstrates that 

in accepting this "compromise" the Staff has ignored compelling evidence that, in fact, 

Qwest's rates overall should be reduced, not increased. The proposed price cap 

regulation plan, which calls for a productivity offset or "X" factor to be applied to a 

limited number of Qwest services, with other rates either being frozen or permitted to rise 

by as much as 10% annually during the three-year term of the plan, is unduly generous to 

Qwest, will result in excessive and unreasonable rates for certain "Basket 3" services that 

do not confront effective, price-constraining competition, and by freezing "Basket 2" rates 

at their existing levels, will impose a price squeeze upon competing local carriers. 

Finally, the proposed rate design, together with the "Basket" structure of the proposed 

price cap plan, will result in excessive and unreasonable rates for many Qwest services. 

Like the rest of the Settlement Agreement, this rate design is devoid of basis or principle. 

What is your overall recommendation to this Commission with respect to the proposed 

Settlement Agreement? 

The Settlement Agreement as presented should be rejected. It may be possible to modify 

the Agreement so as to eliminate some of its more blatant deficiencies but, since the 

Agreement itself precludes such modification,* the Commission should permit the 

various contested issues to be litigated. 

I 

, 22 2. Settlement Agreement, at 8. 1 
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I 1 
2 
3 
4 

The proposed price cap regulation system will result in inadequate rate decreases for the 
"Basket 1" services to which the X-factor wilI apply, and will produce excessive rates for 
services classified in "Baskets" 2 and 3. i 

I 

I 5 Q. What exactly is "price cap regulation," and how does it operate to produce just and 

6 reasonable rates? 

7 

8 

9 

10 

A. Under rate-of-return regulation (RORR), the aggregate rate level is set based upon a 

"revenue requirement" that is comprised of the utility's operating expenses including 

depreciation on its capital assets, plus a "competitive on its invested capital. 

11 Price cap regulation, by contrast, is intended to disconnect prices from costs, substituting 

12 in place of company-specific costs a projected cost level that is based upon the 

13 economywide inflation rate less an offset that reflects ILEC industy-wide productivity 

14 

15 

growth experience. Assuming that the productivity offset has been properly set, over 

time an ILEC subject to price caps should continue to earn the RORR "competitive rate 

16 of return" if its own productivity experience is the same as the industry as a whole, 

17 should see an increase in its rate of return if its productivity growth exceeds the industry 

18 level, and should see an erosion in its earnings if its performance falls below industry 

19 levels. 

20 

21 Q. How does price cap regulation benefit ratepayers? 

22 

23 
24 
25 
26 

3. Generally, a "competitive return" is one that would be realized from an investment in a 
nonregulated competitive enterprise with risk and liquidity that is comparable to that 
characteristic of a public utility subject to rate-of-return regulation, where the utility can 
expect to be "made whole" with respect to earnings erosion and various other business losses. 
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19 

20 

21 

22 

23 

A. Price caps is a form of "incentive regulation" in which the ILEC is rewarded for superior 

efficiency and penalized for inefficiency, as measured by an industry-wide standard. 

Presumably, this system of "rewards" and "penalties" is supposed to afford the regulated 

firm an incentive to increase its operating efficiency and produce its services at lower 

overall cost. However, ratepayers will benefit from the salutary effects of price caps only 

to the extent that any efficiency gains are ultimately, if not immediately, flowed through 

in the form of reduced prices. 

In principle, that flow-through should be accomplished via the productivity offset factor. 

However, the calculation of such a factor has been highly controversial; if it is set too 

low, ILECs realize a windfall gain in earnings that arises not from their own efficiency 

but rather as a result of the misspeczjication of the productivity offset factor. There are 

specific devices that have been incorporated into price cap plans to protect against such 

misspecification. These include, among other things, periodic reviews, "sharing" of 

excessive earnings with ratepayers, and "low-end adjustment mechanisms" that protect the 

utility against a misspecification of the productivity offset factor in the opposite direction. 

Q. Should utilities subject to price cap regulation be permitted to retain indefinitely the 

benefits of any efficiency gains that result from the incentive regulation system? 

A. No. In competitive markets, firms are able to benefit financially from efficiency or 

productivity gains only as long as those efficiencies are not replicated by competing 

firms; in other words, the financial benefits of an efficiency gain are temporary at best. 
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If under price cap regulation a utility is enabled to generate consistent supracompetitive 

profits, there is strong reason to suspect that the price cap offset factor has been 

misspeczjkd rather than that the ILEC's productivity gains have been so spectacular. 

Q. What can be done to overcome this problem? 

A. Three things. First, the productivity offset factor must be correctly calculated and 

accurately specified. Second, some default mechanism, such as the sharing with 

ratepayers of excessive earnings, should be put in place so as to protect against 

misspecification. Finally, the price cap plan should be subject to periodic reviews and 

reinitialization of rates at a "competitive" rate of return, as well as a possible adjustment 

in the productivity offset factor, based upon the performance of the utility during the term 

of the price cap plan. 

Q. But doesn't this cut both ways - what if the ILEC's earnings erode under a price cap 

regime? 

A. The ILEC always has the ability to come back to the Commission and ask for extra- 

ordinary relief or even a return to RORR. Ratepayers, on the other hand, would have no 

specific mechanism to seek relief in the event of excessive earnings, except through a 

review type of proceeding or through some preestablished device, such as sharing. 

23 Q. To what productivity offset factor is Qwest subject with respect to its interstate services? 
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2 
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8 
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10 

11 

12 

13 

14 

15 

A. The FCC has established a productivity offset or so-called "X" factor of 6.5%.4 The 

6.5% X-factor that was adopted by the FCC for interstate services is based upon 

unseparated total company productivity results; indeed, the United States Telephone 

Association (USTA) and the various ILECs participating in the FCC price cap 

proceedings - including Qwest 's predecessor US Test - have consistently argued that 

jurisdiction-specific results are not economically meaningful because, they claim, any cost 

separation would necessarily be arbitrary. While I personally disagree with that 

conclusion and have so stated on numerous  occasion^,^ the fact remains that the FCC has 

adopted the USTAALEC position on this subject. Now, if the Arizona Commission were 

to adopt a different, and lower, X-factor than that adopted by the FCC - which is 

precisely what the Staff has recommended and which the Settlement Agreement expressly 

contemplates - the result would be a windfall gain for Qwest. Accordingly, since the 

cost conditions extant in the federal jurisdiction are by dejinition identical to and 

inseparable from those extant at the state level (by virtue of the FCC's decision, 

supported by Qwest, to base the interstate X-factor upon total company unseparated 

16 
17 

4. FCC, In the Matter of Price-Cap Performance Reviews for Local Exchange Carriers, 
CC Docket No. 94-1, Fourth Report and Order, Para. 141, 12 FCC Rcd 16642, 16697 (1997). 

18 
19 
20 
21 
22 
23 
24 
25 
26 

5 .  Lee L. Selwyn and Patricia D. Kravtin, Establishing the X-Factor for the FCC long- 
term LECprice cap plan, FCC CC Docket 94-1, on behalf of the Ad Hoc 
Telecommunications Users Committee, December, 1995, at 48-49; Lee L. Selwyn and Patricia 
D. Kravtin, Reply to X-Factor Proposals for the FCC Long-Tern LEC Price Cap Plan, FCC 
CC Docket 94-1, on behalf of the Ad Hoc Telecommunications Users Committee, March, 
1996, at 6; In the Matter of the Application of Bell Atlantic - New Jersey for Approval of A 
Modified Plan for an Alternative Form of Regulation and to Reclassify All Rate Regulated 
Services as Competitive Services, Rebuttal Testimony of Lee L. Selwyn on behalf of the State 
of New Jersey Division of Ratepayer Advocate, September 8, 2000, at footnote 32, p. 32. 
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productivity results), there is no basis for this Commission to adopt a different 

productivity offset factor than the one adopted by the FCC. 

Q. What are your specific objections to the price cap plan that is contained in the Settlement 

Agreement? 

A. There are several serious deficiencies that should render the proposed plan unacceptable. 

First, the plan itself, while portrayed as a major departure from the traditional rate-of- 

return regulation (RORR) to which Qwest is presently subject, continues to offer Qwest 

the principal protections of rate-of-return regulation while permitting and affording the 

Company the means to achieve a potentially significant increase in its earnings. The 

short duration of the plan - only three years - coupled with the expectation that any 

adjustments that may be made after three years will be based upon a productivity "study" 

to be conducted by Qwest itself, essentially afford Qwest the ability to claim a revenue 

shortfall and revert to rate-of-return regulation (or adjust the productivity offset factor to 

accomplish the equivalent result) in the event that Qwest's earnings erode under the 

Settlement. On the other hand, if Qwest is able to increase its earnings above the level 

that would otherwise be authorized under RORR, it would be permitted to retain those 

excessive earnings without a requirement that they be shared with ratepayers or that rates 

be reduced to eliminate the excess. As drafted in the Settlement, the price cap plan 

amounts to a "heads I win, tails you lose" arrangement for Qwest, providing no assurance 

that the rates that will actually materialize under this plan will come even remotely close 

8 
i 

ECONOMICS A N D  
= - - TECHNOLOGY, INC. - 



. 
I .  

A.C.C. Docket No. T-01051B-99-0105 LEE L. SELWYN 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

I 21 

22 

23 

to satisfying the "just and reasonable" standard as expressly required by Ariz. Const. Art. 

15 $3. 

Q. What are the specific defects that you believe exist in the price cap plan that is 

contemplated in the Settlement Agreement? 

A. The first issue relates to the proposed 4.2% X-factor. Staff had originally recommended 

adoption of a 4.2% X-factor based upon the 3.7% productivity growth rate developed by 

Staff witness Harry M. Shooshan based upon Qwest data,6 plus a 0.5% "Consumer 

Productivity Dividend" ("CPD").' Staff apparently conducted no independent 

productivity study. Instead, it relied upon expense and revenue data supplied by Qwest,* 

and developed an average productivity growth rate for the period 1995 through 1998. 

Productivity growth is calculated by comparing the change in the dollar expenditure on 

inputs (capital, labor and materials) to the change in the dollar value of outputs (the 

products and services that Qwest produces and sells). The extent to which output (as 

defined by revenues) growth exceeds input growth represents the productivity gain for 

that particular year. The productivity growth for those four years, according to the Qwest 

data relied upon by the Staff, was 4.4%, 4.5%, 4.3% and 1.6%, respectively, for 1995, 

1996, 1997 and 1998. No explanation is offered for the dramatic drop that was 

experienced in 1998. More importantly, there was no attempt to analyze the input growth 

6. Shooshan (Staff), Direct Testimony, at 14. 

7. Id. 

8. See Staff's response to AT&T 1-001. 
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7 Q. 
8 

9 A. 

10 

11 

12 

13 

14 

15 

16 Q. 

17 

18 A. 

19 

20 

21 

22 

23 

- particularly the capital investment input - to determine the extent to which it is being 

driven by monopoly (Basket 1 and Basket 2) services or by "competitive" (Basket 3) 

services. There is, in fact, a strong likelihood that much of Qwest's recent capital 

purchases have been driven by the desire to upgrade the Arizona network to 

accommodate various new services, such as DSL, which would be classified in Basket 3. 

Is there anything wrong with the Company pursuing such an investment strategy? 

No, and in fact such investments and infrastructure upgrades will benefit the Arizona 

economy and Arizona ratepayers. The problem is that such capital outlays have the 

effect of increasing input growth and in so doing will depress the resulting productivity 

growth calculation because the capital investments will necessarily precede the ramp-up 

of revenues. The sharp drop in calculated productivity growth for 1998 vs. 1995-1997 

may well be entirely attributable to this phenomenon. 

What is the solution to this problem? 

As long as the resulting price cap index is to apply to only a limited number of Qwest 

services - in the case of the Settlement Agreement, to Basket 1 services only - it is 

necessary that productivity growth be calculated solely with respect to the services to 

which the X-factor is to apply. Thus, capital investments and other expenditures, along 

with associated revenues, that are directly associated with Basket 3 services should be 

excZuded from the productivity calculation that is then used to develop the Basket 1 X- 

10 
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9 A. 

10 

11 

12 
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14 

15 

16 

factor. Alternatively, if the X-factor is developed across the entire Company service mix, 

as is the case with the Staffs calculations, then the resulting X-factor must be applied 

across all of the services over which it was calculated. 

The US Court of Appeals for the District of Columbia (Court) has since remanded this 

decision back to the FCC.9 Why should the Arizona Commission give this 6.5% number 

any weight? 

The Court did not reject the underlying studies or model upon which the FCC relied." 

The Court did, however, fault the FCC's justification (as set forth in its written decision) 

for the specific selection of 6.0% for the productivity factor and 0.5% for the consumer 

productivity dividend." The FCC Staff developed seven averages of total productivity 

ranging between 5.1% and 6.1%. My understanding of the Court decision is that it 

determined that the FCC failed to provide sufficient rationale for its particular selection 

of 6.0%. The DC Circuit stayed this ruling on June 21, 1999, giving the FCC until April 

of 2000 to respond to the remand order.12 The FCC opened a remand proceeding in 

17 
18 

9. United States Telephone Association, et al., v. FCC, No. 99-1469, (D.C. Cir. May 21, 
1999). 188 F.3d 521 (1999), 1999 U.S. App. Lexis 9768. 

I 19 10. Id., at 529. 

20 11. Id., at 524-525, 527. 

21 
22 

12. United States Telephone Association, et. al, v. FCC, No. 97-1469 @.C. Cir. June 21, 
1999) (Order granting FCC's motion to stay the mandate). 
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1 

2 

3 

4 

5 

6 

7 

which X-factors in the range of 5.5% to 8.51% were ~upported.’~ The FCC has since 

adopted the CALLS settlement plan in lieu of making a specific finding pursuant to the 

remand.14 The 6.5% X-factor governs the scheduled reductions in interstate switched 

access charges set forth in the CALLS plan, effectively settling the price cap (X-factor) 

issue and locking in the 6.5% value for X. 

Q. Did Qwest/US West support the adoption of the 6.5% X-factor as part of the CALLS 

8 settlement? 

9 

10 

11 

12 

13 

14 

15 

A. Yes. Qwest was a signatory to the CALLS plan, setting in motion a transition to cost- 

based access charges that would, among other things, retain the 6.5% X-factor until 

switched access charges reach 0.55 cents per minute for the Bell Companies and GTE, 

and 0.65 cents per minute for other price cap LECS.” Qwest has supported this plan, 

which incorporated the FCC’s 6.5% X-factor in driving the annual price adjustments. In 

view of the FCC’s action in rejecting jurisdiction-specific productivity in favor of a 

16 
17 
18 

13. In the Matter of Price Cap Perfomance Review for Local Exchange Carriers; Access 
Charge Reform, FCC CC Docket Nos. 94-1, 96-262, Further Notice of Proposed Rulemaking, 
November 15, 1999 (Price Cap and Access Reform Further Notice of Proposed Rulemaking). 

19 
20 
21 

14. Access Charge Reform, CC Docket No. 96-262, Sixth Report and Order in Docket 
Nos. 96-262 and 94-1, Report and Order in CC Docket No. 99-249, Eleventh Report and 
Order in CC Docket 96-45, FCC 00-193 (rel. May 31, 2000). 

22 
23 
24 
25 
26 
27 Plan.” 

15. FCC CC Docket No. 96-262, In the Matter of Access Charge Reform, Price Cap 
Performance Review for Local Exchange Carriers, Low- Volume Long Distance Users, 
Federal-State Joint Board on Universal Service, CC Docket Nos. 98-262, 94- 1, 99-249, 96- 
45, Notice of Proposed Rulemaking, released September 15, 1999, Appendix C, 
“Memorandum in Support of the Coalition for Affordable Local and Long Distance Service 
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Q. 

A. 

22 Q. 

23 

productivity growth factor based upon unseparated total company operations, it is 

inconsistent and inappropriate for this Commission to adopt an X-factor that is so much 

less than the 6.5% adopted by the FCC based upon total company operating results. 

Do you agree with the methodology that Mr. Shooshan utilized in calculating the 3.7% 

productivity growth rate upon which the 4.2% X-factor was based? 

No. M. Shooshan's methodology is highly simplistic and ignores a broad range of 

issues, some of which I have already discussed. However, even within the context of his 

methodology, he appears to have selected the "adjusted revenue" series rather than the 

"unadjusted revenue" from the same Qwest data set, yet offers no explanation as to what 

the "adjustment" was or why it should have been used. Revenue represents a monetary 

measurement of "output" and is, in effect, a revenue-weighted measure of physical output. 

There is considerable debate as to the efficacy of utilizing a revenue-weighted output 

measure, particularly in jurisdictions such as Arizona where local exchange service is 

generally furnished on a "flat-rate" basis. Growth in the utilization of the network - Le., 

in the number of minutes of use - will not be tracked by a revenue-based metric where 

usage is furnished on a flat-rate basis, There are likely other anomalies that work to 

render the use of a revenue-weighted output measure inappropriate for use in a price cap 

productivity study. 

Have you been able to replicate Mr. Shooshan's calculation using the unadjusted revenue 

series that was contained in the Qwest data? 
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22 

23 

Yes, I have. Substituting the Qwest unadjusted revenue for the adjusted revenue, the 

productivity growth rate for the period 1995-1999 (the same period studied by Mr. 

Shooshan) is 4.8% rather than the 3.7% .that he had calculated. Attachment I to this 

testimony provides a summary of that calculation. 

What would be the X-factor based upon this 4.8% productivity growth rate? 

Mr. Shooshan has recommended adding a 0.5% “consumer productivity dividend” to his 

calculated productivity growth rate. On that basis, the X-factor based upon an unadjusted 

revenue productivity calculation would be 4.8%+0.5%, or 5.3%. 

As you have already mentioned, in the FCC’s price cap proceeding, the ILECs argued 

that the Commission should base its productivity growth calculation upon total company 

unseparated operating results, rather than confine it to jurisdictionally interstate results, 

and the FCC accepted that argument. Does the same argument that the ILECs have 

advanced with respect to not utilizing jurisdiction-specific X-factors also apply with 

respect to X-factors applicable to services in each of the three “Baskets” contemplated in 

the Settlement Agreement? 

Yes, indeed. If one takes the position that separating productivity between intrastate and 

interstate services is “arbitrary” as QwestAJS West and USTA have done, then exactly 

the same can be said with respect to rate regulated vs. “competitive” services. Of course, 

as I have stated, I disagree with the ILECs’ and the FCC‘s determination on this point; in 
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17 A. 

18 
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my view, separate productivity results can and should be calculated, both as between 

interstate and intrastate services, and as between rate regulated and “competitive” 

services. However, given the ILECs’ and the FCC‘s position on this issue, only a single 

productivity measure should be calculated across all ILEC services, monopoly as well as 

competitive. 

Is that what the Staff has done here in developing its 4.2% X-factor proposal? 

Yes ,  the calculation was made across all services, Baskets 1 and 2 monopoly services as 

well as Basket 3 “competitive” services. There is no indication, in the data supplied by 

Staff in response to AT&T 1-001, that any attempt was made to limit the productivity 

calculation only to monopoly services. 

What are the implications of this construct for price cap plan that has been incorporated 

into the Settlement Agreement? 

It underscores the need to require that in the aggregate all services - monopoly as well 

as “competitive” - be subject to the common companywide X-factor. Thus, whatever 

pricing flexibility may be afforded to Qwest with respect to its Basket 3 “competitive” 

services should be reflected in monopoly service rates by assuring that the overall rate 

changes are consistent with the overall price cap. 
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Q. Why is it important that Basket 3 "competitive" services be included within the 

application of the overall price cap index? 

A. It is likely that productivity growth is higher for monopoly services than for those that 

have been classified as "competitive" since truly competitive services would tend to 

exhibit slimmer price margins and would likely involve large product development costs, 

marketing/advertising and sales expenses, large new capital expenditures, and various 

other items that would not apply to monopoly services and that will tend to reduce the 

potential productivity growth in the "competitive" segment of Qwest's output. I have 

already noted that the precipitous drop in productivity growth in 1998 relative to the 

immediately preceding three years may well be explained by capital investments aimed at 

supporting the introduction of services that would be classified as "competitive" and thus 

exempt from application of the X-factor. In that case, using a companywide productivity 

growth rate rather than one that had been developed exclusively with respect to monopoly 

services would produce a lower apparent productivity growth rate for the monopoly 

services, because it would in effect shift costs incurred for the benefit of competitive 

services to monopoly services. 

Q. If as you have suggested the productivity growth rate for truly competitive services is 

lower than the companywide average and hence lower than the productivity growth rate 

that would apply for monopoly services were these to be separately studied, what are the 

I 22 implications for the X-factor that would need to be applied to monopoly services only if 
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A. In that event, the X-factor applicable to monopoly services should be increased to reflect 

the deaveraged productivity growth rate. 

Q. Are you proposing such an adjustment in this case? 

A. No, I do not have the basis upon which to perform such a calculation. However, the fact 

that the X-factor applicable to monopoly services only would necessarily be greater than 

one derived across all of the Company's services underscores the hndamentally comer- 

vative nature of the recommendation that I have made, Le., that the FCC's total company 

X-factor (whose calculation includes services that Qwest has cIassified as "competitive") 

should be adopted for application to Arizona intrastate services. 

Q. One seemingly novel aspect of the proposed plan is that notwithstanding the level of 

inflation, the resulting price cap index cannot be increased above 1.00. Will this feature 

have the effect of preventing prices from rising if economywide inflation increases? 

A. No, it will not. If the economywide inflation rate (GDP-PI) exceeds the 4.2% X-factor, 

then this constraint would become operative, Of course, the US inflation rate has been 

running in the 1.5% to 2.5% range for nearly a decade, and so it is highly improbable 

that this feature of the proposed plan would ever be invoked. Moreover, the specifics of 

17 
a 

ECONOMICS A N D  
TECHNOLOGY, INC. 



A.C.C. Docket No. T-01051B-99-0105 LEE L. SELWYN 

1 

2 

this feature would actually permit the Company increase rates in later years if rate 

decreases had occurred in previous years. So in fact there may be no real upward price 

3 constraint at all. 

4 

5 Q. Please explain. 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 "input price differential." 

20 

21 Q. What is the "input price differential?" 

22 

A. Suppose that the inflation rate in year 1 is 2.0%. Applying the GDP-PI - X formula, the 

Price Cap Index (PCI) would drop from 1.00 to 0.978. Supposing, however, that in the 

second year inflation jumps to 6%. In that event, the PCI would actually be increased by 

(6.0% - 4.2%), or 1.8%, to 0.996. So the "protection" ostensibly being afforded 

consumers by this capping feature would be effectively neutralized. 

Q. What about the 4.2% X-factor itself - is this a reasonable value for X? 

A. No. As I have already explained, the 4.2% is based upon total intrastate operations rather 

than being confined to those services to which the 4.2% X-factor would actually apply. 

In addition, the Staffs calculation gives no effect to yet another factor that has been 

expressly adopted by the FCC and by a number of state commissions - the so-called 

18 
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1 A. The rapid and accelerating pace of technological innovation in the telecommunications 

2 industry has resulted in persistent and substantial price decreases for the principal capital 

3 

4 

5 

6 

purchases that are made by local telephone companies, which consist of computer-based 

electronic digital switching systems (both circuit- and packet-switched) and fiber optic 

transmission systems, including both the physical fiber optic cable itself and associated 

electronics. This reduction in "input prices" reflects productivity growth in the supplier 

7 sector, and should be included within the overall X-factor calculation. LEC input prices 

8 

9 

10 

11 

are growing at a significantly slower rate than the overall economywide inflation rate. 

The use of a GDP-PI - X price cap index formula improperly applies the productivity 

offset to the economywide inflation rate rather than to the cost inflation rate that is 

actually being experienced by ILECs. Inclusion of the input price differential corrects for 

12 this problem. 

13 

14 Q. What specific rationale did the FCC offer for its adoption of an input price differential? 

15 

16 

17 

18 

19 

20 

21 

22 

23 

A. During its price cap proceedings, the FCC has found that LECs purchase goods and 

services (or inputs) whose costs change relative the economy as a whole. If the prices 

for these goods and services are moving at the same rate as the national economy then 

these price movements will be reflected in the GNP-PI that is used in determining the 

price cap index annual adjustment. However, the FCC has concluded that if the inflation 

factor (GNP-PI) does not accurately reflect changes in a LEC's input costs (because, for 

example, telecommunications input prices are not rising as fast as prices in the national 

economy) an X-Factor that does not include an input price differential and is based solely 

19 
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1 

2 

3 

4 

on productivity changes "will not capture the full extent of the differences between 

changes in LEC unit costs and the economy-wide inflation adjustment."16 The FCC has 

consistently concluded that changes in LECs' costs of producing a unit of output are the 

product of both changes in productivity (or the quantity of resources used) and changes in 

5 input prices and as such, "the X-Factor should include both a measure of productivity 

6 

7 

8 

9 

10 

11 

12 

growth and a measure of input price  change^."'^ 

Q. Has Qwest accepted an X-factor in excess of 4.2% in any of its other state jurisdictions? 

A. Indeed it has. As I noted in my direct testimony, the Utah PSC has proposed a 6.2% 

value for the X-factor in its price cap formula.18 In that both Utah and Arizona will 

13 
14 for Local Exchange Curriers, CC Docket No. 94-1, First Report and Order, Released April 7, 
15 1995, para. 160. 

16. Federal Communications Commission, In the Matter of Price Cap Performance Review 

16 
17 
18 
19 

17. Federal Communications Commission, In the Matter of Price Cup Performance Review 
for Local Exchange Carriers; Access Charge Reform, CC Docket Nos. 94-1, 96-262, Fourth 
Report and Order in CC Docket No. 94-1, Second Report and Order in CC Docket No. 96- 
262, ReIeased May 21, 1997, para. 95. 

20 
21 
22 
23 
24 
25 
26 
27 
28 
29 

18. The Public Service Commission of Utah recently issued a proposed rule in Docket 00- 
352-0 1 governing the implementation of price caps regulation for Qwest. Proposed Rule 
Number R746-352 would establish a GDP-PI minus X-factor price cap, with the X-factor set 
at 6.2% for at least the first year of the plan. (See subsection 4(B)(2) of the proposed rule, 
available at htt~://www.~sc.state.ut.us/rules/352oct.htm). The language in subsection 4(I3)(2) 
is as follows: 

2. The productivity factor to be used in calculating the maximum prices for 
tariffed public telecommunication services pursuant to Section 54-8b-2.4(5) shall be 

(continued. ..) 
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have established their respective X-factors through settlements rather than through 

litigation, there seems no reason why Arizona should accept a value for X that differs so 

dramatically from the value that Qwest had accepted in the adjoining state, Indeed, all 

else being equal, one would expect that the significantly greater population density 

characteristic of Arizona relative to Utah would result in larger cost decreases than those 

experienced in the more rural jurisdiction, suggesting an X-factor that is even greater than 

6.2%, such as the 6.5% value adopted by the FCC. 

As I have also noted, Qwest has been subject to an X-factor of 6.5% at the federal level 

since 1997, and by its participation in the so-called "CALLS" settlement it has effectively 

accepted the 6.5% on a prospective basis. Moreover, since the FCC's price cap formula 

and X-factor were based upon total company rather than separated interstate productivity 

experience, it is entirely reasonable for this Commission to apply this same 6.5% 

X-factor for intrastate services in Arizona. 

Q. Given the differing treatment being afforded the three "Baskets" with respect to the 

applicability of the X-factor, is the eflective productivity offset that is to be adopted under 

the Settlement Agreement even as high as the 4.2% that the Staff has calculated? 

18. (...continued) 
6.2 percent for at least the first year in which the index is in effect. At the end of the 
first year, a change in the factor percentage shall be considered by the Commission 
upon a request for change in the productivity factor, X. 

It is my understanding that Qwest is not opposing the adoption of this rule or the 6.2% 
X-factor. 
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Basket 

1 

2 

3 

LEE L. SELWYN 

Applicable X- Revenue Weighted 

factor share value 

- 4.2% 50% - 2.10% 

- 2.0% 25% - 0.50% 

+ 10.0% 25% + 2.50% 

I 1 

2 

A. No, it clearly is not. Under the Settlement Agreement, only "Basket 1" services would be 

subject to the operation of the X-factor. "Basket 2" rates would be frozen, and "Basket I 

EFFECTIVE X-FACTOR 

~ 3 3" rates would actually be allowed to rise by as much as 10% per year. Since we do not 

- 0.10% 

4 

5 

have an exact breakdown of the distribution of the Company's intrastate revenue among 

the three proposed "Baskets," we cannot make a precise calculation of the effective X 

6 factor. However, a hypothetical example will serve to illustrate this point. 

7 

8 

9 

10 

11 

12 table: 

Suppose that the revenue breakdown among the three Baskets (1/2/3) is 50%/25%/25%, 

respectively. Suppose further than the year-to-year increase in the GDP-PI is 2% (this is 

important for Basket 2, since the effective X-factor for Basket 2 equals the percent 

change in the GDP-PI). The effective X factor is calculated as shown in the following 

13 

14 

15 

16 

17 

18 

I 19 

20 

21 

The Commission can, of course, perform the precise "effective X-factor" calculation by 

substituting the actual Basket revenue weights for the hypothetical values used in this I 

I 

example. Assuming, however, that the hypothetical values bear some general relationship 

22 
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8 Q. 

9 

10 

11 

12 

13 A. 

14 

15 

16 

17 

18 

19 

20 

21 

to the (unknown) actuals (which 1 expect they do), this example demonstrates that when 

viewed comprehensively across all of the Company’s intrastate services, the “productivity 

offset” all but vanishes under the Settlement Agreement’s construct. Since even by its 

own data Qwest is experiencing total intrastate productivity growth in the range of 

3.7%19 (a value that is woefully understated), the adoption of an effective X-factor that 

is at or near zero will by definition result in pervasively excessive rate levels. 

One of the elements of the proposed Settlement Agreement calls for Qwest to provide an 

updated productivity study after two years, so that it can be considered as part of the 

”review” of the price cap plan that the Commission would undertake after the first three 

years of the plan’s operation. Wouldn’t that address your concern? 

No. In the present case, Qwest has offered certain limited productivity data that produces 

a woefully inadequate estimate of Qwest’s actual productivity growth rate. In addition to 

the various infirmities that I have already identified, the FCC has generally rejected the 

type of methodology employed by Staff using the Qwest data, and Qwest itself has 

accepted a substantially higher productivity offset in Utah, where an independent 

productivity study was performed by the staff, than it is proposing to accept here. There 

is no reason to believe that after two years Qwest will come forward with a study 

possessing any greater validity than the present one, or that the Staff will be in a position 

to undertake an independent study. Indeed, by employing a methodology that utilizes a 

22 
23 
24 

19. Response of the Arizona Corporation Commission Staff to AT&T Communications of 
the Mountain States, Inc.’s First Set of Data Requests AT&T1-001 dated October 19, 2000, at 
p. 3 of 4, Average Productiviv, 1995 - 1998 (SPR calculation). 
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1 

2 

revenue-weighted measure of output, which is Staff has done here, where some rates are 

decreasing as a result of the application of the 4.2% X-factor, it is entirely possible that 

3 

4 

5 

6 

7 

the resulting productivity growth estimate will be even lower under this methodology 

than the 3.7% that Staff has calculated in this proceeding. Without a firm commitment 

for the Staff to develop an independent productivity growth estimate utilizing a 

methodology that has not been rejected by the FCC, that is based upon unseparated total 

company data, that incorporates an input price differential, and that will be applied across 

8 all studied services (monopoly as well as "competitive"), there is no assurance that after 

9 two or three years this Commission will be any closer to adopting an appropriate 

10 productivity offset than it is today. 

11 

12 
13 
14 

Qwest will not be constrained by "marketplace forces" with respect to price increases 
for its "Basket 3" "competitive" services. 

15 Q. In view of your concerns regarding potentially excessive rate increases in Basket 3, isn't 

16 it also true that the Company's ability to actually increase its "Basket 3" rates by as much 

17 

18 

19 marketplace forces? 

20 

21 

22 

23 

as 10% annually (in addition to the $5-million increases in years 2 and 3 resulting from 

the corresponding decrease in switched access rates) will necessarily be constrained by 

A. That is clearly Qwest's claim, but in view of the Company's apparent willingness to 

accept a "settlement" in which nearly 60% of its revenue increase will come from so- 

called "competitive" services, it is highly unlikely that any such "marketplace"-driven 

24 constraint on Qwest price increases will actually be operative. In fact, one would 
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1 

2 

normally expect that when competition arrives prices will drop, not rise. The very fact 

that Qwest expects to be able to increase its prices by as much as is contemplated in th 

3 

4 

5 

6 

7 

8 

9 

10 Q. 

11 

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 

21 

Settlement Agreement undermines the Company's contentions as to the actual "competi- 

tiveness" of the so-called "competitive" services. While some of the "Basket 3" services 

may well confront actual competition sufficient to limit Qwest's ability to increase its 

prices for those services (what I have been referring to as "price-constraining 

competition"), there are, in fact, a number of "Basket 3" services that likely do not 

confront any such competition at all. 

To which "Basket 3" services in particular are you referring? 

Local directory assistance and so-called "new" services that incorporate existing "Basket 

1" basic services are prime examples. Others likely include single line ISDN Basic Rate 

Interface (BRI) service and Metropolitan Preferred Area Calling Service. In addition, by 

virtue of the fact that Qwest's national directory assistance service is accessed via the 

same '41 1 ' dialing pattern as its local DA service, coupled with the fact that Qwest does 

not offer the '41 1 ' dialing pattern to any other "competing" national or local directory 

assistance providers, I would also include national DA in my list of services that do not 

confront price-constraining competition. I will address this issue in more detail in my 

discussion of rate design issues later in this testimony. 

25 
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1 Q. Why are you including Metropolitan Preferred Area Calling Service as a "competitive" 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

service that does not confront actual price-constraining competition - isn't this service a 

form of intraLATA toll, which is competitive? 

A. This service, also known as METROPAC, is an optional service that effectively extends 

its subscribers' local calling areas in certain selected exchanges. The price level for this 

service, which is at or less than five (5) cents per minute, is substantially below the 9 

cents per minute switched access charge (covering both ends of each call) that would 

confront any competitor desiring to offer a comparable retail toll service. Consequently, 

there is no reasonable expectation that any competing interexchange camer would 

undertake to offer a service competing with METROPAC that would necessarily have to 

be priced at roughly half of what the IXC would have to pay to Qwest for the underlying 

switched access services. Moreover, this condition will not change even under the 

proposed $5-million per year decreases in switched access charges because, at bottom, 

Qwest is not required to satisfy an imputation test for this service that incorporates the 

16 switched access rate. As I shall discuss below, this very same problem will arise under 

17 the proposed Settlement with respect to certain Basket 3 services. 

18 

19 
20 
21 

The proposed reductions in switched access charges are insufficient and these rates 
should be subject to substantially larger reductions. 

A.C.C. Docket No. T-01051B-99-0105 LEE L. SELWYN 

22 

23 

24 

Q. Does the Settlement Agreement's plan with respect to reductions in switched access 

charges result in just and reasonable switched access rates? 

26 
a 

ECONOMICS AND 
TECHNOLOGY, INC. 



A.C.C. Docket No. T-01051B-99-0105 LEE L. SELWYN 

1 

2 

3 

4 

5 

6 
7 
8 
9 

10 
11 
12 
13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

A. No, it does not. Qwest-Arizona's intrastate switched access charge, at roughly 4.5 cents 

per minute per end (i.e., originating and terminating), is among the highest in the nation. 

By contrast, Qwest's interstate switched access charge is currently only about halfa cent 

per minute per end.20 In its original (pre-Settlement) testimony, Staff advanced the 

following specific proposal for reducing intrastate switched access charges: 

I propose that intrastate access prices be reduced by 20 percent per year from 
their initial levels so that by the end of the initial five year period [of the price 
regulation plan that was proposed in the initial pre-Settlement testimony] they 
are equivalent to U S WEST'S interstate access charges at July 2000 levels. 
From that point on, I recommend that intrastate access charges be adjusted to 
"mirror" the interstate rates.*' 

This recommendation was both reasonable and generally consistent with the approach that 

has been adopted in the CALLS settlement, Le., a five-year transition to cost-based access 

charges. It would, at the end of the transition period, essentially eliminate the existing 

disparity between Arizona intrastate and interstate switched access charges, and make it 

possible for intrastate toll (and particularly intraLATA toll) competition to develop to the 

same robust level that prevails in the case of interstate toll services. 

Q. How has Staff modified its position in the Settlement Agreement? 
8 

A. Under the Settlement Agreement, switched access charges would be reduced by only $5- 

million per year, which amounts to a decrease of only 7.1% annually. At the end of 

25 

I 26 
I 

20. Stir (AT&T), Surrebuttal Testimony, Exhibit AS- 1. 

21. Shooshan (Staff), Direct Testimony, at 12. 
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three years, Arizona intrastate switched access charges will be 3.2 cents at each of the 

originating and terminating ends (i.e., 6.4 cents per minute for a two-ended call), whereas 

by that time the interstate counterpart will still be at 0.55 cents (Le., 1.10 cents per 

minute for a two-ended call). The target interstate switched access rate of $0.055 cents 

closely reflects the underlying costs of providing this service, and of course there is no 

difference between the cost of providing intrastate and interstate switched access. On 

that basis, the existing 4.5 cent intrastate switched access rate is set approximately nine 

times its cost, and the 3.2 cent rate that will exist after the year 3 $5-million rate 

decrease will be six times the underlying cost. Neither the present nor the Settlement 

Agreement switched access rate level is economically reasonable, and the original Staff 

proposal should be substituted for the Settlement Proposal in order to assure just and 

reasonable access and intrastate toll rates. 

Q. Will the specific proposal that the Settlement contemplates actually result in a $5-rnillion 

decrease in access charge revenues in each of the three years? 

A. No, the revenue decrease will be less than the amount stated in the Settlement 

Agreement. This is because when access prices are reduced, consumption will increase. 

In its LEC Price Cap Order,22 the FCC adjusted the "raw" revenue effect of the annual 

price cap-based decrease in interstate switched access charges by applying a price 

elasticity factor for switched access services. 

22. Federal Communications Commission, Second Report and Order, CC Docket No. 87- 
3 13, FCC 90-314, adopted September 19, 1990, released October 4, 1990 ("LEC Price Cap 
Order"), at Appendix C. 
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1 

2 stimulation? 

3 

4 

5 

Q. What is the effect of adjusting the test year quantities revenue effect for demand 

A. I can best answer that by way of an example. If the price elasticity applicable to 

switched access is, say, -0.49, then when rates are reduced by $5-million based upon test 

6 

7 

8 

9 

10 

11 

12 

13 

14 
15 
16 

17 

18 

19 

20 

21 

year quantities, the increase in demand based upon the reduced price will result in an 

additional $2.45-million in access revenues. Thus, a $5-million reduction in access 

charges based upon test year quantities but without considering the effects of demand 

stimulation translates into a net revenue decrease of only $2.55-million. Put another way, 

if the goal is to reduce Qwest's access revenues by $5-million each year, then its rates 

will need to be reduced by $9.9-million to account for the additional $4.9-million in 

revenues arising from the stimulated demand for switched access. 

The Settlement Agreement's rate design proposal will produce excessive and 
anticompetitive prices. 

Q. Please summarize your understanding of the rate design plan that is incorporated into the 

proposed Settlement Agreement. 

A. The Settlement contemplates different types of treatment for each of the three "Baskets" 

of services that are defined in the price cap plan. Basket 1 consists primarily of basic 

22 

23 

24 

monopoly services; Basket 1 rates would be subject to a price cap based upon the 

GDP-PI - 4.2% formula. Certain Basket 1 services will see a rate increase, while others, 

such as the residential nonrecurring installation charge, will be reduced. Assuming that 
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the economywide inflation rate remains at the same roughly 2% level at which it has 

been growing over the past decade or so, rates in this Basket can be expected to decrease 

by roughly 2% in each of the next two years. Basket 2 rates would not be subject to the 

PCI, but would instead be frozen at their existing levels, with the exception of switched 

access, which would be reduced by $5-million in each of the three years covered by the 

Settlement. The remaining Basket 2 services, consisting primarily of UNEs and whole- 

sale services for resale, would not see any rate decreases. Finally, Basket 3 services 

would immediately be subject to an increase of up to $25.9-million, followed by 

additional increases of $5-million in each of years 2 and 3, to offset the $5-million in 

access charge reductions. Additionally, rates for Basket 3 services could be increased by 

up to 10% annually in each of years 2 and 3. 

Q. What specific problems do you see with this proposal? 

A. I have already indicated that the 4.2% X-factor is insufficient and, as a result, the year 2 

and year 3 rate decreases that would be required for Basket 1 services will similarly be 

insufficient. There is a real problem with the Settlement’s proposed treatment of Basket 

2 rates. Basket 2 consists of services that are provided to competing carriers. In the case 

of UNEs and wholesale services provided for resale, rates would remain frozen while the 

retail prices for the Basket I services to which these elements correspond would be 

subject to annual price cap index-based rate decreases. The result is a price squeeze, in 

that as the retail prices are reduced while the wholesale rates remain unchanged, the 
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operating margin between the two will necessary shrink, eroding competitors’ profits and 

~ ~ 

$ 19.12 $ 17.60 $ 1.52 

potentially making it impossible for them to compete. 

To see how the price squeeze would operate, consider the following example. Suppose 

that the retail price of a service is $20 and that the wholesale price is currently $17.60, 

i.e., 12% less than the retail price. Assuming a 2% inflation rate, the following table 

summarizes the price levels that would be in effect for the retail and wholesale services 

over the three-year term of the price cap plan: 

I Wholesale price Operating Margin I Year I Retail price 

1 1 $ 20.00 I $ 17.60 I $ 2.40 

2 1 $ 19.56 I $ 17.60 I $ 1.96 

Note that, in this example, the relatively modest 4.4% decrease in the retail price as 

between years 1 and 3 results in a whopping 36% decrease in competitors’ operating 

margin over that same period, i.e., from $1.20 initially to only $0.76 in the third year. 

Q. Are there any other issues relating to the price freeze applicable to Basket 2? 

21 A. Yes. Section 252(d)(3) of the federal Telecommunications Act of I996 establishes the 

22 pricing rule for wholesale services that are provided to resellers: 
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Sec. 252(d)(3). WHOLESALE PRICES FOR TELECOMMUNICATIONS 
SERVICES- For the purposes of section 251(c)(4), a State commission shall 
determine wholesale rates on the basis of retail rates charged to subscribers for 
the telecommunications service requested, excluding the portion thereof 
attributable to any marketing, billing, collection, and other costs that will be 
avoided by the local exchange carrier. 

These "marketing, billing, collection, and other costs" can be expected to experience the 

same productivity growth as the retail services in Basket 1 (and, indeed, as I have noted, 

the X-factor calculation includes Basket 2 as well as Basket 3 services), yet the 

Settlement Agreement would deny the benefits of those efficiency gains to the 

unambiguously monopolistic wholesale and UNE services. 

As an economist, do you believe that the proposed treatment of Basket 2 services is 

consistent with the provisions of the Telecommunications Act? 

No, I do not. While I am not an attorney and hence do not offer a legal opinion, the 

plain language and intent of the federal statute appears at odds with the proposed treat- 

ment of Basket 2 services, First, the disparate treatment of Basket 1 retail services and 

Basket 2 wholesale services with respect to the application of the PCI would, in my view, 

violate Section 252(d)(3), which requires that the wholesale price be set at the retail price 

less avoided retailing costs. There is no basis to believe or expect that the retailing costs 

that will be avoided will decline by the magnified amount that would arise as a result of 

this disparate treatment. Second, with respect to UNEs, Section 252(d)(1) requires that 

prices for UNEs "(A) shall be (i) based on the cost (determined without reference to a 

rate-of-return or other rate-based proceeding) of providing the interconnection or network 
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2 
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4 

5 

6 

7 

8 

9 

1 1  Q. 

12 

13 

14 A. 

15 

16 

17 

18 

19 

element (whichever is applicable), and (ii) nondiscriminatory, and (B) may include a 

reasonable profit." UNE costs are required to be based upon Total Element Long Run 

Incremental Cost (TELRTC).23 For any given UNE, TELRIC studies are conducted 

periodically, not continuously. As with wholesale services, there is simply no reason to 

expect that the same productivity growth that will be experienced with respect to retail 

(Basket 1) services will not also apply with respect to UNEs. By failing to reflect the 

same productivity offset with respect to UNE prices, the Settlement Agreement 

discriminates against competing providers and subjects them to an anticompetitive price 

squeeze. 

Are there any other problems with the manner in which Basket 2 services are to be 

priced? 

Yes. This concerns the relationship between Basket 2 and Basket 3 prices that would 

arise under the Settlement Agreement. One of the provisions of Basket 3 is that the 

Company will be permitted substantial pricing flexibility with respect to Basket 3 

services, including the right to offer geographically differentiated rates. In fact, the only 

specific constraint that would be imposed upon Basket 3 prices is that such geographical 

pricing cannot have the effect of "red-lining" with respect either to race or wealth." 

20 
21 
22 
23 
24 5 56.05. 

23. Federal Communications Commission, In the Matter of Implementation of the Local 
Competition Provisions in the Telecommunications Act of 1996 and Interconnection Between 
Local Exchange Carriers and Commercial Mobile Radio Service Providers, CC Docket Nos. 
96-98 and 95-185, First Report and Order released August 8, 1996, para. 672, 47 CFR 

25 24. Settlement Agreement at 6. 
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21 

22 

23 

There is nothing to prevent Qwest from, from example, offering lower prices wherever a 

competitor has elected to offer service. In fact, since only the overall price level of 

Basket 3 services is subject to any sort of rate cap, Qwest would actually be permitted 

under the Settlement to lower prices for those Basket 3 services that confront actual, 

price-constraining competition while simultaneously offsetting these price decreases with 

price increases imposed upon customers who do not confront actual competitive choices. 

As long as the average price change taken over all Basket 3 services does not violate the 

10% annual Basket 3 price cap increase constraint, such tactics would be permissible 

under the Settlement, The effect of this disparate treatment would be to create a cross- 

subsidy flowing from non- or minimally-competitive Basket 3 services to actually 

competitive Basket 3 services, which would directly violate Section 254(k) of the federal 

Telecommunications Act as well as A.A.C. R14-2-1109(C). 

At the same time, Basket 2 wholesale and UNE rates would be frozen, which means that 

situations may well arise where the retail prices of some Basket 3 services (and, in 

particular, those that confront actual competition) could be set below the Basket 2 price 

for the underlying wholesale service or UNEs. Section 25 l(c)(4)(A) of the Telecommuni- 

cations Act imposes upon Qwest the duly "to offer for resale at wholesale rates any 

telecommunications service that the carrier provides at retail to subscribers who are not 

telecommunications carriers." Hence, the possibility exists that the Basket 2 wholesale 

price could actually exceed the Basket 3 retail price or otherwise fail to reflect retailing 

costs that will be avoided when the service is furnished for resale, which would in my 

view violate the requirements of Section 252(d)(3). 

34 



c 

A.C.C. Docket No. T-01051B-99-0105 LEE L. SELWYN 

I 
I 
I 

1 

2 services? 

Q. Are there any other concerns associated with the proposed treatment of Basket 3 
, 

3 

4 

5 

A. Yes. The Settlement Agreement permits Qwest to define "new" Basket 3 services that 

incorporate one or more Basket 1 services. By so doing, the Basket 3 service would be 

6 removed from the application of the price cap index, and would be subject to pricing 

7 flexibility. The only caveat that would apply to the pricing of the Basket 3 service is that 

8 

9 

if it incorporates 1FR (single-party residence flat-rate) service, the price of the Basket 3 

offering cannot fall below the Basket 1 1FR rate.25 Other than this one limitation, there 
.J! 

10 

11 

12 

is no imputation requirement applicable to Basket 3 services that incorporate one or more 

Basket 1 services. That means that Qwest could create %ew" Basket 3 offerings that 

would not only fall below the prices for the underlying Basket 2 wholesale and UNE 

13 prices, but even fail to fully reflect the tariffed rate for the incorporated Basket 1 

14 services. Under these circumstances, there is no reasonable prospect for the development 

15 

16 

17 actually arise. 

18 

of competition for such services. Add to that the ability to offer geographically-specific 

rates, and Qwest gets the ability to surgically "take out" any competition that might 

19 Moreover, while in theory all of the services that have been reclassified as "competitive" 

20 

21 

22 

pursuant to A.A.C. R14-2-1108 have been placed in Basket 3, the Settlement Agreement 

does not require that such classification be approved for Basket 3 services and, indeed, 

explicitly permits Qwest to place "new" services or service "packages" into Basket 3 
I 

23 25. Settlement Agreement, Attachment A, Part 4.e. 
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without a Commission finding classifying such services as "competitive" under A.A.C. 

R14-2-1108. The effect of this provision of the Settlement Agreement is to eviscerate 

A.A.C. R14-2-1108 by affording the very same type of pricing flexibility to all Basket 3 

services and, even worse, affording the Company the ability to engage in cross- 

subsidization among those Basket 3 services that have been officially reclassified 

pursuant to A.A.C. R14-2-1108 and those "new" services and service "packages" that 

have not. A.A.C. R14-2- 1 109(C) expressly prohibits such cross-subsidization, requiring 

that "[a] competitive telecommunications service shall not be subsidized by any rate or 

charge for any noncompetitive telecommunications services." Under the terms of the 

Settlement Agreement, such intra-Basket 3 cross-subsidization would be both possible 

and virtually undetectable. Moreover, to the best of my knowledge, in each and every 

case where Qwest has requested and received A.A.C. R14-2-1108 reclassification for a 

particular service, the evidence, such as it was, that was offered by the Company in 

support of its application was aggregated across the entire state, effectively concealing 

those communities in which no effective competitive alternative(s) for the subject 

service(s) was(were) available to customers as a practical matter. The presence of 

geographically selective competition coupled with statewide reclassification would clearly 

give Qwest the ability, under the Settlement Agreement, to discriminate against customers 

of Basket 3 services that do not confront actual competition by raising their prices while 

reducing those for which actual competition is present, and in so doing work to 

potentially eliminate competition even in those areas in which it has arisen or might arise. 

At the very least, the Commission will need to revisit its prior classification of services 

as "competitive" and reject outright any attempt to include services not so classified in 
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20 
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26 

Basket 3. There is, in fact, no obvious basis under applicable statutes for the automatic 

assignment of all "new" services, including and especially those that are little more than a 

repackaging of existing Basket 1 monopoly services, into Basket 3. 

You had previously questioned the treatment of directory assistance (DA) as a Basket 3 

service. Please explain the basis for your concern. 

In my direct testimony at 28-33, I discussed the problem with the proposed collapsing of 

local DA into Qwest's national DA offering. While the Commission had previously 

determined that the local and national DA offerings satisfy A.A.C. R14-2-1108 and 

therefore should be classified as "competitive," local DA is currently bundled into basic 

exchange service (with respect to the first call each month) and the existing 47 cent 

charge for additional local DA calls continues to apply. Qwest's local DA service is 

accessed by dialing the familiar '4 11 ' sequence, and the Company has designed its 

"competitive" national DA service to also be accessed in exactly this same manner. 

Moreover and more importantly, while claiming that DA service is "competitive," Qwest 

does not offer or otherwise make available the same '41 1' dialing pattern to competing 

DA service providers. Section 25 l(b)(3) of the Telecommunications Act imposes upon all 

local exchange carriers 

The duty to provide dialing parity to competing providers of telephone exchange 
service and telephone toll service, and the duty to permit all such providers to 
have nondiscriminatory access to telephone numbers, operator services, directory 
assistance, and directory listing, with no unreasonable dialing delays. 

Section (3)(a)(2)(39) defines "dialing parity" as follows: 
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1 
2 
3 
4 
5 
6 
7 

The term 'dialing parity' means that a person that is not an affiliate of a local 
exchange cairier is able to provide telecommunications services in such a 
manner that customers have the ability to route automatically, without the use of 
any access code, their telecommunications to the telecommunications services 
provider of the customer's designation from among 2 or more telecommunica- 
tions services providers (including such local exchange carrier). 

8 If directory assistance is a "competitive" service, then Qwest is obligated to offer '41 1 ' 

9 access to competing providers of directory assistance service, Its failure to do so is, in 

10 my view, a basis for reclassifying all directory assistance as a "monopoly" service to be 

11 included within Basket 1. The Settlement Agreement ignores my prior testimony on this 

12 point and entirely sidesteps this issue. 

14 
15 
16 
17 

A settlement that adequately reflects the various concerns expressed here is possible, and 
if the Commission determines that a settlement should be pursued, the Settlement 
Agreement should be modified accordingly. 

18 Q. Given the numerous concerns you have expressed with respect to the proposed Settle- 

19 ment, do you believe that the Commission should nevertheless pursue a settlement rather 

20 than continue with litigation of this case? 

21 

22 A. I believe that the Commission can consider modifying the proposed Settlement 

23 Agreement to reflect both the evidence presented in this proceeding and, more 

24 specifically, the various concerns that I have been discussing here. However, if Qwest 

25 andlor the Staff resist acceptance of these modifications, it is my recommendation that 

26 the Commission reject the Settlement Agreement and resume litigation. 

27 
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1 Q. What specific modifications would you recommend? 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 pricing. 

20 

21 

22 

23 

A. I recommend that the following changes be made in the Settlement Agreement: 

(1)  The $42.9-million revenue increase should be changed to a rate decrease in the 

amount being recommended by Ms. Gately. 

(2) The price cap plan should be modified as follows: 

The X-factor should be changed to 6.5%, the level that has been adopted by the 

FCC, or at the very least should be changed to 6.2%, the level that Qwest had 

itself agreed to in the Utah settlement. 

Inasmuch as the productivity growth has been calculated using operating data 

embracing all three Baskets, the X-factor should be applied to all three Baskets. 

The same wholesale discount should apply to all retail services, including those 

in Basket 3 and including those that are subject to geographically-differentiated 

Staff should commit to performing an independent productivity study in 

sufficient time to be considered in the price cap review proceeding, and should 

base its study upon the methodology that has been adopted by the FCC in its 
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Price Cap Performance Review Fourth Report and Order.26 The productivity 

should include an input price differential to reflect the significantly lower rate of 

cost inflation being experienced by LECs with respect to their input prices vs. 

the economywide inflation rate as reflected in the GDP-PI. Alternatively, if the 

X-factor is to be applied solely to "monopoly" Basket 1 services, productivity 

should be confined to operating results applicable solely to those services. 

(3) Switched access charges should be reduced annually until they reach parity with the 

interstate switched access rate level. In calculating the revenue effect of the access 

charge reduction, a price elasticity factor should be applied to account for the 

resulting demand stimulation that will result from the lower prices. 

(4) Rates for Basket 2 services should maintain the same relationship with retail Basket 

1 and Basket 3 rates so as to avoid a price squeeze for competing service providers 

and to comply fully with applicable federal law and regulation. 

(5 )  Directory assistance should remain a monopoly Basket 1 service unless and until 

Qwest undertakes to provide '4 1 1 ' dialing parity to competing DA service providers. 

(6) The Commission should not permit any "new" services or service "packages" to be 

placed in Basket 3 unless and until the Commission finds that such services or 

packages satisfy A.A.C. R14-2-1108. 

26. Op. cit., footnote 4. 
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QWEST has made no attempt to demonstrate that all of the costs associated 
with the deployment of the federally mandated LNP implementation 
have been removed from its intrastate revenue requirement. 

Mr. Redding is wrong that the logic underpinning the Utah PSC’s 
exclusion of interconnection costs from the general revenue requirement 
is not relevant to the current situation in Arizona 

Unless and until this Commission revises the conditions it presently requires 
before allowing utilities to adopt the accrual method of accounting for PBOPs, 
Qwest’s proposed $29-million revenue requirement increase associated with 
adoption of such accounting treatment should be rejected. 

Mr. Redding’s rebuttal mischaracterizes my recommendation relative to an 
additional revenue requirement reduction associated with the sale of exchanges 
in Arizona. 

Ms. Koehler-Christensen offers no evidence in rebuttal to my Yellow Pages 
imputation revenue requirement reduction recommendation 

The ACC should act expeditiously to end the extraction of revenues from 
Arizona ratepayers for plant that the FCC CPR audits found to be “missing.” 
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Background 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Please state your name, position, and business address? 

My name is Susan M. Gately. I am the Senior Vice President of Economics and 

Technology, Inc., (ETI), One Washington Mall, Boston, Massachusetts. Economics and 

Technology, Inc is a research and consulting firm specializing in telecommunications 

economics, regulation, management, and public policy. 

Have you previously submitted testimony in this proceeding? 

Yes. On August 8, I submitted prefiled Direct Testimony on behalf of AT&T 

Communications of the Mountain States, Inc. (“AT&T”) 

What is the purpose of your testimony at this time? 

I will respond to certain criticisms levied against my Direct Testimony contained in the 

reply testimony of Qwest witnesses Mr. Redding and Ms. Koehler-Christensen. 

Summary of Testimony 

Q. Please summarize the primary aspects of US West’s filing that you address in your 

testimony. 

A. My testimony primarily addresses the attempts by Qwest witnesses George Redding and 

Ann Koehler-Christensen to discredit the revenue requirement reductions proposed in my 

Direct Testimony of August 8,2000. Specifically, I demonstrate that neither Mr. 
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1 Redding nor Ms. Koehler-Christensen offers any evidence what so ever in rebutting my 

2 proposed revenue requirement adjustments associated with Local Number Portability 

3 (LNP), interconnection, sale of exchanges, accrual treatment of PBOB expenses, 

4 imputation of yellow pages revenue, and the FCC’s CPR Audit finding. As I demonstrate 

5 below, the bulk of the rebuttal is limited to statements that the Qwest witnesses do not 

6 

7 

agree with the adjustments that have been proposed. 

8 
9 

10 intrastate revenue requirement. 
11 

QWEST has made no attempt to demonstrate that all of the costs associated with the 
deployment of the federally mandated LNP implementation have been removed from its 

12 Q. Have you reviewed Qwest witness George Redding’s rebuttal of your proposed 

13 

14 

15 A. Yes, I have. 

16 

adjustments related to LNP expenses? 

17 Q. 

18 

19 

Is he correct in asserting that your proposed rate base and expense disallowances relative 

to LNP implementation are “completely erroneous.” 

20 A. No. Mr. Redding has responded to my proposed LNP disallowance in much the same 

21 way he responds to my other proposed revenue requirement adjustments- with a broad 

22 wave of the hand saying little more than “she’s wrong.” Aside from disagreeing with 

23 my finding, Mr. Redding has done nothing to clarify the situation. He reiterates a 

24 statement from his Direct Testimony that “the elements covered by the surcharge were 

25 

26 

ordered to be removed from the separations process, and, thereby, from regulated 

results” (a statement I, in fact, acknowledged in my Direct Testimony), but has offered 
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1 no new insight into the situation, nor answered any of the specific allegations raised in 

2 my Direct Testimony. 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 Q. 

19 

20 

Specifically, Mr. Redding has offered no explanation as to why the adjustment for LNP 

capital expenses through year end 1998 was limited to $55.5-million1 rather the $221- 

million in LNP related capital expenses Qwest reported in response to Data Request UTI- 

13-023. The fact remains that in its initial filing, Qwest indicated that through the end of 

1998 it had incurred some $341-million in LNP-related costs ($221-million in capital, 

$120-million in expense)2 Given an opportunity to provide a reasonable explanation as 

to why the full amount identified in UTI-13-023 was not removed fiom separations, Mr. 

Redding simply ignores the issue. 

My proposed adjustment does nothing more than ensure that the full amount of LNP 

capital investment and expenses identified by Qwest in its own responses to UTI-13-023 

and AT&T 11-104 through 11-107, are removed from Qwest’s intrastate revenue 

requirement. 

Is Mr. Redding correct in his interpretation of the FCC’s May 1998 LNP Order that any 

“items that were not included under the FCC LNP surcharge were to be recovered in the 

normal course of business?’ 

1. Qwest response to AT&T 11-107. 

2. Qwest response to UTI 13-023. 
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A. No. Mr. Redding’s quote from the FCC here is taken completely out of context. 

The quote comes from the May, 1998 Order setting forth the LNP implementation 

schedule and the structure of the federal LNP cost recovery mechanism. Mr. 

Redding quotes from paragraph 144 of that Order, a paragraph that deals 

specifically and exclusively with the five-year implementation and amortization 

schedule for LNP capital investments. Put in the proper context, the quote reads 

as follows: 

144. We choose the five-year period for the end-user charge because it will enable 
incumbent LECs to recover their portability costs in a timely fashion, but will also 
help produce reasonable charges for customers and avoid imposing those charges for 
an unduly long period. . . . After a carrier establishes its levelized end-user charge in 
the tariff review process we do not anticipate that it may raise the charge during the 
five-year period unless it can show that the end-user charge was not reasonable based 
on the information available at the time it was initially set. Furthermore, once 
incumbent LECs have recovered their initial implementation costs, number portability 
will be a normal network feature, and a special end-user charge will no longer be 
necessary to ensure that incumbent LECs recover their number portability costs on a 
competitively neutral basis. Carriers can recover any remaining costs through existing 
mechanisms available for recovery of general costs of providing service. 3 

Clearly the FCC’s directive that carriers could recover “any remaining costs” through 

existing mechanisms refers to costs that may be incurred in the normal course after 

number portability is implemented. Qwest’s attempt to recover costs incurred for its 

initial, federally mandated implementation of number portability during the period 1996 

through 1999 from intrastate rates in Arizona is not authorized by this FCC Order. 

27 

3. In the Matter of Telephone Number Portability, CC Docket 95-1 16 and RM8355, released 
May 12,1998 at 144. 
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1 

2 

Q. To the extent that certain of Qwest’s LNP implementation related costs are not being 

recovered via the FCC’s end user LNP surcharge, is it appropriate for Qwest to now 

3 

4 

recover those costs from the intrastate jurisdiction? 

5 A. There is no basis for Qwest to recover interstate LNP implementation costs from the 

6 intrastate jurisdiction. Clearly, whether and how a carrier is allowed to recover interstate 

7 capital investment and operating expenses in no way impacts the interstate nature of 

8 those costs. Moreover, Qwest made a choice to recover interstate LNP implementation 

9 

10 

costs via the LNP cost-recovery mechanisms of end user and query charges, a choice that 

was entirely optional. The FCC stated “ We will allow but not require incumbent LECs 

11 subject to rate-of-return or price-cap regulation to recover their carrier-specific costs 

12 

13 

directly related to providing number portability through a federal charge assessed on end- 

u~ers’’~ In many ways, the final determination of the rate levels that came out of the 

14 FCC’s inquiry into LNP end user and query charges proposed by Qwest and the other 

15 

16 

ILECs was more in the nature of a settlement on an acceptable rate than a formal 

determination of actual costs. There is no basis in that FCC determination to support a 

17 

18 

19 tariff. 

20 

finding by this Commission that Qwest is entitled to any recovery from Arizona rate 

payers in addition to the end user and query charges set forth in Qwest’s federal LNP 

21 Q. Can you provide an example? 

4. Id., at paragraph 135. 
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A. Yes. The excerpt below taken from the FCC’s July 16,1999 Order allowing Qwest’s 

LNP tariff to go into effect provides just such an example. The excerpt reveals that the 

FCC was initially troubled by US West’s use of a 1.89 overhead factor in the 

development of the LNP query charges. During the course of the investigation, US West 

convinced the FCC that the expenses being recovered by the 1.89 factor were in fact 

legitimately interstate costs associated with the implementation of LNP service. In the 

interest of getting the proposed price levels to a range that the FCC would feel 

comfortable approving, however, US West removed .89 of the 1.89 overhead factor from 

the development of the rates. 

Based on extensive discussions, reflected in exparte submissions on the 
record, U S WEST has addressed our concerns with respect to the use of the 
1.89 overhead factor. In an Ex Parte submission, however, U S WEST has 
agreed to remove the costs generated by the 1.89 factor from its query service 
rates. rootnote omitted] As reflected in its revised filing, the removal of the 
1.89 factor lowers U S WEST’s query services rates by 89% and makes them 
comparable to rates charged by other incumbent LECs for query 
services.Footnote omitted] We are, therefore, satisfied that U S WEST’s 
recovery of its incremental overhead costs is rea~onable.~ 

No determination was made that the overhead costs that would have been recovered by 

the 1.89 overhead factor were not appropriately interstate in nature, and there was 

certainly no determination made that those costs should be recovered from intrastate 

rates. Yet given Mr. Redding’s repeated assertions that “all elements covered by the 

surcharge” have been removed (implying that that is all that needed to be removed), it 

5. In the Matter of Long Term Number Portability TarifsFilings - US West, Inc., CC Docket 
99-35, Memorandum Opinion and Order released July 16,1999 at paragraph 82. 
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appears quite likely that those overhead expenses (clearly not being recovered via 

interstate charges by agreement of the FCC and Qwest), as well as others that were 

dropped during the movement towards “reasonable” LNP rates, are embedded in the 

intrastate revenue requirement results presented by Mr. Redding. 

6 

7 

8 

9 

10 

11 

12 

13 

14 
15 
16 
17 
18 
19 

20 

21 

22 

Q. 

A. 

Did the FCC Order approving the LNP rates based upon Qwest’s revised LNP estimates 

transfer responsibility for the difference between the approved recovery amounts and 

those originally proposed to the intrastate jurisdiction? 

No, absolutely not. The conclusory paragraph prior to the ordering clauses of the July 16, 

1999 FCC Order rejecting US West’s initial tariffs and approving its revised filing is 

quite clear - the costs (not just the rate levels) claimed by US West for LNP 

implementation were “unjust”, “unreasonable” and “unlawful.” 

Based on the entire record before us, we find that certain costs claimed in U S 
WEST Long-Term Number Portability Transmittal Nos. 965 and 975, filed 
January 26,1999 and March 9,1999, with effective dates of February 10,1999 
and March 24, 1999, respectively, are unjust and unreasonable and, 
accordingly, unlawfbl under section 20 1 (b) of the Act.,@otnote omitted? 

The FCC has refused to allow Qwest recovery of these costs on its watch, so Qwest is 

now attempting to recover them from intrastate prices in Arizona. 

6. Id., at 100. 
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1 Q. Should this Commission heed Mr. Redding’s assurances that all of the LNP-associated 

2 costs have been removed from the Arizona intrastate revenue requirement? 

4 A. No, it should not. 

5 
6 
7 
8 
9 situation in Arizona. 

Mr. Redding is wrong that the logic underpinning the Utah PSC’s exclusion of 
interconnection costs from the general revenue requirement is not relevant to the current 

Have you reviewed Qwest witness George Redding’s rebuttal of your proposal to exclude 

interconnection costs from the development of the intrastate revenue requirement? 

Yes, I have. 

Do you agree with Mr. Redding’s claim that you did not “tell the rest of the story’’ in 

describing the disallowance ordered by the Utah Commission? 

No, I do not. Once again Mr. Redding has made only the most superficial of responses to 

the adjustment proposed in my Direct Testimony, in this case bizarrely mischaracterizing 

it. Contrary to Mr. Redding’s assertions, the reference in my testimony to the Utah PSC 

Order of December 1997 quite clearly highlights the “rest” of the story. Quoting from 

that testimony: “In a recent case, the Utah Public Service Commission disallowed 

recovery of U S West’s interconnection costs through general intrastate rates since these 
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costs were the subject of separate proceedings designed to evaluate costs and pricing 

evidence directly related to the services U S West provides to its c~mpetitors.”~ 

Do you agree with Mr. Redding that the absence of an ongoing proceeding investigating 

interconnection costing and pricing is justification for leaving interconnection costs 

buried as part of the general intrastate revenue requirement? 

Absolutely not. The timing of such an inquiry into the costs and prices associated with 

the provision of services to competitors (whether concluded, ongoing, or yet to be 

initiated) is irrelevant to whether those costs should be included in the determination of 

revenue requirement (hence prices ) associated with the provision of service to the 

general body of Qwest’s non-interconnection service customers. 

Would you make any revision to your proposed downward adjustment of $74-million to 

Qwest’s intrastate revenue requirement based upon the exclusion of interconnection 

investment and operating expenses? 

No. I would not. As I discussed in my Direct Testimony, according to its response to 

UTI 13-022, U S WEST has included all of its interconnection costs in the jurisdictional 

separations process since it intends to recover them in the normal course of business. 

This means that the $1.547-billion in capital costs and expenses incurred by U S WEST 

7. Gately Direct, at 19. 
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from 1996 through 1999* would be subject to the state allocation process used to allocate 

company-wide expenses to Arizona operations. It is inappropriate for recovery of 

extraordinary and non-recurring start-up costs designed to facilitate competition in 

accordance with the Act to be included in the general rate structure of the incumbent 

LEC if it is seeking recovery of those costs elsewhere. 

Interconnection costs are recoverable in amounts assessed competitors pursuant to 

negotiated or arbitrated interconnection or resale agreements and in interconnection cost 

dockets setting unbundled network element (“UNE”) prices. These are the only 

proceedings that allow a commission to fully evaluate the appropriateness of these very 

substantial costs. Buried within U S WEST’s overall rate base and revenue requirement 

in this proceeding, the Arizona portion of the $1.5 billion overall interconnection expense 

will be recovered without an appropriate level of review and approval. This could result 

in double recovery - once from competitors and once from retail and wholesale 

customers. 

Q. Did Mr. Redding or any other Qwest witness rebut the development of the dollar amount 

of the interconnection adjustment made in your Direct Testimony? 

A. No, aside from Mr. Redding’s assertion that the adjustment wasn’t appropriate because 

there is not an interconnection cost and pricing investigation presently ongoing in 

8. See U S WEST’s response to AT&T 10-087. 
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Arizona, there was no rebuttal of the calculation of the $74-million adjustment. 
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28 

Unless and until this Commission revises the conditions it presently requires before 
allowing utilities to adopt the accrual method of accounting for PBOPs, Qwest’s proposed 
$29-million revenue requirement increase associated with adoption of such accounting 
treatment should be rejected. 

Q. 

A. 

Q. 

A. 

Have you reviewed Mr. Redding’s rebuttal of your proposed rejection of the revenue 

requirement adjustment made by US West for adoption of the accrual method of 

accounting for PBOPs? 

Yes, I have. Mr. Redding characterizes my proposal that US West’s proposed revenue 

requirement adjustment be rejected because it has failed to meet the conditions mandated 

by the Commission for adoption of the accrual method of accounting as “patently 

ridiculous,” suggesting that since no other party had opposed this element of the 

Company’s proposal it must be fine. 

Do you agree with Mr. Redding? 

No. Without question, Qwest has not met the Commission’s required ten conditions. On 

that basis, the revenue requirement adjustment should be rejected. My testimony does 

not go to the nature or merits of US West’s suggested “modification” to the conditions 

required by the Commission. Should the Commission decide to change its standards 

(adopting what Mr. Redding describes as a “modification”), then Qwest’s proposed 

adjustment would be appropriate. Should the Commission decide to enforce its existing 

requirements, then the adjustment should be rejected. Based upon the Commission’s 

standards as they have been enumerated to date, Qwest’s revenue requirement should be 

reduced by the $29-million identified in my Direct Testimony. 
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Mr. Redding’s rebuttal mischaracterizes my recommendation relative to an additional 
revenue requirement reduction associated with the sale of exchanges in Arizona. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Have you reviewed Mr. Redding’s rebuttal to that portion of your Direct Testimony 

dealing with adjustments related to Qwest’s sale of exchanges in Arizona? 

Yes, I have, and I’m afraid that Mr. Redding has entirely missed the point of my 

discussion. 

In what way has Mr. Redding misinterpreted your position? 

Mr. Redding has read my criticism of the “net operating income” portion of Qwest’s 

development of its “sale of exchanges” revenue requirement adjustment as applying to 

the whole of Qwest’s “sale of exchanges” adjustment. In rereading my Direct Testimony 

from Mr. Redding’s view, I can see that my choice of words was not the clearest in 

initially describing the problem I was attempting to correct, although a full reading of the 

section should have clarified the situation. In describing an unexpected outcome of “a 

revenue requirement increase” flowing from and alleged loss of net income, my 

discussion was limited to the revenue requirement impact of the net operating income 

changes taken alone, not the bottom line impact of all of the changes associated with 

Qwest’s sale of exchanges. 

Did Mr. Redding dispute or discuss your criticism of the manner in which U S West 

developed its alleged “net operating income” results for the sold exchanges? 

No, he did not. 

12 ECONOM ICs AN 
TECHNOLOGY, IN 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 
16 
17 
18 
19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

I 
I 

ARIZONA 
AT&T COMMUNICATIONS OF 
THE MOUNTAIN STATES, INC. 

SURREBUTTAL TESTIMONY 
OF SUSAN M. GATELY 

DOCKET NO. T-1051B-99-105 

Q- Did Mr. Redding specifically rebut your suggestion at page 39 that the Commission 

either reduce U S West’s revenue requirement by $7-million or require U S West to make 

a more reasonable assessment of the expenses associated with the sale of the exchanges? 

A. No. His rebuttal of my Direct Testimony proposing an adjustment incorporating the 

revenue requirement impact of eliminating the alleged shortfall in net operating income 

resulting from the sale of exchanges was limited only to the phraseology in the initial 

question and answer in that section - not to the merits of the proposed adjustment. Other 

than a blanket statement at the beginning of his rebuttal that he is “in complete 

disagreement” with all of my proposed adjustments, he did not specifically address my 

proposed $7-million adjustment (which would have increased the overall revenue 

requirement reduction resulting from the sale of exchanges in Arizona from the $1 1.7- 

million proposed by Qwest, to closer to $19-million). 

Ms. Koehler-Christensen offers no evidence in rebuttal to my Yellow Pages imputation 
revenue requirement reduction recommendation. 

Q. 

A. 

Have your reviewed Ann Koehler-Christensen’s rebuttal of your proposed Yellow Pages 

imputation adjustment? 

Yes, I have. Ms. Koehler-Christensen takes issue first with the base amount of the yellow 

pages revenue being imputed (developed in the Direct Testimony of Dr. Selwyn), and 

second with the application of U S West’s gross revenue conversion factor to the imputed 

amount. Dr. Selwyn’s Surrebuttal testimony deals with Ms. Koehler-Christensen’s rebuttal 

of the imputation amount. I will address her critique of the application of the gross 

revenue conversion factor to the imputation amount below. 
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What evidence does Ms. Koehler-Christensen offer to rebut the application of Qwest’s 

gross revenue conversion factor to the imputed yellow pages revenues? 

Ms. Koehler-Christensen offers no evidence disputing the development of a bottom-line 

revenue requirement reduction based upon the application of the company’s “gross 

revenue conversion factor” to the yellow pages imputation amount recommended by Dr. 

Selwyn, she simply says its is wrong. She offers no explanation as to why it is wrong - 

but maintains that it makes “no allowance for a reasonable return” and “increases the 

already ridiculously high net income number.” 

Do you agree with Ms. Koehler Christensen relative to the application of the gross 

revenue conversion factor to the imputed yellow pages recommendation? 

No, I do not. 

Should the ACC be distracted fiom the issue at hand - the imputation of the full amount 

of revenues recommended by Dr. Selwyn in his testimony - by the question of whether 

the gross revenue conversion factor should be applied to that revenue imputation? 

No. It is not necessary to make a determination as to whether the gross revenue 

conversion factor applies to the imputed Directory Assistance revenues at this time. 

Application of the gross revenue conversion factor will, at the end of the day, be 

determined based upon whether the revenue being imputed is on a pre- or post- tax basis. 

In point of fact, the gross revenue conversion factor will not be applied not to each 

adjustment that the ACC makes to Qwest’s proposed revenue requirement, but the 

bottom shortfall or overage culminating fiom all of the adjustments taken together. 
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1 
2 

The ACC should act expeditiously to end the extraction of revenues from Arizona 
ratepayers for plant that the FCC CPR audits found to be “missing.” 

3 
4 
5 Q. 

6 

7 

8 

9 

10 A. 

11 

12 

13 

14 

15 Q. 

16 

17 

18 A. 

19 

20 

21 

22 

23 

24 Q. 

25 

26 

27 

28 A. 

Have you reviewed Qwest witness George Redding’s rebuttal of your recommended 

revenue requirement reduction flowing from the findings of the Audit Division of FCC 

in its audit of the Continuing Property Records (CPRs) of the RBOCS as of June 30, 

1997? 

Yes, I have, and I’m somewhat baffled that Mr. Redding has chosen to rebut my six-page 

summary and revenue requirement calculation without responding to Dr. Selwyn’s 

lengthy Direct Testimony on the relevance of the CPR Audits to Arizona intrastate 

ratemaking. 

Does Mr. Redding rebut any of Dr. Selwyn’s Direct Testimony, or his recommendations 

relative to the audit results? 

No. No where does Mr. Redding, or any other Qwest witness, rebut the thirty pages of 

Direct Testimony Dr. Selwyn submitted on this issue. Nor, apparently, does Qwest 

dispute the similarities Dr. Selwyn has identified between the findings of the FCC’s 

Audit Division in the CPR Audits and results found in Arizona by Qwest’s own auditors 

in an unrelated audit it undertook of plant in Arizona. 

Mr. Redding testifies that Qwest has filed a “strong” protest related to the Audits. Do 

you consider the fact that Qwest’s protest reason enough not to adopt your proposed 

downward adjustment to Qwest’s intrastate revenue requirement? 

No, I certainly do not. All of the RBOCs, Qwest included, have a long history of 
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protesting and appealing virtually every regulatory opinion that is released that results in 

an action or finding they view unfavorably. The filing of a protest as a reaction to the 

CPR Audit results was perfectly in keeping with historical behavior, and frankly, should 

have been entirely expected. Looking back over the twenty years that I have been 

involved participating in the regulatory process in this industry I can not recall a single 

incident where the initial reaction of an RBOC accused of regulatory misbehavior was to 

do anything but claim either that the behavior didn’t matter, or that the regulator was 

wrong. 

Q. 

A. 

Q- 

Is it true that the FCC has not taken any regulatory action relative to the Audits beyond 

the docketing of the results? 

The FCC has yet to enact any major regulatory action in response to the findings of its 

Audit Division. The procedural history of the Audit at the FCC is fairly well documented 

throughout pages 62 - 91 of Dr. Selwyn’s Direct Testimony. One has to be careful, 

however, not to read too much into the FCC’s inaction up until this time. The audit 

finding clearly represent quite a thorny, and somewhat embarrassing, problem for the 

FCC: after all, this inflation of the rate base withphantom plant occurred as an abuse of 

its regulatory rules, under its regulatory watch, over the course of decades. 

The write-down of more than $1-billion of the $5-billion in undocumentable plant falls 

under the FCC’s sole regulatory jurisdiction - a write down of this magnitude by a single 

regulator would require a level of political backbone that the FCC may not possess. 

Has there been much recent public discussion of the CPR Audit results? 
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No, the most recent tactic by the RBOCs has been an attempt to simply make the whole 

problem go away by including language that would “close” the audit as a part of a larger 

package of regulatory  change^.^ (Similar to the kinds of tag line items of legislation 

frequently found tacked onto legislative budget appropriations bills). 

Mr. Redding states that it is impossible to make an accurate revenue requirement 

adjustment based upon the CPR Audit findings, characterizing it “not as an audit of 

Qwest’s books with respect to plant. It was a review of the individual property records.” 

Do you agree? 

I vehemently do not agree. Mr. Redding’s attempt to dismiss the individual property 

records as having nothing to do with Qwest’s “books” is laughable. The individual 

property records are part of the paper trail to Qwest’s books - if one is flawed, so is the 

other. Mr. Redding is attempting to characterize the Audit results in precisely the manner 

warned against by Dr. Selwyn in his Direct Testimony (at 84 - 85) Rather than simply 

paraphrasing, I’ve taken the following quote directly: 

Viewed at its most superficial level, it might be argued (and in fact the RBOCs 
have advanced precisely this claim) that the FCC audits demonstrate little more 
than the failure of the RBOCs (including US West) to maintain accurate 
regulatory accounting records. From this perspective, the explanation for the 
FCC auditors’ inability to find particular assets is not that the assets are no 

9. FNPRM In the Matter of the 1998 Biennial Regulatory Revie-Review of Depreciation 
Requirements for Incumbent Local Exchange Carriers, Ameritech Corporation Telephone 
Companies ’ Continuing Property Records Audit, et al. GTE Telephone Operating Companies 
Release of Information Obtained During Joint Audit, CC Dockets 98-137,99-117 and 98-26 at 
15. 
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longer usefbl (or perhaps may never even have been purchased), but rather that 
the RBOCs simply failed to track the movement of assets following the initial 
CPR entry. Such a notion undermines, at its most fundamental level, the very 
foundations of regulatory accounting and reporting: If the books and records 
are inconsistent with reality, blame the bookkeepers, not RBOC management. 
If audit results may be so lightly dismissed as merely reflecting sloppy 
recordkeeping rather than a systematic policy of exaggerating the basis for 
establishing the telephone company's rate level, there would seem to be little 
purpose in maintaining such records - or the regulatory machinery to review 
them - in the first place. 

But the purpose of a regulatory recordkeeping and reporting requirement is 
more than an exercise in testing the accuracy of the process: Rates and rate 
levels are linked, directly or indirectly, to the net book value of the regulated 
company's rate base. RBOCs confront a substantial financial incentive to 
overstate that value. Whether accomplished through deliberate deception or 
through recordkeeping practices that have the same practical effect, the result 
is just as unacceptable. Indeed, there would be no purpose in auditing BOC 
records if, in the end, the inconsistencies are dismissed as irrelevant. 

Q. Should the Arizona Corporation Commission heed Mr. Redding's proposal that the 

Commission not take any action relative to the finding of the FCC Audit Division staff 

until the FCC has done so? 

A. Absolutely not. The longer the inflated investment is allowed to remain on Qwest's 

books, the greater the damage to Qwest's intrastate ratepayers in Arizona. As Dr. Selwyn 

describes in great detail in pages 62 - 91 of his Direct Testimony, the FCC Audit 

Bureau's results are noteworthy and solid. The Audit was conducted using valid 

statistical sampling techniques, Qwest staff accompanied and assisted the FCC Audit 

Division during the audit tours, and Qwest was given an opportunity to respond to the 

Audit and request rescoring for items of equipment that it believed were inappropriately 

scored. 
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At an absolute minimum, this Commission should limit the extraction of additional 

revenue from Arizona ratepayers to fund and provide return on a rate base that is inflated 

by approximately 20% by reducing the rate base to eliminate the phantom plant 

immediately. Even so, while this approach can work to establish valid rates from the 

decision date forward, it will still do little or nothing to penalize the utility for its 

misreporting, nor capture for ratepayers any portion of the excessive amounts that they 

have paid in past years. The Arizona Corporation Commission should take responsibility 

for the misreporting that has occurred to date and put an end to the situation as soon as 

possible. 

Q. Does this conclude your testimony? 

A. Yes, it does. 
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Introduction 

Q. Please state your name, position, and business address. 

A. My name is Lee L. Selwyn. I am president of Economics and Technology, Inc., One 

Washington Mall, Boston, Massachusetts 02 108. 

Q. Have you previously submitted testimony in this proceeding? 

A. Yes. On August 8, I submitted prefiled direct testimony on behalf of AT&T 

Communications of the Mountain States, Inc. ("AT&?"') 

Q. What is the purpose of your testimony at this time? 

A. I will respond to certain statements and contentions contained in the reply testimony of 

Qwest witnesses Taylor and KoeNer-Christensen. 

Summary of testimony 

Q. Please summarize the primary aspects of US West's filing that you address in your 

testimony . 
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A. My testimony primarily addresses the rebuttal testimony sponsored by Qwest witnesses 

Taylor, Teitzel, and KoeNer-Christensen. Dr. Taylor challenges my conclusion that no 

consequential competition exists in the Arizona local exchange service market. He 

contends that my reliance upon market share is inappropriate, and that the Commission 

should focus upon thefuture prospects for competition rather than on the here and now. 

According to ARMIS Report 43-08 for December 31, 1999, Table 2, US West in Arizona 

served 2,861,742 switched access lines as of that date. In its just-released Local 

Telephone Competition Report as of December 31, 1999, CLECs currently serve only 

125,991 end-user lines in the state.' On that basis, US West's market share expressed in 

terms of access lines, is 95.78%.' In view of Qwest's overwhelming 95.78% share of the 

Arizona local service market, it is of course not at all surprising that Dr. Taylor would 

undertake to dismiss market share as an indicator of market power. Unfortunately for Dr. 

Taylor, his theoretical discussion, which might perhaps be applicable in circumstances 

where more modest market shares are involved, simply cannot overcome the inescapable 

fact that Qwest maintains fortress-level control of the local telecommunications market in 

1. Local Telephone Competition at the New Millennium, FCC Industry Analysis Division, 
August 3 1 ,  2000, at Table 4. Note that the figure for "CLEC End-User Lines" would 
necessarily include lines served by CLECs in non-Qwest .operating areas. Hence, comparing 
this figure with the Qwest-specific end user access lines from ARMIS Report 43-08 would 
likely understate Qwest's actual market share within Qwest's Arizona operating areas. 

2. Market share should be calculated in terms of revenues rather than access lines, as I 
discuss below. However, in this instance, the average monthly rate per end-user access line 
would not be expected to vary significantly as between US West and CLECs; if anything, 
CLEC prices are likely below those of US West because CLECs are "price-takers'' in the 
market and may find themselves required to offer lower prices than US West in order to 
induce customers to switch. In that event, the 95.78% US West share based upon end-user 
access lines likely understates a revenue-based market share. 
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all of its Arizona operating areas, both in the areas proposed for "competitive zone" 

pricing and regulatory flexibility as well as in all other parts of Qwest's service territory. 

The Commission shoulc' not rely upon Dr. Taylor's or other Qwest witnesses' 

speculations as to the future prospects for competition, because these have persistently 

proven to be unfounded. It is now more than four and one-half years since enactment of 

the federal Telecommunications Act of 1996, yet the hoped-for influx of new entrants and 

effective competition has failed to materialize both here in Arizona and nationally. 

Indeed, the FCC has thus far lifted the interLATA services line-of-business restriction, 

pursuant to Section 271 of the Act, in only two (2) states, neither of which are in Qwest's 

service area, and even in those two cases the FCC's finding that the BOCs involved had 

satisfied the Section 27 1 "competitive checklist" was not without considerable 

controversy, controversy that persists even now as competitors in these two states 

continue to encounter difficulties in placing service orders and other transactions with the 

BOC. Qwest (then US West) did not receive FCC approval of its petition for regulatory 

forbearance in the Phoenix and Tucson MSAs, and despite the fact that the FCC had 

provided a clear roadmap for such approval (one that Dr. Taylor himself appears to 

accept), Qwest has yet to refiIe with the FCC or provide the FCC with evidence that it 

has satisfied the new requirements. 

Mr. Teitzel takes issue with several specific points I have raised in my direct testimony. 

He disagrees with my view that services that are incremental to the core service 

"platform" and that have no independent existence (Le., they cannot be provided to 

customers who do not subscribe for the core service) should be classified in the same 
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category as the core service, i.e., as non-competitive. Despite his rhetoric on this subject, 

Mr. Teitzel has offered no evidence that my assessment is incorrect, or that the incre- 

mental services such as call waiting and caller ID confront greater competition than the 

underlying basic exchange access service with which they are associated. Incredibly, Mr. 

Teitzel also disputes my conclusion that the elimination of the one "free" directory 

assistance call allowance and the increase in the directory assistance rate from 59 cents to 

85 cents constitutes an increase in basic residential exchange service rates. In fact, his 

contention that not all residential customers utilize the free call allowance, which in effect 

concedes that at least some do, undercuts his own contention that no rate increase is 

involved. By eliminating the one free DA call and by converting "local" DA into 

"national" DA, Qwest will indisputably realize a net revenue increase. 

. 

Finally, Ms. Koehler-Christensen disputes my analysis demonstrating that ratepayers are 

entitled to a substantial increase in the annual imputation of yellow pages profits, and in 

fact persists in her position that the present $43-million imputation should be eliminated. 

The various theories and contentions offered by Ms. Koehler-Christensen are virtually 

identical to those that she had made before the Washington Utilities and Transportation 

Commission, which soundly rejected each and every one of them. Qwest's directory 

publishing affiliate, DEX, continues to benefit from its affiliation with the local Qwest- 

Arizona operating telephone company, and the telephone company is entitled to a 

substantial increase in the annual imputation based upon the increasing value of the 

services it  furnishes to DEX, as reflected in the extraordinary level of supranormal profit 

that DEX continues to generate from the Arizona yellow pages market. Ms. KoehIer- 
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Christensen's various contentions that DEX confronts extensive competition for its yellow 

pages are simply not supported by any of the evidence that she has offered; indeed, the 

only "competitor" to DEX that she has discussed explicitly has just 300 employees and 

hardly represents any sort of realistic "threat" to DEX's overwhelming dominance of the 

Arizona yellow pages business. The Commission should reject Qwest's effort to extricate 

itself from the imputation requirement, and should instead increase the annual imputation 

level to better reflect the ongoing value of the services that Qwest-Arizona continues to 

provide the DEX, as reflected in DEX's continuing and growing profit levels. 

Qwest's overwhelming 95,78%-plus share of the Arizona local exchange market provides 
compelling and highly relevant evidence of the extent of its monopoly market power. 

Q. Dr. Selwyn, Dr. Taylor has attempted to rebut your position that Qwest is a monopoly 

provider that should remain subject to regulation by this Commission. Have you changed 

your opinion based upon Dr. Taylor's arguments? 

A. No, I have not. 

A. In claiming that Qwest should qualify for pricing flexibility, Dr. Taylor' argues that 

market share is not indicative of a firm's market power. Do you agree? 

A. No, I do not. Dr. Taylor's discussion is, at best, entirely theoretical, and ignores entirely 

the context of the actual local exchange market conditions extant in Arizona. Market 

share information may indeed be of limited importance when the largest firm in a market 
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Q. 

A. 

controls only a moderate fraction of that market, for example, 30% to 40%. Here, 

however, Qwest controls fully 95.78% of the Arizona local exchange service market, a 

level of market dominance that by any objective standard indicates that Qwest, as 

dominant fm, has the ability to exercise substantial market power to control price levels 

and limit competitive entry. And Dr. Taylor’s testimony as to the inapplicability of 

market share data’ does nothing to negate the obvious and indisputable dominance that 

Qwest continues to maintain and to enjoy in Arizona. 

Dr. Taylor suggests that market share, if it is to be measured at all, should be stated in 

terms of revenues or profits rather than access lines. Do you agree? 

Actually I do, and so did the FCC. As I observed in my direct testimony at page 41, in 

the FCC’s decision in the US West petition for forbearance from Fegulation of its high- 

capacity services in the Phoenix MSA,4 the FCC explicitly concluded that calculating 

market shares based upon DS 1 -equivalent channel capacity rather than on the basis of 

relative revenues overstates competitive entry.5 The FCC concluded that revenues, not 

3. Taylor (Qwest), rebuttal at 37-41. 

4. Petition of US West Communications, Inc. for  Forbearance from Regulation as a 
Dominant Carrier in the Phoenix, Arizona MSA (CC Docket No. 98-157), Fifih Report and 
Order and Further Notice of Proposed Rulemaking, FCC 99-206, released August 27, 1999 
(hereinafter, “Pricing Flexibility Order”) at para. 77. 

5. Petition of U S West Communications, Inc. For Forbearance from Regulation as a 
Dominant Carrier in the Phoenix, Arizona MSA, CC Docket No. 98-157 et seq., FCC 99-365, 
Memorandum Opinion and Order Adopted and Released November 22, 1999. (”FCC 
Forbearance Order”) The calculation that US West had proposed in that proceeding treated 

(continued.. .) 
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DS 1-equivalent channels, was the appropriate basis for measuring market share, and 

further concluded on that basis that US West and its Quality Strategies consultant had 

overstated competitor market shares: 
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27. In addition to the general shortcomings of the BOC petitioners‘ market 
share data, we also find that a market analysis based on “DS1 equivalents” fails 
to provide an accurate measure of competition for special access and high 
capacity dedicated transport services. The BOC petitioners use of a “DSI 
equivalent” measure of market share overstates competitive inroads in a market 
by placing a disproportionate emphasis on DS3 circuits. For example, CTSI 
explains that a DS3 channel is equivalent to 28 DSI channels; therefore, if a 
competitive LEC provides one DS3 channel to a customer and Bell Atlantic 
provides 28 DSl channels to 28 different customers, Bell Atlantic claims that i t  
has only 50 percent market share based on capacity. In contrast, CTSI states 
that if a CLEC provides a customer a DS3 channel at $100 per month and Bell 
Atlantic provides its customers with 28 DSl channels at $50 per month per 
channel, then the CLEC’s revenues would be $100 per month and Bell Atlantic’s 
revenues would be $1400 per month. Measured on the basis of revenues, 
therefore, Bell Atlantic’s market share would be 86 percent. Commenters note 
that 28 DSl circuits will produce substantially more revenue and serve far more 
customers than a single DS3 circuit. We therefore reject the BOC petitioners’ 
argument that the “DS 1 equivalent” methodology provides a more accurate 
measure of market share than revenue data. Because one DS3 circuit costs less 
than 28 DSI circuits, even though they provide equal capacity, measuring 
competitors’ market presence on the basis of revenues gives a better indication 
of the extent to which competitors have made significant inroads into the market 
in question.6 

I 29 
30 
31 
32 
33 

34 

5. (...continued) 
each DS3 channel as its equivalent in DS1 channels; for example, a DS3 was treated as the 
equivalent of 28 DSl channels. The FCC determined that this calculation exaggerated actual 
competitive entry because US West’s price for a DS3 channel is only a small percentage of 
the price for the equivalent number of DSl channels. 

6. Id., at para. 27, footnotes omitted. 
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The Commission here should, in particular, take note of the f x t  that, while arguing 

against "channel equivalents" and in favor of ''revenues" as a basis for assessing Qwest's 

market share, Dr. Taylor has not offered any evidence as to the revenue shares currently 

being held by its Arizona competitors. As I have noted, in the FCC Forbearance 

proceeding, the Commission found that market shares based upon physical circuits 

actually overstated the market share when viewed on the basis of revenues. Thus, in 

positing this refinement to a market share analysis, Dr. Taylor is blowing smoke, but 

without anything substantive in the way of actual, quantitative data, to back it up. Dr. 

Taylor asserts that "measuring market share loss in terms of lines may understate the real 

intensity of competition, Le., the real degree of competitive loss."' In fact, as the text 

quoted above confirms, the FCC actually reached precisely the opposite conclusion to 

that asserted by Dr. Taylor, i.e., the FCC found that a market share based upon channels 

13 

14 

15 

16 

17 

18 

19 

20 A. No. The "potential capacity" argument is a key element in the "market contestability" 

21 

(lines) would actudly oversfafe the extent of competition relative to a market shzre 

statistic based upon relative revenues. 

Q. Dr. Taylor also claims that the Commission should Iook to the potential capacity of 

competing firms rather than to current sales as a basis for assessing the extent of 

competitive penetration.* Do you agree? 

I theory that Dr. Taylor espouses. The notion here is that the incumbent LEC's very 

22 7. Taylor (Qwest), rebuttal at 39, emphasis in original. 

23 8. Taylor (Qwest), rebuttal at 40. 
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awareness that its rivals possess the capacity to expand into its market will work to 

constrain the incumbent's exercise of market power. Inasmuch as Qwest persists in 

charging grossly above-cost prices for many of its services, such as vertical features, DSL 

and switched access, the "market contestability" notion fails on its very face. However, 

to the extent that Dr. Taylor's argument has any merit, he is clearly focusing upon the 

wrong measure of capacity: That is, he is referring to competitors' "raw" capacity in the 

ground, rather than the capacity of Qwest to process competitor orders for services to the 

competitors' customers. 

Q. Please explain this last point. 

A. To the extent that "potential" competitor capacity offers any price-constraining pressure 

on the incumbent, it is because the competitors collectively possess relati..eIy high 

"elasticity of supply." Elasticity of supply refers to the ability of, and the rapidity with 

which, competing firms to supply goods and services to the market in response to the 

prices charged or profits earned by the incumbent. A relatively high supply elasticity 

indicates that rival f m s  are able to respond quickly to excessive market prices, and such 

a capability would have the effect of bringing those price levels down to long run 

incremental cost. A low supply elasticity, on the other hand, suggests that competitors 

are not able to respond quickly to satisfy market demand, which permits the incumbent to 

maintain excessive prices, at least in the short run, until such future time as competing 

firms acquire the capacity to supply customers presently served by the incumbent. 
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Significantly, in the instant situation, the incumbent, Qwest, is actually able itself to limit 

the capacity of its rivals to respond rapidly to market demand and thereby to serve the 

market in a way that would compel Qwest to lower its own excessive price levels. 

Does Dr. Taylor appear to agree with you that the supply elasticity reflecting 

competitors' ability to rapidly satisfy market demand is, in fact, quite low? 

Yes. At page 43 of his rebuttal testimony, Dr. Taylor explicitly concedes that 

"[nlaturally, it takes considerable time and effort on the part of those entrants to bring 

about significant erosion in the market share of the incumbent firm." 

How is that possible? 

Most of the "competition" in the local market that exists today involves, to varying 

degrees, the resale of services furnished by Qwest. Total service resale (TSR), pursuant 

to Section 251(c)(4) of the federal Telecommunications Act of 1996 and the provision of 

Unbundled Network Elements to CLECs, pursuant to Section 25 l(c)(3), are excellent 

examples. Every time a competitor provides a service to one of its end user customers 

that utilizes Qwest facilities either on a TSR or a UNE basis, Qwest must necessarily be 

involved in facilitating and processing the transaction. Even where the competitor is 

wholly or partially facilities-based, Qwest will typically be involved in the physical 

cutover, except where the customer is not transferring his service from Qwest to a CLEC 

but is ordering entirely new service from the facilities-based CLEC. In the recent 
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Venzon strike, for example, competitor installations came to a virtual standstill 

throughout the 13-state Verizon operating region because Verizon's local telcos ostensibly 

lacked the personnel to perform the transactions. Qwest has not, in fact, satisfied the 

Section 271 competitive checklist in any of its fourteen states because (among other 

things) it has not demonstrated that it is capable of offering seamless processing of 

competitor orders, as expressly required by Sections 27 l(c)(2)(B)(i) and (ii). The FCC, 

in its First Interconnection Order in CC Docket 96-98, interpreted Sections 251 and 252 

as expressly requiring that CLECs be able to process service order transactions through 

the incumbent LEC's operations support systems (OSS), and to be provided access to 

those systems on a nondiscriminatory basis vis-a-vis the access arrangements provided by 

the ILEC to i t ~ e l f . ~  Indeed, it was precisely this issue that held up Venzon-New York's 

bid for long distance authority, which was finally awarded, after extensive testing, last 

January. And in fact the post-award experience in New York has confirmed that Verizon 

9. In the Matter of Implementation of the Local Competition Provisions in the 
Telecommunications Act of 1996, CC Docket No. 96-98;'Interconnection between Local 
Exchange Carriers and Commercial Mobile Radio Service Providers, CC Docket No. 95-1 85, 
First Report and Order, FCC 96-325, Adopted: August 1, 1996, Released: August 8, 1996, at 
para. 316. The Commission stated that "to enable new entrants, including small entities, to 
share the economies of scale, scope, and density within the incumbent LECs' networks, we 
conclude that incumbent LECs must provide carriers purchasing access to unbundled network 
elements with the pre-ordering, ordering, provisioning, maintenance and repair, and billing 
functions of the incumbent LECs operations support systems. Moreover, the incumbent must 
provide access to these functions under the same terms and conditions that they provide these 
services to themselves or their customers. ..." 
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does not yet actually possess the capacity to process "market quantity" orders." Qwest- 

Arizona is well behind Verizon-New York in satisfying Section 271. 

The key point here is that what matters insofar as capacity is concerned is the lesser of 

the CLECs' capacity to serve and the ILEC's capacity to process CLEC orders. Even if 

a CLEC is capable of fulfilling 10,000 service orders a week, if the incumbent is capable 

of handling only 500 such orders, then the relevant "capacity," even under Dr. Taylor's 

largely discredited "market contestability" theory, is the smaller figure, Le., 500 orders 

per week in this example. Dr. Taylor, of course, offers no quantitative evidence 

regarding the relevant capacity of his client's competitors to serve customers in the 

Arizona local service market, and certainly fails entirely to demonstrate that in fact the 

presence of whatever competitor capacity may actually exist in Arizona is sufficient to 

actually constrain Qwest's pricing and marketing practices. 

Q. Dr. Taylor contends, at page 42 of his rebuttal testimony, that measures of market power, 

such as the Herfindahl-Hirschman Index ("HHI") are relevant only where mergers or 

10. See, e.g., New York State Public Service Commission, Complaint of MCI Worldcom, 
Znc. against Bell Atlantic-New York concerning Billing Completion Notices, Firm Order 
Commitments, Acknowledgements and Tracking Numbers, filed in 99-C-1529, NYPSC Case 
No. 00-C-0008; Complaint of AT&T Communications of New York, Inc. against Bell Atlantic- 
New York concerning Acknowledgements, Completion Notices and Pre-Order Outages, filed in 
99-C-1529, NYPSC Case No. 00-C-0009, Order Directing Improvements to Wholesale 
Service Perj4ormance, Issued and Effective February 11, 2000; FCC, In the Matter of Bell 
Atlantic-New York Authorization Under Section 271 of the Communications Act to Provide In- 
Region, ZnterLATA Service in the State oflvew York, File No. EB-00-IH-0085, Acct. No. 
X32080004, Order and Consent Decree, Released March 9, 2000. See also "New York PSC 
Tells Bell Atlantic to Report OSS Results Daily," Telecommunications Reports, February 21, 
2000. 
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acquisitions involving two or more firms in the same market are taking place. Do you 

agree? 

I certainly agree that the HHI provides highly relevant information where a regulatory 

agency andor the United States Department of Justice are evaluating the efficacy of a 

proposed merger or acquisition. However, the HHI is also highly relevant in providing a 

quantitative measure of market power when considering ILEC contentions that its market 

has become "competitive." Dr. Taylor correctly notes that the Department of Justice 

considers the extent of the increase in the HHI that would result from the merger or 

acquisition, but then attempts to imply that this is the only use to which the HHI can be 

put. That is obviously not true. 

What is the HHI for Qwest in Arizona? 

The HHI is calculated as the sum of the squared market share percentages for each firm 

in the market. Dr. Taylor notes that HHI values as high as 1,800 "trigger no alarms from 

an antitrust perspective."" With a market share of 95.78% in Arizona, Qwest's HHI in 

this state is a whopping 9,174 out of a possible 10,000. While the selection of 1,800 as 

the upper limit of the HHI before any antitrust concerns are invoked may, as Dr. Taylor 

claims, be "arbitrary,"'2 there can be no question but that an HHI of 9,174 is so far 

21 11. Taylor (Qwest), rebuttal at 42. 

22 12. id. 
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in the HHI, and that in the instant situation Qwest's HHI is decreasing. Does such 

asymmetry exist? 

A. Perhaps, but once again Dr. Taylor advances only theoretical arguments that are in no 

sense satisfied by the facts on the ground. As I have previously noted, Dr. Taylor agrees 

that "it takes considerable time and effort on the part of those entrants to bring about 

significant erosion in the market share of the incumbent firm." He goes on to claim that 

it is not necessary for the HHI to fall to the 1,800 range "before the market could be 

declared c~mpetitive."'~ He states that "[tlhe critical test there is not whether the HHI 

has fallen precipitously but, rather, whether the incumbent firm has the ability to exercise 

market power even in the early stages of competition when the HHI is necessarily high. 

Without the ability to exercise market power, a high HHI says nothing about the actual 

and potential state of competition in the market."'4 This argument could be true at a 

theoretical level, but only if the HHI does drop precipitously. For example, in less than a 

year following the break-up of the former Bell System, AT&T's share of the customer 

premises equipment (CPE) market dropped from the high 80% range to well below 

21 13. Id., at 43. 

22 14. Id. 
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50%.15 But in the four-and-one-half years since enactment of the federal 

Telecommunications Act of 1996, ILEC market shares have hardly decreased at all, and 

there is no indication that that situation will change any time soon. Dr. Taylor, in 

speculating as to the rapidity with which he expects price-constraining competition to 

arrive on the scene, he conveniently ignores this history and the inescapable fact that 

Qwest is still far from satisfying the Section 271 requirements that are expressly intended 

tofacilitate competitive entry and development. Even if, in two to three years, Qwest's 

Arizona market share were to drop to only 90% (which would imply a 137% increase in 

competitor market shares relative to that which exists today), the HHI for Qwest in 

Arizona would still exceed 8,100, or some four-and-one-half times the upper limit of 

1,800 that the DoJ utilizes as a trigger for antitrust concerns. And nothing that Dr. 

Taylor has offered in the way of hard facts would suggest that a decrease in Qwest's 

overall Arizona market share to as low as 90% over the next two to three years is even 

remotely possible. 

Q. At page 46 of his rebuttal testimony, Dr. Taylor provides an example of a market 

consisting of one facilities-based carrier with a 40% market share and 30 resellers each 

with a 2% market share. Dr. Taylor contends that the HHI for this market would be 

1,720. Has he correctly calculated the HHI for this hypothetical market? 

A. No, he has not. There are, in fact, two separate "markets" here, one for the provision of 

the underlying services by the sole facilities-based carrier, and the second for the 

23 15. Can we get a cite for this - check with Levinson 
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provision of retail services by the facilities-based carrier and its 30 resellers. The HHI 

for the underlying service market is 10,000, because there is only one firm with market 

share of 100%. The HHI for the retail segment is, as Dr. Taylor has calculated it, 1,720. 

By any stretch of the imagination, the sole facilities-based carrier will have market 

power, and apparently Dr. Taylor agrees with that point. However, what he has 

attempted to accomplish through this highly misleading example is to suggest that a firm 

can still have market power even where the HHI is below 1,800. Obviously his example 

fails because he has misstated the actual HHI for the market for the underlying facilities- 

based service. 

Q. In quantifying Qwest's market share, should the Commission confine itself solely to the 

so-called "competitive zones" that Qwest has proposed, or should it develop and rely 

upon an overall Qwest-Arizona statewide market share figure? 

A. The latter. A major source of Qwest's market power in its so-called "competitive zones" 

stems directly from its virtual monopoly control of the remainder of its Arizona operating 

territory. Even if the Commission were to nominally "remove" the "competitive zones" 

from rate of return regulation, it would still be required to allocate costs as between the 

"competitive zones" and the remainder of Qwest's service areas. Qwest is in a position 

to shift costs out of its "competitive zones" and into the area in which it concedes that no 

consequential competition is present, thereby affording it the ability to effectively cross- 

subsidize the services in furnishes under "competitive" conditions with higher rates and 

revenues from its monopoly areas. The Commission needs to make an overall 
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23 

assessment of the Company’s statewide market share, because confining itself solely to 

the “competitive zones” would provide a misleading understatement of the actual extent 

of Qwest’s market power even in these areas. 

Dr. Taylor challenges your dismissal of collocation as an indicator of the presence of 

competition. Please comment upon his discussion of this issue. 

There is no question but that the presence of collocation in a large percentage of an 

ILEC’s central offices is a necessary condition for effective competition in the areas in 

which such collocation is occurring. However, it is not in and of itself a sufficient 

condition to prove that competition is present at a level that is sufficient to adequately 

constrain Qwest’s market power. Qwest’s continuing failure to provide seamless and 

nondiscriminatory access to its operations support systems for purposes uf permitted 

CLECs to perfofm preordering, ordering and provisioning of service functions essential 

negates the effects of collocation insofar as it facilitates the CLECs’ ability to gain 

effective access to Qwest’s monopoly network resources. The fact that market 

penetration remains almost unmeasurable even in the central office serving areas in wh 

CLEC collocation is present underscores this point, and undermines Dr. Taylor’s 

argument. 

At pages 50-51 of his rebuttal testimony, Dr. Taylor contends that the FCC has rejected 

the use of market shares as a basis for pricing flexibility, and has instead adopted specific 

triggers that, once satisfied by an ILEC, would be used as a basis for approval of a 
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petition for pricing flexibility. Has Dr. Taylor correctly described the FCC's actions in 

this regard? 

No, and in fact his discussion appears to be deliberately misleading. Dr. Taylor states, at 

page 51, that "in first undertaking reform of interstate switched access charges, the FCC 

adopted a market-based, rather than an overtly-regulatory, approach."'6 His source for 

this statement is given in footnote 36, the FCC Access Charge Reform First Report and 

Order released May 16, 1997. Dr. Taylor provides no specific paragraph citation to 

support his characterization. In fact, nothing in the First Report and Order expressly 

confers any pricing flexibility authority upon any ILEC; at best the Commission 

expressed an intention to pursue this course in the future. 

In the very next sentence on page 51 of Dr. Taylor's rebuttal testimony, immediately 

following the reference to the Access Charge Reform First Report and Order, Dr. Taylor 

goes on to introduce a quotation: "The FCC explained that deference thus:" In fact, the 

FCC order from which the quoted language was extracted was not the Access Charge 

Reform First Report and Order at all, but was instead the Fifrh Report and Order released 

August 27, 1999, more than two years later. More importantly, the subject of the text 

reproduced from the Fifth Report and Order was pricing flexibility for special access and 

dedicated transport, distinctly not switched access. In fact, the FCC adopted far more 

stringent requirements for switched access than for special access and dedicated transport. 

22 16. Id., at 51, emphasis supplied. 
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At paragraph 108 of the Fifth Report and Order, relating to "Phase I Triggers for Other 

Switched Access Services," the FCC stated: 

108. We cor,,lude that an incumbent price cap LEC should be allowed 
Phase I pricing flexibility for common line and traffic-sensitive services, and the 
traffic-sensitive components of tandem-switched transport service, when it 
demonstrates that competitors, in aggregate, o fer  service over their own facilities 
to at least 15 percent of incumbent LEC customer locations in the MSA.'' 

And lest there be any doubt as to the fact that the FCC drew a bright line between 

switched and special access, one need look only as far as the very next two paragraphs in 

the same Fifth Report and Order, paragraphs 109 and 110: 

109. We conclude above that Phase I relief for a particular service is 
warranted when an incumbent LEC demonstrates that competitors have made 
irreversible investment in facilities used to compete with the incumbent LEC in 
the provision of that service. For special access and dedicated transport services, 
we adopt a trigger based on collocation by competitors because competitors 
historically have collocated in incumbent LEC wire centers in order to provide 
transport and special access services. Thus collocation furnishes evidence of 
irreversible investment in facilities in part because it indicates Competitive 
transmission facilities terminating at the collocation site. Although we 
acknowledge that some competitors provide these services exclusively over their 
own facilities (total facilities bypass), the extent of such competition is difficult 
to measure. Because collocation traditionally has served as the building block 
for competitive transport services, we conclude that it constitutes a sufficient 
measure of the degree to which competitors have invested in facilities to provide 
these services." 

1 10. Competition for common line and traffic-sensitive services, however, 
is a much more recent phenomenon, and it may not develop in this same 
manner. For this reason, a different approach to granting pricing flexibility for 

17. FCC Pricing Flexibility Order, at para. 108, footnote omitted, emphasis supplied. 

18. Id., footnotes omitted. 
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these services is warranted. For traffic-sensitive and common line services, we 
adopt a Phase I trigger that takes into account competitors that have wholly 
bypassed incumbent LEC facilities, as well as competitors that collocate in 
incumbents’ wire centers so as to provide service over unbundled loops. 

Q. Why is this distinction that the FCC has made as between switched and special access 

important in the context of the present proceeding here in Arizona? 

9 A. 

10 

11 

12 

13 

14 

15 

16 

17 Q. 

18 

19 

20 

21 

22 

23 A. 

24 

Special access is furnished over dedicated facilities to a highly limited number of 

medium and large businesdinstitutionallgovernment customers and interexchange carriers. 

By contrast, switched access is provided over the same common line that is used to 

provide basic local residential and business exchange services. Competition for switched 

access will develop precisely in tandem with competition for basic local exchange 

service, and at the present time there is no consequential competition for basic local 

exchange or switched access service in Arizona. 

Given the fact that Dr. Taylor has extensively cited the FCC’s Fifth Report and Order 

regarding pricing flexibility and the various triggers that, once satisfied, would permit an 

ILEC to attain pricing flexibility authority for special and switched access, as of this date 

has Qwest actually satisfied any of the specific conditions that are enumerated in the 

Fifth Report and Order? 

No. In fact, the FCC soundly rejected US West’s petition for forbearance, and to day 

Qwest has not re-petitioned the FCC for pricing flexibility authority pursuant to the Fifth 
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Report and Order.'' Hence, as of this date there is not even a controversy as to whether 

Qwest has satisfied the Phase I and/or Phase I1 triggers set forth in the Fifth Report and 

Order, since it has not even so much as represented to the FCC that it has. 

Do you agree with Dr. Taylor's view that "[wlhenever the benefits from granting pricing 

flexibility outweigh costs of such a policy," regulation should be relaxed? 

I am not exactly sure what Dr. Taylor meant by this statement, since the "costs of such a 

policy" to which he refers in this sentence relate back to the granting of pricing 

flexibility. I assume that what Dr. Taylor intended to refer to were the costs of continued 

price regulation, not the costs of pricing flexibility. On that basis, it is difficult to 

disagree in principle with his statement, but his view is not supported by the facts. 

Absent actual price-constraining competition in the relevant market together with the 

inability of the incumbent to cross-subsidize those services it  furnishes under such 

competitive conditions with revenues and profits from services that continue to be 

provided under unchallenged monopoly conditions, the risks to consumers and 

competitors of the kind of unfettered pricing flexibility that Dr. Taylor advocates grossly 

exceed any nominal "benefits" that might potentially result from permitting the ILEC to 

raise or lower prices at will. While it may be inconvenient for Qwest to come before this 

Commission with specific tariff changes, that inconvenience to Qwest is easily 

outweighed by the potential risks and costs that Qwest, through exercise of its extensive 

market power, can impose upon consumers and competitors. Accordingly, while I agree 

I 23 19. See McIntyre (Qwest), rebuttal at 15. 
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1 that a costhenefit test is always appropriate when considering any regulatory initiative, 

2 Qwest’s situation as it exists today does not come even remotely close to actually 

3 satisfying such a costbenefit test. 

4 

5 
6 
7 ground.” 
8 

Mr. Teitzei’s contentions as to the presence of competition and the adequacy of 
regulation to protect competitors and consumers is not supported by the “facts on the 

9 Q. At page 47 of his rebuttal testimony, Mr. Teitzel takes issue with your position that 

10 “services and features that have no independent existence and rely on a common 

11 infrastructure should take the regulatory status of the core service.” Please comment on 

12 his testimony in this regard. 

13 

14 A. Mr. Teitzel has conveniently abbreviated my statement on this subject. At page 26 of my 

15 direct testimony, I explained this point as follows: 

16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 

Services and features that are incremental to a monopoly service “platform,” i.e., 
that have no independent existence in that they cannot be provided to a customer 
unless the customer also subscribes to the “platform,” are no more “competitive” 
than the basic platform itself, and thus should take the same regulatory status as 
the “platform” service. Services that have an independent existence but that are 
furnished out of the same common infrastructureh-esource base along with 
monopoly services and which could not as a practical matter be furnished by US 
West without the use of that common infrastructure should also take the 
regulatory status of the core “monopoly” services. 

27 My point here relates to both the demand and supply sides of these “incremental” 

28 services. Qwest cannot sell a service such as call waiting, caller ID or, for that matter, 

29 switched access independently of the dial tone line, which is indisputably a monopoly 
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service at the present time. Hence, there is no basis to consider any such vertical 

features, whether existing or new, as "competitive" because in fact there are no 

competitors who are in a position to provide these services to a Qwest dial tone line 

customer. That Qwest enjoys extensive market power with respect to such services is 

amply demonstrated by the price/cost relationships that presently exist: Most vertical 

features, such as call waiting and caller ID, exhibit incremental costs that are barely 

distinguishable from zero, yet cany prices set at hundreds of times these minuscule costs. 

Such prices could never be sustained if any of these features actually confronted effective 

competition independently of the core platform with which they are inextricably linked. 

Indeed, where the market for the core service is competitive, as is the case with wireless 

(cellular and PCS) services, vertical features such as call waiting, three-way calling, voice 

mail, and caller ID, are all offered free of charge. 

My second point relates to the supply side. Qwest could not produce or provide many of 

its vertical and other services without the core infrastructure from which its basic dial 

tone line services are produced. There is no effective means for "allocating" costs of the 

common infrastructure between core and "incremental" services, because so much of the 

cost base is fixed, i.e., not materially affected by the demand for the "incremental" 

service. For example, Qwest's total operating costs would not be materially impacted if 

its penetration of caller ID were to increase to loo%, because the physical capability and 

capacity to furnish this service to each and every dial tone line served out of digital 

central offices is already in place. It makes no sense whatsoever for an incumbent LEC 

to be permitted to exploit its ratepayer-funded core infrastructure in this manner, and it 
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certainly does not create a "level playing field" for competitors. Even where a particular 

service could have an independent existence separate from the core dial tone line plat- 

form, any competitor would necessarily have to acquire and construct its own facilities to 

furnish that service on a stand-alone basis, whereas Qwest is able to provide the service 

on an incremental basis by "piggy-backing" the service onto its existing plant and 

organizational resources. 

Mr. Teitzel also disagrees with your statement that "Qwest's directory assistance proposal 

'... should be considered as an additional increase in rates for basic residential 

service..."'20 Is his disagreement well-founded? 

No. The basis for Mr. Teitzel's dispute with my statement is that "the majority of 

residential customers do not utilize D.A. service each month, the service is completely 

discretionary and a wide range of competitive alternatives to Qwest's D.A. are available 

to each and every Arizona consumer."" Each and all of these contentions are off-point. 

First, whether any particular customer does or does not utilize D.A. service in a given 

month is immaterial: Basic residential service currently includes one "free" directory 

assistance call each month, with additional calls being charged at the rate of 59 cents 

each. Qwest would eliminate the one-call allowance and increase the per-call rate to 85 

cents for "local" directory assistance calls (by withdrawing "local" directory assistance 

service altogether and merging it with "national" D.A.). For those residential customers 

22 20. Teitzel (Qwest), rebuttal at 48-49. 

23 21. Id., at 49. 
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Related to this is Mr. Teitzel's third contention - that "a wide range of competitive 

alternatives to Qwest's D.A. are available to each and every Arizona consumer" - which 

is also off-point. First, only Qwest's D.A. offering can be accessed by a Qwest dial tone 

line customer by using the highly familiar '41 1' dialing protocol; all other "competing" 

D.A. services require the use of a different dialing sequence. Indeed, while I am not an 
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who do utilize D.A. in a given month, the effect of this proposal would be to increase 

their monthly charge by 85 cents. At the very least, if the one-call allowance is to be 

unbundled, the basic residential rate should be reduced on a revenue-neutral basis to 

reflect this diminution in the scope of the residential service offering. Qwest has made 

no such proposal, so the result will indisputably be a net rate and revenue increase for 

Qwest. 

Mr. Teitzel's second point is that D.A. service is "completely discretionary." I take 

strong issue with this contention. Where a number is listed in the local white or yellow 

pages directory and the customer is simply too lazy to look it up, one could concede that 

the use of D.A. is a discretionary choice being made by the customer. However, where 

the listing is not included in the local directory (because, for example, the service was 

initially installed after the directory went to press) or where the customer does not have a 

copy of a particular directory in which the listing he or she needs appears, the require- 

ment to obtain the desired telephone number from directory assistance is no more 

discretionary than the ultimate call to that number. I do not see Qwest contending that 

local calls are also "discretionary." 
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attorney and thus do not offer a legal opinion, I would nevertheless note that Section 

251(b)(3) of the Telecommunications Act of 1996 imposes upon all local exchange 

carriers (which would clearly include Qwest) 

[tlhe duty to provide dialing parity to competing providers of telephone 
exchange service and telephone toll service, and the duty to permit all such 
providers to have nondiscriminatory access to telephone numbers, operator 
services, directory assistance, and directory listing, with no unreasonable dialing 
delays. 

Section 3(a)(2) provides a definition of "dialing parity" as follows: 

(39) DLALING PARITY- The term 'dialing parity' means that a person that is 
not an affiliate of a local exchange carrier is able to provide telecommunications 
services in such a manner that customers have the ability to route automatically, 
without the use of any access code, their telecommunications to the 
telecommunications services provider of the customer's designation from among 
2 or more telecommunications services providers (including such local exchange 
carrier). 

To the extent that Qwest does not comply with the "dialing parity" requirement of the 

federal legislation, it cannot credibly contend that viable "competitors" to its 41 1-based 

"national D.A." service are actually present. Certainly there can be no dispute that any 

such "alternative" providers of local or national D.A. are in no sense provided with any 

sort of "level playing field" when their services cannot be accessed by means of '41 1'. 

Mr. Teitzel's contentions to the contrary are without merit, and should be ignored by the 

Commission. 

28 

26 

ECONOMICS A N D  
TECHNOLOGY,  INC 



AZ CC Docket T-01051B-99-0105 LEE L. SELWYN 

1 Q. 
2 

3 

4 A. 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 Q. 

19 

20 

21 A. 

22 

Mr. Teitzel disagrees with your view that resale and UNEs do not constitute "viable 

forms of competition."22 Please comment on his response. 

Both Mr. Teitzel here, and as I have previously observed, Dr. Taylor as well, conven- 

iently ignore the inescapable fact that the market for local telecommunications services 

must necessarily be analyzed and addressed as separate "wholesale" and "retail" 

segments. The presence of non-facilities-based competitors who utilize total service 

resale or UNEs to furnish local services to their customers constitutes competition at the 

retail level, but distinctly not at the wholesale level, since the underlying service and 

facilities continue to be provided by Qwest. Returning to Dr. Taylor's example of a 

market consisting of one facilities-based carrier with 40% of the retail market and 30 

non-facilities-based resellers each with 2% of the retail market, in the real world case of 

Qwest, its wholesale HHI is precipitously close to the theoretical maximum value of 

10,000, even if its reruil HHI is slightly less. The point is that Qwest continues to 

exercise extreme market power even in geographic areas where non-facilities-based retail 

competition is present. 

But what about the argument that since wholesale rates will continue to be regulated, 

Qwest cannot exercise market power over its wholesale services? 

There is no question but that continued regulation of Qwest's wholesale services is 

essential for any meaningful competition at the retail level to develop and be sustainable. 

23 22. Teitzel (Qwest), rebuttal at 42. 
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However, Qwest retains strong incentives to shift as many joint costs as possible from its 

retail to its wholesale operations and to attempt to set wholesale rates (even if regulated) 

at levels that include disproportionate allocations of such costs. Moreover, competitors 

are not adequately protected by any "imputation" requirement, because the Commission 

will have no ability to assess the costs of Qwest's (effectively deregulated) retail 

operations, which must necessarily be added to the imputed cost of wholesale services to 

prevent an anticompetitive price squeeze from being perpetrated upon competitors. In 

addition, Qwest's retail operations will benefit from a wide range of non-tariffed 

corporate services and resources that are not even available to competitors, and for which 

no adequate "imputation test" can realistically be established and enforced. Both Dr. 

Taylor and Mr. Teitzel speak to and, in Dr. Taylor's case, cite to the FCC's detennin- 

ations as to the difficulty in maintaining detailed regulatory oversight as a general matter, 

yet such oversight will be essential if regulation is to be relied upon to protect compe- 

titors and consumers from anticompetitive pricing and cross-subsidization. Their rhetoric 

aside, none of Qwest's witnesses have provided any basis for the Commission to 

conclude that it will have the capability to provide for this level of regulation in the event 

that Qwest's "competitive" retail services are afforded price-deregulation. 
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The Qwest/DEX Arizona yellow pages directory business is a regulatory asset of Qwest- 
Arizona, and ratepayers are entitled to all of the profits generated therefrom. 

Q. Dr. Selwyn, Ms. Koehler-Christensen takes issue with your direct testimony regarding the 

imputation of yellow pages profits into Qwest-Arizona’s revenue requirement. Have you 

reviewed her rebuttal testimony? 

A. Yes, I have. 

Q. Do any of her positions have validity in the context of this proceeding? 

A. No, they do not. Ms. Koehler-Christensen contends, among other things, that ratepayers 

have been compensated for the transfer of the then-Mountain Bell yellow pages directory 

business to DEX in 1984, that DEX faces competition from seven other directory 

publishers in Arizona, and that DEX’s extraordinary level of profitability is irrelevant to 

the Commission’s determination as to the imputation issue. She is wrong with respect to 

each and all of these issues. 

Q. Have Arizona ratepayers been compensated for the transfer of the yellow pages business 

from Mountain BellAJS West to DEX? 

A. No. No such transfer ever took place, as most recently confirmed by the decision issued 

by the Washington Utilities and Transportation Commission (WUTC) to which 1 referred 

in my direct testimony. Attachment 1 is a copy of that decision, which I am providing 
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for the Commission's convenience in reviewing its content. In that ruling, the WUTC 

determined that no actual transfer took place, that in effect Pacific Northwest Bell had 

"outsourced" or "leased" the directory publishing business to its directory publishing 

affiliate, but that no permanent "sale" of the yellow pages business had occurred, and that 

no payment reflecting the going business value of the (Washington) yellow pages 

business had been made.23 The Commission concluded that the ongoing imputation 

amounts recorded on US West-Washington's books reflected the outsourcing 

arrangement, and in no sense represented installment payments against some unspecified 

purchase price.24 The conditions associated with the assignment of the directory 

publishing function to DEX in Arizona were substantially the same as that which existed 

in Washington State. Ms. Koehler-Christensen contends that "Arizona ratepayers have 

had their rates reduced by more than $700-milli0n"~~ and that this constitutes full 

"compensation for the transfer" of the yellow pages business to DEX. It is worth noting 

that Ms. Koehler-Christensen made exactly the same argument in her testimony before 

the Washington Commission, which soundly rejected it.26 

Q. What about Ms. Koehler-Christensen's claim that DEX faces real competition in Arizona 

from other directory publishers - is her contention supported by facts? 

23. WUTC Order, at para. 154. 

24. Id., at para. 181. 

25. Koehler-Christensen (Qwest), rebuttal at 14. 

26. Id. 
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A. Hardly. Ms. Koehler-Christensen contends that I have not "provid[ed] evidence to 

support [my] claims" as to the lack of competition for yellow pages directories in 

Arizona. In fact, there is significant evidence regarding the lack of competition for 

yellow pages directories as presented in my testimony. In contrast; Ms. Koehler- 

Chistensen has failed to provide any support for her contentions that such competition is 

actually present. 

Q. Doesn't Ms. Koehler-Christensen state that "there are at least seven other directory 

publishers that compete with DEX in Arizona"? 

A. She does, but then only names one of them, and in fact she even got that company's 

name wrong. She described a "Phone Directory Company" as a "large independent 

publisher that publishes directories in eleven states and a number of Canadian provinces 

and terri torie~."~~ She provided no quantitative data as to this one company's size, 

revenues, or profits. 

Q. Did you undertake to obtain any additional information about this "Phone Directory 

Company?" 

A. Yes. I was unable to find any web site or listing for a "Phone Directory Company" on 

the Internet. I then requested that calls be placed to Qwest directory assistance in 

Arizona, Colorado, Minnesota and Washington State to obtain a telephone number for 

27. Id., at 17. 
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this firm; the only listing was in Seattle, and repeated calls to that number resulted only 

in "no answer" 

Upon further investigation, I did find a "Phone Directories Company" web site and was 

able to obtain some information about the company. According to its web site, Phone 

Directories Company currently has 300 employees and publishes directories with a total 

circulation of 3.0 million in twelve states and in Canada. See Attachment 2. Other 

information I obtained from the Yellow Pages Publishers Association web site indicated 

that PDC's Arizona directories have a combined circulation of only 555,200 (DEX 

directory circulation throughout Arizona is nearly four million), and those circulation 

figures appear not to have been audited by any independent circulation auditing 

organization.2s PDC does not publish any directories for the major Arizona markets of 

Phoenix and Tucson, and in the few small cities and towns in which PDC and DEX both 

appear to publish directories, PDC's circulation as reported is decidedly less than DEX's. 

See Attachment 3. As I noted, PDC currently has all of 300 employees, presumably 

spread across the twelve states and Canada (either physically and/or with respect to their 

responsibilities), and provides only "approximate," and probably unaudited, circulation 

figures that in any event suggest that PDC's circulation in Arizona is only about one- 

eighth that of DEX. For Ms. Koehler-Christensen to seriously suggest that Phone 

28. Although I have not been able to determine whether PDC's provides audited 
circulation figures, data obtained from its web site provide only "round" numbers like 51,500 
for Flagstaff vs. DEX's circulation for Flagstaff of 126.848. Moreover, PDC itself describes 
its circulation figures as "approximate" (see Attachment 4 to my testimony). 
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Directories Company is in any sense a "large independent publisher" that is even 

remotely comparable to DEX is nothing short of laughable. 

Have you been able to obtain any financial information about Phone Directories 

Company? 

No. The firm does not appear to be publicly traded and does not file a 10-K with the 

SEC. 

What about the other six f m s  that Ms. Koehler-Christensen claims compete in the 

Arizona yellow pages market? 

She did not identify any of them in her testimony (although they are listed in her 

Exhibit). The Yellow Pages Publishers Association web site29 is, however, a source of 

some of this information. Phone Directories Company, the one firm that Ms. Koehler- 

Christensen did address specifically in her testimony, is actually the second largest of 

these so-called "competitors" to DEX in Arizona, with directories that have a combined 

circulation of "approximately" 555,200. National Directory Company seems to be 

slightly larger in Arizona, with a claimed (but probably unaudited) circulation of 625,000. 

By contrast, the circulation of DEX's Arizona yellow page directories is 3,977,582; 

hence, the competitive impact of the other ten firms listed on the Yellow Pages 

Publishers Association web site is surely inconsequential by any objective standard. A 

23 29. www.yppa.org 
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total of nine other directory publishers (besides PDC and DEX) are identified on the 

Yellow Pages Publishers Association web site, and all but one of these are smaller than 

PDC. I have included the Arizona information from the Yellow Pages Publishers 

Association web site as Attachment 3 to my surrebuttal testimony. Incidentally, the data 

reported by the Yellow Pages Publisher Association does not track the data on Ms. 

Koehler-Christensen's Exhibit A Koehier-Christensen- 1, and it appears that Ms. Koehler- 

Christensen's Exhibit overstates the actual extent of yellow pages competition, at least as 

reported by the Yellow Pages Publishers Association. 

Attachment 4 to my surrebuttal testimony contains information provided to me by PDC 

with respect to each of its Arizona directories. As can be seen, these cover largely rural 

communities and certain individual communities on the periphery of the Phoenix metro. 

Q. 

The key point here is that all that Ms. Koehler-Christensen has done is to idenrib alleged 

competitors while providing absolutely no information as to the actual extent to which 

they represent substantive competition to DEX in Arizona. Her characterizations and 

information as to the competitiveness of this market would not even satisfy the 

extraordinarily loose standards set forth by Dr. Taylor for determining that competition is 

present . 

Ms. Koehler-Chnstensen is also asked "about [your] claim that DEX's earnings indicate 

that there is no effective competition." Are you satisfied with her response? 
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A. No, and in fact, Ms. Koehler-Christensen did not even answer the question that is 

propounded to her in her prefiled rebuttal testimony. My point was that the extraordinary 

rate of return that DEX has realized from its Arizona (and other) operations is 

inconsistent with what one would expect to find in a competitive market. If there were 

actual rivals in the market, the advertising rates would have been bid down toward cost, 

and the ROI would have decreased to "competitive levels." I estimated DEX's rate of 

return to be at least 90.5% based upon public (non-proprietary) data derived from the US 

West 1999 Annual Report, and significantly more based upon proprietary data. In its 

Order approving the split of US West and Mediaone, the Commission found that, for 

1977, DEX's return on equity was given as 206.5%.30 Profit levels of even the 90.5% 

magnitude, let alone the higher figures, are entirely inconsistent with competitive market 

conditions, and could never be sustained if actual competition were present in the 

Arizona yellow pages market. 

Ms. Koehler-Christensen responded to this question by asserting that "[tlhe Arizona Court 

of Appeals has already determined that the profits of DEX are not an appropriate basis 

for an imputation ..." The veracity and validity of that legal opinion requires a legal 

response; my point was simply that supranormal profits are consistent with monopoly and 

inconsistent with competition, a point to which Ms. Koehler-Christensen does not 

respond. 

30. In the Matter of the Notice of US West, Inc. and US West Communications, Inc. 
Concerning Restructuring of Holding Company, Arizona Corporation Commission Docket No. 
T-01051B-98-0104, Decision No. 61075 issued August 10, 1998, at 3, para. 7. 
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I would note, however, that not everyone shares Ms. Koehler-Christensen's legal opinion. 

In his dissenting opinion to the Commission's decision in the US WestMediaOne split 

proceeding, then-Commissioner Renz Jennings stated: 

In 1996, Judge Noel Fidel said that the 1988 yellow pages imputation agreement 
between US West and the Commission entitles the Commission to adjust the "43 
million imputation either upward or downward as the evidence of fees and 
services supports." (US West v. ACC, 2/2/96, 185 Ariz. 277) Even US West 
has said that yellow pages' revenues and profits have increased significantly 
since 1988. ... 

The decision that Commissioner Jennings cited was, of course, the "Arizona Court of 

Appeals" ruling to which Ms. Koehler-Christensen refers and which she claims precludes 

the Commission from adjusting the imputation amount. In fact, a more careful reading of 

that decision belies her contention: 

US West argues that the quoted language sets a $ 43 million cap on  imputed 
income because only downward adjustments are mentioned. We reject this 
interpretation. The agreement merely indicates one particular factor - 
Mountain Bell's negotiation of a lesser amount with USWD - that will not 
suffice alone to warrant a downward adjustment; it singles out no factors that 
will not suffice alone to "arrant an upward adjustment. The apparent purpose 
of the disputed provision is to preclude U.S. West and USWD from assigning an 
artificial value to fees and services and thereby preempting the Commission's 
independent assessment. The agreement authorizes the Commission staff to 
"present evidence in support of or in contradiction to" whatever value U.S. West 
and USWD might assign to fees and services, and it entitles the Commission to 
adjust the presumptive $ 43 million imputation either upward or downward as 
the evidence of fees and services supports.31 

31. US West Communications, Inc. v. Arizona Corp. Comm'n, 185 Ar iz .  277, 281, 915 
P.2d 1232, 1236 (1996). 

36 
9 

ECONOMICS AND 
TECHNOLOGY, INC. 



AZ CC Docket T-01051B-99-0105 LEE L. SELWYN 

1 Q. But in that case the Court expressly rejected the notion of treating DEX's "assets as if 

2 they were still a part of the regulated How does that square with your 

3 recommendation that all of DEX's profits attributable to Arizona be imputed to the 

4 Qwest-Arizona revenue requirement? 

5 

6 A. The $43-million grossly understates the value of the "fees and services" that Qwest- 

7 Arizona provides to DEX, as evidenced by the extraordinary and unique level of profits 

8 that DEX has been able to generate from its Arizona directories. The Washington 

9 Commission recognized this ongoing value of the affiliation and of the services that the 

10 operating telephone company provides to DEX, for example: 

11 

12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 

23 

Finally, some of Mr. Johnson's testimony relating to trademarks is not credible. 
We find no indication that the logo of U S WEST Communications, Inc., 
connotes in the popular view an entirely different company from that connoted 
by any other U S WEST corporate family logo. We find it not credible that 
consumers see the U S WEST Communications logo, with its stylized U S 
WEST lettering, see the identical U S WEST lettering with the name "Dex," and 
view them as totally distinct and unrelated companies as opposed to related 
products under a single umbrella. In any event, the substitution of the U S 
WEST logo for that of PNB was a choice made by U S WEST, Inc. and PNB 
and should not be used to justify the evaporation of any publishing rights or 
financial benefits previously held by PNB.33 

24 32. Id. 

25 33. Id., at para. 151, pp. 39-40. 
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In fact, both the US West and DEX logos are prominently displayed on the front covers 

of several of Qwest's Arizona yellow pages directories (see Attachment 5, which 

reproduces Qwest's response to ACC Staff request UTI-43-011)' and I have no reason to 

believe that the same is not also the case for every other DEX directory in Arizona. 

DEX clearly continues to receive enormous value from its affiliation with the telephone 

company and continues to exploit that relationship in presenting itself as 'the directory 

experts." Indeed if, as Ms. Koehler-Christensen contends, the Arizona yellow pages 

market is competitive, the only explanation for the extraordinary level of profit that DEX 

continues to amass and that continues to increase year-in and year-out is its affiliation 

with the monopoly local telephone utility. 

The Court of Appeals ruling that Ms. Koehler-Christensen cited and that I have discussed 

above in no sense precludes the Commission from finding that the value of the services 

being furnished by Qwest-Arizona to DEX has in fact increased, and accordingly making 

an appropriate upward adjustment in the annual imputation amount. And, while the 

Commission may perhaps find that the ongoing value of the affiliation and of the services 

that DEX receives from Qwest-Arizona are less than the entire DEX profit attributable to 

Arizona (although I continue to believe that the full amount of DEX's profits most 

accurately represents the value of those services), there can be no question but that the 

value of the fees and services furnished by Qwest-Arizona to DEX grossly exceeds the 

nominal $43-million amount that was established way back in 1988. 
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1 

2 

Q. Does Ms. Koehler-Christensen offer any specific rebuttal to your calculation of DEX's 

overall profitability, the portion attributable to Arizona, or the fair market value of DEX? 

3 

I 4 

5 

6 

A. No, she does not. In her summary, she states that I have "excluded a large portion of 

DEX's expenses in its calculation of DEX's profits and [have] compounded this error by 

multiplying pre-tax net revenues by a gross revenue conversion factor,"34 but provides 

7 

8 

9 

10 

1 1  

12 

13 further details). 

nothing more specific in the body of her testimony. The revenues, expenses and profits 

that I reported were contained in the Company's response to UTI-47-013, Confidential 

Attachment A. Ms. Koehler-Christensen has not offered any specific corrections to the 

figures I have presented, nor has the Company revised or modified its response to UTI- 

47-013. Finally, there is no obvious reason why the Arizona conversion factor would 

differ as between pre-tax and after-tax income, as her testimony implies (but provides no 

14 

15 Q. Does this conclude your surrebuttal testimony at this time? 

16 

17 A. Yes, it does. 

18 34. Koehler-Christensen (Qwest), rebuttal at i-ii. 
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BEFORE THE WASHINGTON UTILITIES AND TRANSPORTATION 
COMMISSION 

In Re the Petition of ) DOCKET NO. UT-980948 
) 
1 FOURTEENTH 

) 

) 

U S WEST COMMUNICATIONS, INC.," ) SUPPLEMENTAL ORDER; 

for an Accounting Order ) ORDER DENYING PETITION 
.................................... 

Synopsis 

I In this order, the Commission addresses a request by U S WEST Communications, 
Inc., (USWC) for an accounting order ending the Commission's practice of imputing 
to USWC, for ratemaking purposes, certain "excess" income earned by an affiliate in 
publishing directories of USWC subscribers and associated "Yellow Pages" 
commercial classified directory listings. The Commission denies US WC's request 
for an accounting order ending imputation. The Commission rules that, U S WEST 
Comm. Inc. v. Wash. Util. & Transp. Comm., 134 Wn2d 74, 949 P.2d 1337 (19971, 
does not require the end of imputation, that USWC has not shown the factual or legal 
existence of a permanent transfer of the publishing function, and that USWC has not 
shown a valid factual or legal reason to  terminate imputation. 

*The Commission notes that since this matter was presented, U S WEST has merged 
with Qwest Communications International, Inc. pursuant to the Commission's authorization 
in Docket No. UT-991358. Although the company is now authorized to use the name Qwest 
Corporation, we continue to use the names under which the matter was filed and presented. 
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I. SUMMARY' 

A. Procedural Summary 

2 Hearing. This matter came on regularly before the Commission on July 26 
through 30, 1999, and August 26, 1999, at Olympia, Washington before Chairwoman 
Marilyn Showalter, Commissioners Richard Hemstad and William R. Gillis, and 
Administrative Law Judges Lawrence Berg and C. Robert Wallis upon due and 
proper notice to all interested persons. 

3 Appearances. Petitioner, U S WEST Communications, Inc. (also called the 
Company, USWC or U S WEST in this order) appeared by Lisa Anderl and 
Douglas N. Owens, attorneys, Seattle. The Commission Staff appeared by 
Gregory N. Trautman, assistant attorney general, Olympia. Public Counsel appeared 
by Simon fftch, assistant attorney general, Seattle. Intervenor Telecommunications 
Ratepayers Association for Cost-based and Equitable Rates (TRACER) appeared by 
Arthur A. Butler, attorney, Seattle. Intervenor American Association of Retired 
Persons (AARP) appeared by Ronald N. Roseman, attorney, Seattle. 

4 Nature of the Proceeding. In this matter, U S WEST has asked the Commission for 
an order formally terminating an accounting practice that the Commission uses in 
calculating the proper rates USWC may charge its customers for regulated services. 
In that practice, the Commission attributes or "imputes" to the revenues of USWC (a 
subsidiary of U S WEST, Inc. or USWI) a sum that is related to the income that is 
actually earned from Yellow Pages publication by U S WEST Dex, another USWI 
subsidiary. 

5 Commission decision. The Commission denies U S WEST'S request, holding that 
the Cornmission is not required to approve the request by virtue of a Supreme Court 
decision,2 and that the issues presented here have never been litigated; that the 
Commission has never approved the disposition of a valuable asset to an affiliate by 
means of an arrangement between the companies; and that the Commission retains 
continuing jurisdiction pending regulatory action at USWC's request. 

B. Summary of Issues 

The purpose of this discussion is to provide a summary for tt, . reader. Each of the 1 

elements summarized in this section is addressed at greater length elsewhere in the order, 
and it is the later discussion that includes our findings, conclusions, and reasoning in support 
of the Commission decision. 

U S WEST Comm. Irc. v. Wash. Util. & Tramp. Comm., 134 Wn2d 74,949 P.2d 1337 2 

(1 997). 
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6 The issues in this proceeding are whether the Commission must or should end the ~ 

practice of attributing - "imputing" - to U S WEST Communications, Inc., a portion 
of the earnings of its affiliate U S WEST Dex from publication of the U S WEST 
classified business telephone listings known as the "Yellow Pages." The value of 
imputation (i.e., the value of Yellow Pages operations to the local exchange company) 
is significant. It was fixed at $50,934,378 per year at last calculation, in 1995, in 
Docket No. UT-950200. 

7 

8 

The events giving rise to this litigation began late in 1983, as the divestiture from 
AT&T of its local exchange company business was being implemented. The local 
exchange company business was placed with seven newly created Regional Bell 
Operating Companies (the RI3OCs or "Baby Bells"). Federal Judge Harold Greene, 
who oversaw the divestiture, decided that Yellow Pages businesses should remain 
with the regional operating companies to maintain their contribution to local company 
earnings3 

In late December 1983, Pacific Northwest Bell (PNB)4 asked the Commission for 
authority to transfer certain specified assets to Landmark Publishing Co. in exchange 
for a .21 share of Landmark stock.' The application disclosed that PNB would not 
keep the partial share Landmark offered in exchange for the assets but would transfer 
it immediately to U S WEST. The shifting of assets among affiliated companies was 
thus without compensation to the local exchange company. 

9 The application also sought approval for an intercompany arrangement between the 
two subsidiaries in which PNB authorized Landmark to publish telephone directories 
for PNB in exchange for what the application described as a guaranteed stream of 
payments to the local exchange company. 

10 In the last days of December 1983, the Commission approved the 
January 1, 1984 transfer of the specified assets and the change in publication 
arrangements. Under the state's affiliated interest statute, however, the Commission 
reserved a ruling on the financial consequences for ratemaking purposes. The 

United States v. American Telephone and Telegraph Co., el al., 552 F. Supp. 13 1 (1 982) 

PNB, a local operating company that had been a wholly owned subsidiary of AT&T, was 
becoming a subsidiary of regional Bell operating company U S WEST. PNB eventually 
merged with Northwestern Bell and Mountain States Telephone companies to become U S 
WEST Communications, Inc. For purposes of this Order, the terms PNB and USWC are 
interchangeable terms refemng to the Washington State operating company. 

3 

4 

Landmark, like PNB a U S WEST subsidiary, was the parent of U S WEST Direct, which 5 

later became U S WEST Dex. For purposes of this order, the three names are 
interchangeable. 
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Commission also approved the publishing agreements. PNB agreed, five years later, 
without compensation, to the termination of the "guaranteed" payments, and USWC 
now contends that the entire directory business was transferred to Landmark with the 
transfer of physical assets in 1984. 

I1 PNB twice voluntarily agreed to imputation of yellow pages earnings. First, in 1989 
it agreed to imputation on a temporary basis in settlement of an overearnings 
complaint and establishment of an Alternative Form of Regulation (MOR). Later, 
also in 1989, it  agreed to imputation in resolution of the merger of PNB, Mountain 
Bell and Northwestern Bell into the present local exchange company, U S WEST 
Communications, Inc.6 

12 Despite the continuing imputation ordered in the merger docket, which the Company 
did not appeal, the Company challenged the Commission's authority to use 
imputation on some eighteen separate grounds in a major general rate case, which it 
filed in 1995, Commission Docket UT-950200. The Commission rejected the 
challenge in an order that was affirmed in all regards by the Superior Court and, on 
review, by the Washington State Supreme Court. 

13 That brief history brings us to the matter before us. On the issue of whether the end 
of imputation is mandated, as U S WEST contends, the parties present the 
Commission with a single basic choice. 

14 U S WEST bases its presentation upon its contention that the Washington State 
Supreme Court ruled that the transaction leading to imputation was a complete 
transfer of the business effective on January 1, 1984, and that imputation must end 
when the value of the imputation reaches the value of the business at the time of that 
transaction. The Company and its witnesses offer views of significant events and 
decisions that are consistent with their contentions arguing that the Commission must 
end imputation under the terms of the Supreme Court decision. 

15 Commission Staff, Public Counsel, and intervenors.respond that the Supreme Court 
decision did not need to, and did not, address the precise nature or timing of the 
transaction giving rise to imputation, and that contemporaneous features and 
descriptions of the transaction are inconsistent with the Company's view. They argue 
that the Commission need not and should not end the imputation of Yellow Pages 
revenue. 

16 The Commission rejects the Company's view. A reading of the entire Supreme Court 

The Company entered a settlement agreement in  the merger proceeding, agreeing to 
imputation for a five-year period. The Commission refused to approve the merger unless the 
five-year limitation were removed. The Company accepted that provision. 
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decision, an examination of the issues that it resolved, and attention to its holding 
compel us to conclude that the Court did not rule as the Company contends and that 
the decision does not require us to end imputation. USWC's principal contentions 
about the meaning of the decision appear to be inconsistent with the Court's holding 
and with specific language in the decision. 

17 Looking next at the record in this docket and at prior administrative and judicial 
decisions, the Commission decides that the evidence proves that USWC's first 
proposition - that a permanent transfer of the entire business was completed on 
January 1, 1984 - is incorrect. USWC's second proposition - that a valuation must 
occur on January 1, 1984, or any other date found to be the date on which the 
transaction was completed - fails when the Company's first proposition fails. The 
Company's arguments also fail to consider the nature of the transaction as one among 
affiliates and fail to consider the Commission's authority and responsibilities under 
the affiliated interest  statute^.^ 
Finally, we find no credible evidence in the record of facts supporting the Company's 
contention that present circumstances render imputation improper or inconsistent with 
the public interest. 

I8 

19 W e  hold that the Yellow Pages publishing activity has not been transferred 

The Fifteenth Supplemental Order in Docket UT-950200 found the affiliated transaction 
imprudent. U S  WEST Comm., Inc. v. Wash. Util. & Transp. Comm'n, Docket No. 
UT-950200, 169 PUR4th 417,442-48 (April 11, 1996). While we do not base our decision 
on that rationale, because it is unnecessary, the following Company actions raise serious 
questions about the prudence of management under its theory of their case: agreeing to the 
transfer of the lucrative Yellow Pages activity to an affiliate without compensation and, 
insofar as this record shows, totally without documentation; and agreeing to the termination 
of payments for publishing rights without compensation. Although the decision does not use 
the terms "prudence" or "imputation," the U. S. Supreme Court found improper an analogous 
transfer without compensation to an affiliate during the 1920s, and approved imputation as a 
remedy to protect ratepayers without reference to any affiliated interest statute. United Fuel 
Gas Co. v. Railroad Comm. Of Kentucky, 278 US 300,73 L.Ed. 390,49 S.Ct. 150 (1929), 
affirming United Fuel Gas Co. v. Railroad Comm. Of Kentucky, 14 F.2d 209(D.W.Va., 
1926); United Fuel Gas Co. v. Railroad Comm. Of Kentucky, 278 U.S. 322,73 L.Ed. 390,49 
S.Ct. 150 (1929), affirming City of Charleston v. Public Service Commission, 95 W-Va. 91, 
126 (1923), in which the state court said, "[T)he commission had the right to wholly 
disregard the [transaction] and in determining the question of rates to be allowed . . . to treat 
the matter as if [the regulated company retained the assets]." Permanent placement in an 
affiliate does not demand treatment as a sale. United Fuel Gas Co. cases, supra. The 
Commission has ordered imputation in such situations. WUTC v. Continental Telephone 
Company of the Northwest, Inc., Cause No. U-82-41, Second Supp. Order, (August 12, 
1983), WUTC v. General Telephone Company of the Northwest, Inc., (Cause No. U-84-18, 
Second Supp. Order, (January 15, 1985). Approval of a permanent transfer thus does not 
make treatment as a sale, and amortization, a legally necessary result. 

7 
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permanently to USWC's affiliate for regulatory purposes. We hold that the 
Commission may properly order continuing imputation under the facts and 
circumstances shown on this record. The Commission's order continuing imputation 
in the merger docket supplants earlier orders and defines the appropriate remedy for 
the transaction that the Commission has approved, and that it remains effective until 
changed. We hold that the Commission will consider altering imputation upon a 
showing of changed conditions that render such a change consistent with the public 
interest and with relevant affiliated transaction statutes on a going-forward basis. 

20 Procedurally and historically, this docket is complex. Several motions were reserved 
for ruling at the conclusion of the proceeding. The discussion of the factual and legal 
contentions is made lengthy by their number. We will begin the discussion on the 
merits with a history of events based upon the contemporaneous statements of the 
parties and orders of this Commission. Then we will address the motions, describing 
their interrelationship with the principal contentions. We will conclude by 
determining the facts to be found from this record and by resolving the legal points 
argued to us. 

11. HISTORY 

21 The relationship of this telephone company or its predecessor to directory and Yellow 
Pages publishing functions has been an issue, and has thus been described in some 
detail, in at least five relevant Washington State proceedings, and in one proceeding 
at the federal level (the AT&T divestiture). The five Washington State proceedings 
were before the Commission, including one eventually heard in the State Supreme 
Court. These are PNB's I983 application for property transfer and affiliate 
transactions (ER-83- 159); the 1986 approval of a second publishing agreement (U-86- 
156); the 1989 Commission complaint against PNB for overeaming that resulted in 
the alternate form of regulation (MOR) and that included imputation as an element in 
the settlement (U-89-2698 and U-89-3245-P); the merger that resulted in the 
formation of U S WEST Communications, Inc. (U-89-3524-AT); and the 1995 
general rate case (UT-950200) that USWC appealed, resulting in the December, 1997, 
Supreme Court decision cited above.' 

A. AT&T Divestiture and the Modified Final Judgment 

I 22 Prior to the implementation of the 1982 AT&T divestiture decision? telephone 

In this Order, a citation to the "Supreme Court decision" without further citation 8 

1997 decision set out at 134Wn.2d 48. 
s to the 

United States of America v. American Telephone and Telegraph Company, et al., 552 F. 
Supp. 131, (1982). 
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service in much of the United States was an integrated, regulated monopoly service 
provided by a dominant carrier, AT&T. That company owned a number of operating 
companies, including Pacific Northwest Bell, USWC's predecessor in the state of 
Washington. Historically, PNB published directories cf subscriber listings (white 
pages) that included classified business listings and advertisements printed on yellow 
paper and called the "Yellow Pages." It reported revenues from the advertising and 
publishing business in its regulated results of operation, that is, its statement of 
income and expenses for regulatory purposes. 

23 Upon the divestiture by AT&T of its operating companies, U. S. District Court Judge 
Harold Greene held that the resulting seven regional Bell operating companies 
(RBOCs) should retain publication of the Yellow Pages businesses in their operating 
temtories, in large part because of the contribution of Yellow Pages revenues to local 
telephone rates. USA v. AT&T, supra., note 8, atpp. 193-4. 

B. Transfer of the Publishing Function 

1. PNB's Application for  Transfer 

24 As part of the reorganization of AT&T and its former subsidiaries, on December 22, 
1983, PNB applied to the Commission for approval of the transfer of certain assets to 
its affiliate Landmark Publishing Company and of agreements under whch Landmark 
would publish directories for PNB. PNB asked that the transfer of the assets, 
associated with its Washington Yellow Pages business, and valued at about $13.7 
million, be effective January 1, 1984." Because chapters 80.12 RCW (transfer of 
property) and 80.16 RCW (affiliated interests) require full disclosure and prior 
approval of all property transfers and all affiliated interest transactions, the Company 
was required to and did apply for approval of the transaction. 

25 The Application specifically sought approval of three aspects of the agreement: (1) a 
publishing agreement between PNB and Landmark by which Landmark agreed to 
publish directories and Yellow Pages advertising for PNB; (2) a memorandum of 

understanding for administrative services; and (3) the transfer of certain assets (cash 
and a leasehold, principally): 

. . . total company wide PNB assets in the amount of $24,101,000. . . in exchange 
for .21 share of the sole share of stock of LPC. . . . The Washington assets shall 
consist of one leasehold, station equipment, office equipment and furniture. PNB 
will then transfer the LPC stock to U S WEST as a stock dividend payable 

This allowed the Commission five business days to evaluate the matter and to prepare and 10 

enter its order. 
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January 3, 1984. 

Application, Cause No. FR-83-159, at pages 2 -3. The cash was to satisfy the 
working capital requrements of the directory publishing operation. 

26 The application specified that the publishing agreement would govern the terms by 
which Landmark would publish directories and Yellow Pages for PNB. PNB 
represented : 

The Publishing Agreement is a good deal for PNB and its ratepayers because the 
Agreement effectively preserves a significant contribution from Yellow Pages 
revenue to PNB’s earnings in the new more competitive marketplace after 
January 1, 1984. Further, this revenue stream is guaranteed, so that the risk and 
expense of this deregulated and increasingly competitive area of business are not 
borne in [sic] by PNB’s ratepayers. [Emphasis in original.] 

The purpose of the transaction is a rearrangement of USW’s assets to internally 
provide from PNB and USW’s other operating telephone companies the initial 
capitalization for USW’s publishing subsidiary LPC. . . . This transaction does not 
negatively impact PNB ’s ratepayers since the leasehold, cash and other property 
to be transferred will be removed from the rate base. 

Id., at page 3. 

27 The Commission approved the transfer within the few days required by the timing of 
the application - but only on an interim basis. In re PNB Tel. Co., Order Granting 
Application in Part, No. FR-83-159, (December 30, 1983), p.  2. The Commission 
determined that the transactions between PNB and U S WEST Direct were not arms’ 
length dealings, and stated its concern that PNB not undervalue the advertising 
revenues in the publishing agreement with its affiliate. The Commission reserved the 
right to determine reasonable revenues and expenses, together with their proper 
regulatory treatment, in any formal proceeding before the Commission dealing with 
the results of U S WEST’S operation for ratemaking purposes. The Commission 
directed PNB to record and maintain all records needed to perform the eventual 
valuation. 

2. PubZishing Agreement, Cause No. FR-83-159 

28 The 1983 Application included a Memorandum of Agreement (MOA) between PNB 
and Landmark, and a Publishing Agreement. In 1984, the Company sought 
authorization under the original docket to replace the MOA with nine contracts and a 
Publishing Agreement having a three-year term, with provision for two additional 
one-year extensions. The MOA stated the fees Landmark was required to pay to 
PNB: $21.18 million ( 1984), $62.7 million (1 9 8 3 ,  and $67.55 million (1 986). 
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29 The Commission approved the Publishing Agreement and the contracts, but again 
reserved ruling on the reasonableness of the specified fees Landmark was to pay PNB 
until a future time. Fourth Supplemental Order, Cause No. FR-83-159 (January 16, 
1985). The Commission also found again that the transactions between PNB and U S 
WEST Direct were not arms' length. The Commission's principal stated concern in 
approving the arrangement was to make it  possible for PNB to do business with its 
affiliates legally and in an orderly way. The Commission was not able to determine 
the extent to which PNB was receiving full value for allowing Landmark to publish 
the directories, and expressly did not approve the reasonableness of the publishing 
fees nor any profit margin derived from them. 

C. Revised Publishing Agreements 

1. Revised Publishing Agreements, Cause No. U-86-156 

30 On December 23, 1986, PNB filed an application seeking approval of ten separate 
agreements between PNB and U S WEST Direct" relating to various services to be 
provided by PNB. These included a new two-year publishing agreement for 1987 and 
1988, which reduced the publishing fee to $41.6 million for 1987. Ex. 112 atp.  14. 
The fee for 1988 was to be renegotiated between the parties, and was ultimately set at 
$33.9 million. Ex. I12 at 4. See also, Second Supplemental Order, Docket No. U-86- 
156 (October 12, I988), at p- 6. 

31 The Commission again temporarily approved the agreements to permit the continued 
publication of directories, pending full review in the next PNB general rate 
proceeding, but it specifically found the amount of the publishing fees contained in 
the publishing agreement to be inadequate and improper for ratemaking purposes. Id. 
at pp.  13-14. 

32 In that order, the Commission repeatedly acknowledged the temporary nature of the 
publishing arrangement when it noted that "the subject of the application under 
review in this proceeding is a group of ten agreements which govern the publication 
of telephone directories on behalf of PNB bv U S WEST Direct." Id. at p. 2. 
[emphasis added] The Commission concluded that the publishing fee that PNB 
proposed to the Commission was "unreasonable and not in the public interest 
pursuant to RCW 80.16.020." The Commission ruled that appropriate compensation 
for PNB for allowing its affiliate to publish directories would be determined in the 
next Company general rate case. 

U S WEST Direct was a subsidiary of Landmark Publishing Co. It has been succeeded by 11 

U S WEST Dex. 
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33 The Commission listed three possible remedies that it would consider: (1) approval 
of the contracts with an appropriate adjustment to the publishing fees - affirming that 
PNB retained the rights to publish the Yellow Pages; (2) return of the publishing 
function to PNB; and (3) treatment of the transaction as the sale of a capital asset. 

committed to the Commission, PNI3 agreed to the termination of publishing fees 
without Commission approval and without any further financial consideration from 
its affiliate. In a letter dated December 12, 1988, U S WEST Direct's Vice President- 
Marketing, Max G. Johnson, wrote Dennis Okamoto, then Vice President-Treasurer 

2. Further Revised Agreements, Cause No. U-86-156 

35 USWC subsequently applied for an order approving a newly revised, extended 
publishing agreement. The Commission again partially and conditionally approved 
the agreement, subject to a future review of the appropriate level of publishing fees in 
a full rate case setting. Third Supplemental Order, In re Application of PNB, Cause 
No. U-86-1-56 (February 7, Z989). Although it approved the publishing agreement, 
the Commission expressly stated its disapproval of the Company's "undisguised 
policy" of acting to "reduce and finally eliminate the publishing fee in order to 
enhance U S WEST'S results at the expense of telephone subscribers." Id. at pp. 1-2. 

D. Rate Complaint Case and AFOR, Cause Nos. U-89-2698-F, U-89-3245-P 

36 In February 1989, the Commission filed a complaint against PNB alleging excessive 
earnings. As part of a settlement of the rate complaint and adoption of an alternative 
form of regulation (AFOR), PNB agreed by stipulation to imputation of a portion of 
Yellow Pages income as fulfilling a part of the Company's revenue requirement for 
regulated services. WUTC v. Pacific Northwest Bell Tel. Co., WUTC Cause Nos. 

U-89-2698-F and U-89-3245-P, Appendix A, at pp. 14-17 (Fourth Supplemental 
Order, January 16, 1990).'2 

The Commission ordinarily does not infer very much from settlement agreements. In 
Docket No. UT-950200, however, USWC charged that it was improperly coerced into 
accepting imputation. The Superior and Supreme Courts affirmed the order i n  which the 
Commission found no basis for USWC's contention. USWC's choice to accept imputation 
was entirely voluntary a fact that is reflected in the pleadings and order of the merger 
docket, discussed at more length elsewhere in this Order. 

12 
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E. The USWC Merger, Docket No. U-89-3524-AT 

1. Second Supplemental Order 

37 In December, 1989, PNB sought the Commission's approval of the merger of PNB, 
Mountain Bell, and Northwestern Bell Telephone Company into U S WEST 
Communications, Inc.13 The Company entered a settlement agreement with other 
parties proposing to continue until the end of 1994 the imputation the Company had 
just accepted. 

I 38 Commissioner A. J. Pardini dissented from the Commission's approval of the merger 
settlement, in part because the proposed settlement "forfeits an opportunity to, once 
and for all, resolve the issue of U S WEST'S directory publishing revenues." Second 
Supplemental Order, Docket No. U-89-3524-AT (November 9, 1990), Separate 
Opinion, Commissioner A. J.  Pardini (dissenting), at p .  3 (unnumbered page). The 
dissent quoted Judge Greene's discussion of directory publishing revenues, which we 
have described above. 

~ 

39 The Commission's majority opinion took note of the dissent and observed, "The 
Commission has always intended that the revenue stream from directory services be 
considered income due the operating company." Second Supplemental Order, Docket 
No. U-89-3524-AT (November 9, 1990), at p. 8. The Commission conditioned merger 
approval upon modification of the Settlement Agreement so that advertising revenues 
would be imputed "into perpetuity." Id., atpp. 8, IO.  

2. Third Supplemental Order 

40 PNB sought clarification of the Second Supplemental order, arguing that the merger 
and imputation were unrelated issues, and that the condition of imputation could be 
construed as an inappropriate and unilateral change to the Settlement Agreement. 
Petition for Clarification, Docket U-89-3524-AT (November 20, 1990), at p .  2. U S 
WEST proposed an alternative condition, replacing "in perpetuity" with "until 
changed by WUTC order." The rationale for this change was, "to reflect the reality 
that today's commissioners cannot bind future commissions in perpetuity, . . . [and 
because] fundamental fairness requires that U S WEST at least be able to request a 
commission to readdress this issue, if that becomes necessary due to changed 
conditions." Id. at p. 3. 

41 The Commission accepted USWC's proposal, and the Commission's Third 
Supplemental Order stated that the Settlement Agreement would be modified to 
require that directory advertising revenues "will continue to be imputed accordingly 

Second Supplemental Order. Docket No. U-89-3524-AT (November 9, 1990), at p- 1 .  13 
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unless and until altered by subsequent order of the Commission." Third Supplemental 
Order, Docket No. U-89-3524-AT, at p. 2 (November 30, 1990). 

F. 1995 General Rate Case, Docket No. UT-950200 

42 On February 17, 1995, following completion in 1994 of the five-year AFOR, USWC 
filed a general rate increase for telephone services of approximately $204 million a 
year. In calculating that revenue requirement, USWC proposed that imputation be 
discontinued. The Company there argued for the first time that imputation was illegal 
and advanced eighteen separate arguments for that conclusion. 

43 The Commission rejected each of the Company's arguments against the imputation of 
Yellow Pages revenues. Washington Utilities and Transportation Commission v. U S 
WEST Communications, Inc., Docket No. UT-950200, Fifteenth Supplemental Order, 
ar pp. 30-39 (1 996). 

44 USWC appealed the Commission's decision to the King County Superior Court and 
then to the Washington State Supreme Court which affirmed the Commission in all 
regards. Both the Superior Court and the Supreme Court upheld the Commission's 
Yellow Pages decision, ruling that the Commission acted lawfully to impute excess 
Yellow Pages revenue when calculating USWC's revenue requirement under both the 
affiliated interest laws (chapter 81.16 RCW) and statutory ratemaking authority 
(RCW 80.36.140). 134 Wn.2d 48, atp.  91. 

45 The Supreme Court decision specifically noted the Commission's continuing 
supervisory control over transactions among affiliates (RCW 80.16.050) and the 
power to disallow unreasonable compensation to an affiliated company for 
ratemaking purposes (RCW 80.16.030). 134 Wn.2d atp.  93. The Court ruled that the 
Commission was within its statutory authority to disallow for ratemaking purposes 
the unreasonably low compensation USWC received from its affiliate, U S WEST 
Direct, for the profitable Yellow Pages operations. The Court stated: 

No one represents to this Court that U S WEST Direct has paid U S WEST the 
fair price for the Yellow Pages business. . . . The imputing of revenue is the result 
of the fact that the Company gave away a lucrative ratepayer-funded asset to an 
unregulated affiliate in return for little or nothing. 

134 Wn.2d at pp. 94, 96. The Court observed that USWC could "apply for an end to 
imputation when it can show that it has received fair value for the asset." 134 Wn.2d 
atp.  102. 

G. USWC's Current Request 
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46 In this Docket, USWC again asks the Commission to put an end to imp~tation. '~ It 
argues that the Supreme Court decision ruled that a permanent transfer of the entire 
Yellow Pages business occurred on January 1, 1984, and that the imputation and 
publishing fees constitute full payment by USWC to ratepayers for the loss of the 
business that was transferred to Landmark without compensation. 

111. PROCEDURAL MOTIONS 

47 Three pending motions have been deferred for resolution until after conclusion of the 
evidentiary hearing. The first is a motion by U S WEST, earlier denied but renewed 
at the conclusion of the hearing, that would have us exclude certain responsive 
evidence filed by Public Counsel and Commission Staff on the basis of judicial 
estoppel. USWC contends that Commission Staff and Public Counsel made certain 
factual representations and prevailed on prior judicial review, and because of that they 
cannot in this proceeding make different representations. The second is a motion by 
Public Counsel and intervenors that asks the Commission to deny USWC's 
accounting petition on the basis that it fails to comply with the requirements or 
intentions of prior Commission orders regarding modification of imputation. The 
third is a Commission Staff motion for a ruling denying the element of USWC's 
petition arguing that imputation violates USWC's constitutional right of free speech. 
We will address each motion individually. 

A. USWC's Motion to Strike Portions of the Testimony of Staff and Public 
Counsel 

48 U S WEST argues that Commission Staff and Public Counsel are judicially and 
equitably estopped from characterizing the 1984 transfer of the directory publishing 
business from Pacific Northwest Bell to Landmark Publishing Co. as a renting of 
intangible assets or the "outsourcing" of the directory publishing function. It alleges 
that in arguments before the state Supreme Court, Public Counsel and the assistant 
attorney general representing the Commission on appeal of the rate case order, 
characterized the transaction as the transfer of the directory publishing business and 
the transfer of "an entire enterprise." U S WEST argues that the Court accepted the 
argument and, thus, Commission Staff is now estopped from making any argument 
(and the Commission is estopped from making any finding) that less than the entire 
enterprise was transferred in this case. USWC contends that the testimony of Staff 
and Public Counsel's witnesses supports USWC's argument that those parties now 
seek to reverse or contradict prior arguments made to the Supreme Court. 

USWC does not petition to modify the merger order in which the imputation obligation is 14 

fixed, and it does not apply for approval of a sale or other divestiture of the asset or for any 
modification of the publishing agreement. 
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49 Commission Staff and Public Counsel respond that they have not taken "clearly 
inconsistent" positions in judicial proceedings involving the same question (an 
essential element required for the application of judicial estoppel). They argue that 
the word "transfer" can and often does encompass a much broader set of transactions 
than the transfer of ownership and title to property, including but not limited to rental 
or outsourcing arrangements. Although the parties to the prior proceedings asserted 
that a "transfer" of assets took place, they did not analyze the precise nature of that 
transfer as suggested by U S WEST. Staff and Public Counsel contend that such an 
analysis did not occur because the precise legal nature of the transfer was not at issue 
in the rate case. 

50 Commission Staff and Public Counsel also respond that the allegedly inconsistent 
statements attributed to them - characterizing the legal nature and effect of the 
transfer of the Yellow Pages business - are conclusions of law, not assertions of fact, 
and argue that the doctrine of judicial estoppel applies only to bar inconsistent 
positions as to facts. U S WEST contends that the positions the respondents and the 
Commission took before the Court were factual assertions that U S WEST had 
transferred away a valuable asset to an affiliated company without obtaining fair 
value. U S WEST argues that Staff and Public Counsel must be estopped from 
denying the "fact" that the valuable asset was transferred away. 

51 The Commission denies U S WEST'S motion. First, the exact nature of the 
ownership of the directory function, and the exact nature of the transactions among 
USWI and its subsidiaries, were not at issue in the rate case proceeding. The only 
issue there was whether the Commission - given that USWC, for whatever reason, no 
longer recorded as its own the revenues of the U S WEST conglomerate's Yellow 
Pages business - had the power to impute revenues to the regulated entity. The Court 
answered that question in the affirmative. The business - that is, the directory and 
yellow pages publishing function - was conducted by Landmark after January 1, 1984 
and not by PNB. The Court's decision could not approve imputation without first 
granting judicial recognition that in that circumstance, a sufficient transfer occurred to 
invoke the pertinent statutes. The Court's decision, however, did not require and did 
not produce a finding of complete, total, and irrevocable transfer of all rights as of 
any particular moment. 

52 The Court did not make a finding, or remand to the Cornmission for a finding, that a 
complete transfer occurred. Passages in the decision appear to characterize the 
transfer as completed. On balance, however, we do not believe that the decision 
resolved the issue we now face, or that it prevents us from examining the issue. The 
Court observed at page 98 that USWC "has always been free to sell" the directory 
business "for a fair value" and it held at page 102 that "USWC may petition the 
Commission for an end to imputation if and when it can show it has received fair 
value for the transfer of the asset." [emphasis added] USWC argues that the decision 
rules that a complete and final transfer occurred in 1984. If the Court had ruled that 
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USWC had made a permanent and complete transfer of the business, it would be 
inconsistent to say that the Company always had the right to sell, or that it may in the 
future receive fair value for the business. 

53 U S WEST’s position also has telling legal and regulatory implications. 
U S WEST in making this motion would shift the obligation and the right of fact 
finding from the administrative agency to the parties in any given docket, and from 
the order itself to the briefs, as the effect of the motion would be to rely on parties’ 
briefs for statements of fact, not on agency orders or judicial decisions. The principle 
that the Company argues states that parties who advance facts in one proceeding may 
not contest those facts in later litigation. The case that USWC cites for its argument 
is not directly analogous to the present situation, in that the result argued there in 
briefs was clearly a central element clearly resolved in the earlier litigation.” Here, 
that is not the case, as the argued matter is not necessary to the result, had no factual 
basis in the prior litigation, was not clearly resolved in the cited decision, and arose 
under the state Administrative Procedure Act. 

54 In the rate case, we see no factual or legal presentations of the sort received in this 
docket. There, the Commission made no finding of fact in the underlying 
administrative order that a complete and permanent transfer occurred on January 1 ,  
1984. We see no findings of fact in the Supreme Court decision and no remand to the 
Commission so that appropriate findings could be made. USWC’s argument rests on 
the premise that the Court found USWC’s interpretation of the representations of 
Commission Staff and Public Counsel, on brief to be facts. U S WEST’s position 
would give the power to make findings of fact to the parties to judicial review and to 
the Supreme Court, contrary to the requirements of RCW 34.05.461 and RCW 
34.05 3 8 .  
We also see the definition of the relationship not as a matter of fact, but as a 
conclusion of law based on the application of narrow principles of law to specific 
facts. As Commission Staff and Public Counsel point out, the facts have been 
repeatedly recited in numerous contexts, including Commission orders. What is at 
issue is the interpretation of those facts. Community College v. Personnel Board, 107 
Wn.2d 427,434-35, 730 P.2d 653 (1986). The legal component is then reviewed 
under the “error of law” standard. U S WEST’s challenge is addressed to an 
argument of law, not fact, in the manner of an agency’s application of law to the facts 
of a case. See, Franklin County v. Sellers, 97 Wn.2d 31 7, 646 P.2d 113 (1982). It is 
therefore not subject to the principle that USWC posits. 

55 

56 Finally, the Company argument should be rejected on policy grounds, as well. The 
Commission grants parties some latitude to repeat positions previously denied or to 
back away from positions previously approved. Agencies are not bound so tightly by 

” Tucker v. Brown, 20 Wn.2d 740, 150 P.2d 604(1944). 
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the bonds of precedent as are the courts, and have a greater latitude in fashioning 
responses based on current circumstances. Atchison, Topeka & Santa Fe Railway Co. 
v. Wichita Board of Trade, 412 U S .  800, 808-09, 37 L. Ed. 2d 350, 93 S. Ct. 2367 
(1973). This result is consistent with an evolving regulatory environment in which an 
administrative decision might be rendered outdated by rapidly occurring events. See, 
In re Burlington N. R.R. Co., 1994 Minn. App. 1001, 522 N. W.2d 371, 377 (1994). 
Granting the Company's motion could require the Commission to accept similar 
arguments in this or other dockets, requiring the exclusion of relevant testimony, and 
could pose negative consequences for the Commission's and parties' ability to deal 
with future circumstances. 

57 The Commission denies the motion. 

B. Public Counsel, TRACER, and AARP Motion for Summary Judgment. 

1. Changed Conditions 

58 Public Counsel, TRACER, and AARP ("Movants" for purposes of this discussion) 
ask for a summary determination that there is no basis upon which U S WEST's 
petition can be granted, and that it should therefore be denied. Movants rely on the 
Commission's Second and Third Supplemental Orders in Commission Cause No. 
U-89-3524-AT - the merger proceeding in which Pacific Northwest Bell, 
Northwestern Bell, and Mountain States telephone companies asked permission to 
form U S WEST Communications, Inc. 

59 The Movants argue as follows. The Commission's Second Supplemental Order in the 
merger proceeding approved the merger on the stated condition that directory 
revenues be imputed "in perpetuity." U S WEST's subsequent Petition for 
Clarification stated its acknowledgment that the issue of imputation for ratemaking 
purposes was "best laid to rest." U S WEST proposed that the condition be clarified 
to state that revenues be imputed until changed by Commission order because "future 
changed conditions" could make changes to imputation necessary. Movants argue 
that the Third Supplemental Order responded to U S WEST's concerns, 
acknowledged the problem, and amended the condition as U S WEST requested. 
Thus, Movants argue, U S WEST must establish "future changed conditions" as a 
prerequisite to seeking a change in directory revenue imputation. 

I 

~ 

j 
60 U S WEST responds that its reference to "changed conditions" in its Petition for 

Clarification does not foreclose other bases for ending imputation. U S WEST asserts 
that the Commission's Third Supplemental Order did not impose any prerequisite to 
consideration of the issue in the future, and argues that it is not required to show 
changed conditions. However, U S WEST goes on to argue that unforseen changed 
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conditions do exist.I6 

I , 6 The merger order should be given significant weight. It demonstrates the importance 
that the Commission attached to the continuation of imputation as an ongoing 
condition, necessary in order to realize the benefits the Company expected from the 
merger. It demonstrates equally well the Company’s agreement to imputation for the 
indefinite future, expressed in an order that they did not appeal and that they agreed 
would ”put the matter to rest.” 

62 We are concerned, however, that granting the motion could, (like the original order 
demanding imputation into perpetuity), restrict unduly the flexibility of this or a 
future Commission to address matters on a future record in light of future 
circumstances. The burdens imposed by RCW 80.04.200 on parties seeking a 
modification of an order are significant, but parties should not be deemed legally 
foreclosed from seeking modification, nor the Commission from granting it when 
circumstances warrant. 

2. Equitable Estoppel 

63 Movants also argue that U S WEST is equitably estopped from claiming that 
imputation of revenue constituted payments for the value of the Yellow Pages 
business, because the claim is inconsistent with U S WEST’s position in the merger 
case” that imputation is an acceptable condition for approval of the merger. U S 
WEST responds that neither Public Counsel nor TRACER acted to their detriment in 

reliance on U S WEST’s “commitment” and thus a necessary element of equitable 
estoppel is not met. 

64 The Commission has discussed the application of equitable estoppel in the regulatory 
context in several prior orders.18 The application of equitable estoppel requires the 
following: 

“ ( I )  [A] party’s admission, statement or act inconsistent with its 
later claim; (2) action by another party in reliance on the first 
party’s act, statement or admission; and (3) injury that would result 

We deal with this argument below. 16 

Cause No. U-89-3524-AT 17 

See, for example, WUTC v. U S  WEST, Docket No. U-89-3245-P (1989); WUTC v. 
Whidbey Tel. Co., Cause Nos. U-85-50, U-85-51, and U-84-30 (1986); Order M. V. No. 
133363, Seafair Molting & Transfer, Inc., Hearing No. P-69394 (1986); Order M.  V. No. 
128063, Paul E. and P. Randal Savage, Hearing No. P-66336 (1983). 

18 
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to the relying party from allowing the first party to contradict or 
repudiate the prior act, statement or admission." 

Mikhail Kramarevcky v. Department of Soc. & Health Sews., 122 Wash. 2d 738, 743 
(1993), citing Robinson v. Seattle, 119 Wash. 2d 34, 82, 830 P.2d 318, cert. denied, 
121 L. Ed. 2d 598, 113 S. Ct. 676 (1992). 

65 Here, we find no reliance or injury in the nature of the reliance and injury discussed in 
the cases. While an order was entered based on the representation (U S WEST's 
agreement to imputation), that fact gives rise to a question of process as to the proper 
manner to change the order rather than a question of estoppel. See, WUTC v. General 
Tel. Co. ofthe Norrhwesr, Znc., Cause No. U-81-61 (1982). Principles of equitable 
estoppel do not apply. 

3. Waiver 

66 Movants also argue that U S WEST waived any right to challenge imputation on 
grounds other than "future changed conditions" because the Company accepted the 
merger settlement and did not appeal the final order in that case. U S WEST 
reiterates its arguments that it is not limited to relief based on changed conditions, but 
if i t  were, changed conditions exist. U S WEST also argues that there was no explicit 
requirement that its entitlement to challenge imputation be limited to "changed 
conditions," and that waiver cannot be based on an implicit condition. 

67 Here, U S WEST's arguments are consistent with our views on the need for 
regulatory flexibility, stated above, and are persuasive. We see nothing in the earlier 
actions that would constitute a waiver of alternative approaches in the context of this 
proceeding. To find waiver, we believe that we must also find either an explicit 
representation or a factual setting the equivalent of an explicit representation. USWC 
agreed to the result and waived the immediate judicial review of that order. We see 
nothing in this situation that expresses USWC's waiver of all alternative legal 
positions for all time to come. The prior order did not specify changed conditions as 
the only means by which to secure a change in the ordered imputation, although that 
is the principal ground for reopening an order under RCW 80.04.200. The order did 
not limit grounds for review of the order to changed circumstances. 

4. Collateral Attack on Prior Order 

68 Movants argue that U S WEST's Petition for an Accountin? Order constitutes an 
improper collateral attack on the Commission's Third Supplemental Order in the 
merger case. U S WEST argues that the Third Supplemental Order only requires that 
imputation continue until subsequent order of the Commission, and that there is 
nothing improper in U S WEST's request that the Commission enter such a 
"subsequent order" at this time. 
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69 We reject Movants’ argument for purposes of this proceeding. USWC is not 
attempting to negate the entire merger order. Instead, it is seeking a review of the 
framework for imputation that is established in that order, after the passage of a 
considerable period of time. 

5. Conclusion 

70 U S WEST is not legally barred, by any of the legal principles advanced by Movants, 
from seeking a change to the Commission’s imputation practices. This ruling is 
consistent with RCW 80.04.200, authorizing rehearing of Commission orders. The 
underlying principle that the Commission finds pertinent is that a regulatory agency 
must, within the bounds of the law, retain the flexibility to regulate reasonably, in the 
public interest, pursuant to the public service laws, over time. See, Farm Supply v. 
Util. & Transp. Comm ’n, 83 Wn.2d 446, 452, 518 P.2d 1237 (1974); see, also, Util. 
& Transp. Comm’n v. United Cartage, 28 Wn.App 90, 621 P.2d 21 7 (1981), cert. 
denied, 95 Wn.2d 101 7 (1981). We are concerned that the Movants’ interpretation of 
the principles they advocate would unnecessarily restrict the Commission’s flexibility 
in a given case to address matters of public concern reasonably, lawfully, and 
consistent with the public interest. We therefore deny the motion. 

C. Commission Staff Motion for Partial Summary Determination 

71 U S WEST contends that the practice of imputation violates free speech protections 
found in the First Amendment of the United States Constitution and Article 1, 
Section 5,  of the Washington Constitution. It argues that Yellow Pages publication is 
an expressive activity protected by the Speech and Press Clauses of the First 
Amendment of the United States constitution, which applies to the State of 
Washington through the Due Process Clause of the Fourteenth Amendment. It also 
argues that the activity is protected by Article 1, Section 5 ,  of the Washington 
Constitution. The essence of its contention is that Yellow Pages publishing involves 
the exercise of creativity and editorial discretion, and that imputing directory revenue 
directly and substantially infringes on this editorial discretion and on the 
constitutional rights of U S WEST Communications, Inc., U S WEST, Inc., and U S 
WEST Dex. 

72 Commission Staff moves to dismiss this count of USWC’s petition. Staff contends 
that there is no issue of material fact; that on the recited facts there is no violation of 
constitutional protections as a matter of law; and that even if imputation were seen as 
affecting commercial speech - which Commission Staff does not concede - there is 
no violation of constitutional protections. 

I 
73 According to Commission Staff, the issue, properly stated, is: 
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Where the Commission has engaged in a common and well-established regulatory 
practice, namely, imputation of revenues to protect captive ratepayers from the 
inequitable effects of affiliated transactions, is there a violation of the First 
Amendment merely because the imputation in question concerns U S WEST’S 
Yellow Pages advertising business? 

1. Standing 

74 Commission Staff argues that USWC has no standing to raise this issue, in that it 
suffers no harm from imputation and that only U S WEST Dex as publisher would 
have the right to present it. USWC responds that i t  does have the necessary standing, 
but cites no authority for the proposition. While we find that Staff is correct and 
standing does not exist, we will address other elements of the issue because of its 
significance. 

2. Burden on Speech 

75 Commission Staff argues that imputation has nothing at all to do with speech. Rather, 
Staff contends that it is a general policy applied to all utilities to protect ratepayers 
when a regulated utility’s transactions with its unregulated corporate affiliates 
produce results that are inequitable to the interests of ratepayers. In numerous cases, 
Staff continues, the Commission has applied imputation to various companies’ 
affiliate transactions that either shift costs to the regulated affiliate or shift profits to a 
non-regulated affiliate. Imputation neither “targets” speech, nor is it based in any 
other way on the content of speech. Imputation does not in any way affect any 
activity of U S WEST Dex. Imputation, as applied in this case, simply involves an 
accounting adjustment to the financial books of U S WEST, Inc., the regulated entity, 
for ratemaking purposes, that happens to be measured by reference to Yellow Pages 
earnings. The Commission does not touch the other company’s earnings or the 
disposition of its income in any way at all. 

76 U S WEST argues the Commission’s imputation of Yellow Pages advertising 
revenues to USWC does burden speech because the imputation formula is not a 
generally applicable regulation - it is an individually fashioned remedy. U S WEST 
argues that the Commission has some authority to engage in individualized regulation 
but it may not exercise that authority where First AGendment interests are at stake. It 
concludes that individualized imputation violates the First Amendment in this case. It 
argues that even though Dex and the parent, U S WEST, Inc., are not parties, their 
free speech interests must be considered. It contends that the imputation of Dex 
revenues acts per se as a disincentive to publishing by providing a disincentive to 
maximize profitability. 

77 Commission Staff responds that the imputation of Yellow Pages earnings imposes no 
burden on any exercise of free speech. Staff contends that imputation of excess 
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Yellow Pages revenue would be constitutional even if it were viewed as a regulation 
affecting commercial speech. The Staff argues that Yellow Pages are 
overwhelmingly commercial speech. The imputation of Yellow Pages revenues 
directly advances a substantial government interest - compliance with the laws 
requiring that charges to ratepayers be fair, just, reasonable, and sufficient - and the 
imputation is no more extensive than necessary to serve that interest. 

78 The Commission finds that imputation, both in principle and as applied here, has 
nothing to do with and does not affect the exercise of free speech, commercial or 
otherwise. Imputation is strictly a mechanism by which the Commission balances 
the financial interests of regulated utilities’ stockholders and ratepayers. USWC’s 
contention fails first because the Company has no standing to raise the issue, second 
because imputation has no effect on speech, and third because the imputation 
mechanism is clearly a principle of general application. It is applied irrespective of 
the underlying activity to correct situations in which the Commission finds that a 
regulated company has given an ongoing benefit to its owners to the detriment of its 
ratepayers. See, e.g., Fourth Supp. Order Accepting Settlement Agreement, WUTC v. 
Washington Natural Gas Co., et ai., Docket Nos. UG-931405; UG-931442 (1994). 

79 The existence of imputation andor the details of its application in defining the 
income of USWC have no impact whatever on the sibling or on the activity 
generating the rcvenues that define the level of imputation. Neither do they have 
anything to do with how that activity is conducted. We find no connection at all 
between imputation and speech. Imputation addresses neither the content of 
underlying speech nor even the existence of speech, and it neither impinges on speech 
nor affects it in any way. 

80 Imputation is a mechanism by which USWC’s operating results are restated to reflect 
earnings as if the Yellow Pages directory business were retained within the 
company’s Washington operations. That was where the directory business was 
traditionally conducted, as c o n f i i e d  by Judge Greene in the passage cited above. 
During the entire history of that operation, free speech issues were never raised. The 
creation of an affiliated-interest relationship in itself could hardly create a free speech 
claim that did not previously exist. 

81 As we discuss at greater length, beIow, imputation is strictly a mechanism by which 
the Commission acts to protect ratepayer interests when the regulated company acts in 
a manner detrimental to those interests. Imputation in this case has been no more 
extensive than necessary to serve that interest. The Commission uses imputation to 
implement the public service laws requiring that rates be fair, just, reasonable, and 
sufficient, for both ratepayers and regulated companies. The public service laws, in 
turn, reflect and implement constitutional principles that define and balance the rights 
and responsibilities of companies that choose to enter regulated businesses. 
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3. Discretion 

82 USWC contends that because the application of imputation and its details are a matter 
within the Commission’s discretion, risks to speech are particularly dangerous and 
Commission action must be foreclosed. Again, we disagree with the Company. Even 
if imputation affected speech, which it does not, the areas of the Commission’s 
discretion are narrowly circumscribed and extend only so far as the Commission must 
act to protect the financial interests of ratepayers. The Commission has and exercises 
jurisdiction only to the extent that is necessary to produce rates that are fair, just, 
reasonable, and sufficient. RCW 80.36.080. Imputation does not vest the 
Commission with unbridled discretion to burden speech unconstitutionally but only 
with reasonable discretion to exercise financial regulation to the extent necessary 
under the Constitution to produce rates that are fair, just, reasonable, and s~fficient.’~ 

4. Washington Constitution 

83 Finally, USWC argues that the Washington Constitution’s free speech provision is 
more broadly protective of speech than the First Amendment, and it applies here to 
prevent imputation. Commission Staff responds that the State Constitution gives 
commercial speech no greater protection than the Federal constitution provides. Staff 
argues that USWC fails to demonstrate that USWC has standing to raise the issue, 
that speech is affected at all, or that courts have decided cases addressing comparable 
situations. 

84 We reject the Company’s contentions. We find no cases interpreting the Washington 
Constitution in a manner analogous to that before us to prevent the exercise of 
regulatory power. The only significant element appears to be that an unregulated 
entity operates a directory advertising business, which we find insufficient to call 
forth the constitutional provisions. 

5. Conclusion 

85 We grant Staffs motion for partial dismissal. We find in the evidence no burden on 
speech in the Commission’s use of imputation in order to correct U S WEST’S 
affiliated-interest transaction. 

Bluefield Water Works & improvement Co. v. Public Service Comm ’n of West 
Virginia, 262 U.S. 679,43 S. Ct. 675,67 L. Ed. 1176 (1923). Federal Power 
Commission, et a1 v. Hope Natural Gas Co., 320 U.S. 591, 64 S. Ct. 281,88 L. Ed. 
333 (1944). 

19 
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IV. PARTIES' ARGUMENTS ON THE MERITS 

A. U S WEST Communications, Inc. 

1. The Supreme Court Decision 

86 On the merits of this proceeding, U S WEST argues that the Washington State 
Supreme Court decision2' determined that a complete transfer occurred on January 1 ,  
1984, and decided that U S WEST is entitled to the end of imputation when it 
demonstrates that the value of imputation is equivalent to the value of the yellow 
pages directory business as of that date. USWC repeats arguments that it made in 
support of its motion to strike certain of its opponents' testimony. USWC contends 
that the Court's decision is based on parties' representations that the entire Yellow 
Pages directory business was permanently transferred on January 1,1984, that the 
decision accepts that interpretation, and that this interpretation thus became "the law 
of the case." USWC bases its arguments on express language within the decision and 
notes that in fourteen separate instances the Court stated that the business had been 
"transferred" and that in ten instances the Court states that the transfer was for 
insufficient consideration. The Company also notes that the Court states that the 
Commission has the power to rectify the inadequacy of the compensation. 

87 USWC concludes from these statements that the Court finds as a fact necessary to the 
decision's result that a complete and permanent transfer occurred in 1984. USWC 
also concludes that the Commission's power to "rectify" the disadvantage to 
ratepayers is limited, in light of such a finding, to securing compensation for 
ratepayers for the value of the asset that was transferred. The Company ends its 
argument by stating that, because it  proved the value of the business on that date, and 
because it proved that the amount imputed for the benefit of ratepayers exceeds that 
value, it has demonstrated that imputation must cease. 

2. The Transfer of the Yellow Pages Business 

88 USWC acknowledges that no documents support its view that a complete transaction 
occurred, but contends that no documentation is necessary to support a complete 
transaction among affiliates. It also contends that there is no fact of record to support 
the argument of Commission Staff and Public Counsel that the 1984 transaction was 
actually a lease of the intangible going-concern value. 

U S WEST Comm.. Inc. v. Wash. Util. & Transp. Comm., 134 Wn.2d 74,949 P.2d 1337 20 

( 1997). 
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89 USWC argues, by analogizing to arms’ length transactions, that the 1984 transaction 
was in fact complete. It admits that it did license many of the intangibles associated 
with the directory operation, but argues that it could not have transferred intangibles 
such as a right to be permanently free from competition or exclusive access to 
subscriber lists without illegally restraining trade. It argues that it could not transfer 
its own name to Landmark permanently and still retain the name for its own 
operations. The remaining intangibles, such as skilled employees and relationships 
with advertisers, do constitute part of the “going concern value.” 

90 USWC argues that the Court has found that a complete and permanent transfer 
occurred as a gift or as part sale, part gift. The Company argues that a sale is not 
required to accomplish a permanent transfer, citing Richardson Roller Mills v. Miller, 
99 Wash. 654, 170 Pac. 357 (1918), involving an arms’ length transaction. 

91 USWC argues that a sale occurred because Commission Staff admitted that the effect 
of imputation - reducing rates for ratepayers in a manner determined by the 
Commission - is the same as the effect of payments in a sale. It argues that 
Commission Staff made a crucial admission in acknowledging that imputation was 
undertaken in lieu of either a sale or publishing fees. 

92 USWC contests Commission Staffs and Public Counsel’s argument that the failure to 
design the 1983 intercompany transaction documents as a sale implies it was not a 
sale. USWC asserts that Staffs and Public Counsel’s view is inconsistent with the 
law of the case decreed by the Supreme Court. USWC cites Prof. Perlman’s 
testimony to the effect that among affiliates, no documentation may be needed at all 
to effect a permanent transaction. USWC argues that to the extent there was 
ambiguity in the written agreements, that has been resolved by the parties’ subsequent 
actions (Le., that the parties’ later behavior demonstrates their intention to make a 
permanent transfer in 1984). 

93 USWC argues that the transaction could not be a lease, which is for a defined period, 
because the assets (largely cash) and intangibles (such as employees) were transferred 
without a determinate period. USWC argues that the Company never held a 
beneficial interest on behalf of ratepayers and that the Company’s position is 
supported by the Democratic Central Committee case.21 

94 USWC also argues that licensing its name and trademarks are consistent with a sale, 
not a lease. It cites Wilkinson v. Sample, 36 WnApp. 266, 674 P.2d 187 (1983), 
involving an arms’ length transaction, for the proposition that goodwill is transferred 

Democratic Central Committee v. Washington Metro Transit Comm., 485 F.2d 736 (D.C. 21 

Cir., 1973). 
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merely by the new owner announcing the succession to customers, which Landmark 
did. 

95 USWC argues that at all times it provided all information pertinent to the transfer that 
was required by law. It had no duty to disclose the value of the ongoing business 
concern, it says, because that is not subject to regulatory accounting. It argues that 
none of the Commission’s orders is inconsistent with the result that USWC 
advocates. 

3. Valuation 

96 USWC argues that it has supplied in the testimony of Mr. Golden the only credible 
evidence of record to value the business as of the time of the of transfer. It argues that 
it has incorporated several suggestions from Commission Staff and Public Counsel in 
its valuation and that Staff has conceded the validity of the result. USWC argues that 
Public Counsel criticized the result, but offered no alternative. 

4. Imputation Issue 

97 USWC argues that the accumulated value of imputation to Washington ratepayers 
exceeds the value, with interest, of the directory business as of the time of the transfer 
in 1984. The company calculates that the accumulated value of imputation exceeded 
USWC’s calculation of the 1984 value of the business at some time during 1995. 
Modified to accept Public Counsel’s suggestions, the accumulated value of 
imputation exceeded the value of the business in 1997. In any event, USWC argues 
that this compensation to ratepayers satisfies the requirement that USWC receive fair 
value for the asset. 

98 The transfer cannot be considered a temporary or lease transaction, USWC contends, 
stating that both Commission Staff and Public Counsel concede that imputation 
compensates ratepayers for the value of the asset. Therefore, the Company contends, 
imputation must cease. 

5. Other Issues 

99 USWC contends that imputation is forbidden by Section 253 of the 
Telecommunications Act of 1996 because it artificially lowers rates and thus 
constitutes a barrier to competitive entry. The FCC has ruled that regulations that 
hold rates below cost are such a barrier and are impermissible. 

100 Finally, USWC contends that imputation is an unconstitutional taking of property 
without just compensation. It cites Kimball Laundry Co. v. Unired Stares, 338 US. I ,  
93 L.Ed. 1765, 69 S.Ct. 609 (1949). The Company argues that the application of 
imputation takes property from U S WEST Dex and denies USWC, the opportunity to 
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earn a fair return. Even if imputation is found not to violate the Constitution per se, 
USWC argues, allowing imputation to continue after ratepayers have been 
compensated does constitute a violation. 

6. Recommended Commission Action 

IO1 USWC asks that the Commission enter an order ending imputation because there is 
no basis on which imputation can be continued. If the Commission finds that the 
valuation date is January 1 ,  1984, but that some portion of the fair value remains 
uncompensated, USWC suggests that the portion should be credited to rate base by 
crediting depreciation accounts. 

B. Commission Staff 

102 Commission Staff disputes USWC’s arguments and contends that the Commission 
should continue to impose imputation. Staff contends that USWC has engaged in a 
consistent strategy to avoid paying fair compensation for the Yellow Pages business. 
Staff argues that the Commission approved the transfer of tangible assets, but did not 
approve the publishing agreements or the level of publishing fees. USWC agreed to 
imputation in the AFOR and merger dockets, but only challenged the Commission’s 
right to impose imputation in the 1995 rate case, 
UT-950200. Never in the past has USWC argued or the Commission found that 
USWC transferred the complete ownership of the Yellow Pages business to 
Landmark, and never has USWC before this docket contended that imputation was 
compensation for the value of the Yellow Pages business. 

I03 USWC is attempting to create the illusion, Staff argues, that the Commission merely 
must ratify the Supreme Court decision to grant the Company’s request. However, 
Staff contends that doing so is improper because the Court did not determine the 
ownership of the asset, it did not determine the date on which to make a valuation, 
and it did not determine that imputation constitutes payment for the transfer of the 
Yellow Pages business. 

104 The proper date to make a valuation, according to Commission Staff, is the date on 
which USWC decides to treat the transaction as a sale and receives fair market value 
for the Yellow Pages business. 

105 Commission Staff argues that while the Court did find imputation proper as a result of 
inadequate compensation in the transaction in question, the Court did not hold that 
imputation constitutes compensation for the value of the asset. It is not a payment at 
all, but merely an adjustment to the books of the regulated company. USWC’s 
arguments are an exercise in revisionist history, Staff argues, seeking to rewrite the 
events of the past in order to excuse USWC from the imputation of Yellow Pages 
excess return. 
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I 1. History 

106 Commission Staff contends that under the original publishing agreement in Cause No. 
FR-83-159, PNB in effect leased to Landmark the right to publish PNB’s directories 
in exchange for publishing fees, providing a guaranteed revenue stream to PNB. PNB 
did no valuation study and provided the Commission with no valuation of the 
business. The Commission allowed the transfer of the tangible assets (principally 
cash) but reserved judgment on the financial aspects of the arrangement, requiring 
PNB to maintain pertinent financial records. 

107 In Cause No. U-86- 156, brought on by US WC’s request for approval of ten separate 
agreements between USWC and U S WEST Direct (including a new Publishing 
Agreement), the Commission found the fee unreasonably low compared to the 
estimated reasonable value of the right to publish the Yellow Pages. The 
Commission ruled that the full value of the publishing enterprise must be available to 
PNB for ratemaking purposes. Remedies include, the Commission said, invalidation 
of the agreements and return of the Yellow Pages to PNB, determining an appropriate 
publishing fee, or treatment as the sale of a capital asset. 

108 Commission Staff contends that the Commission Order in Cause No. U-86-156 was 
clear in finding that the initla1 1984 transaction merely empowered Landmark to 
conduct the publishing operation on PNB’s behalf. The Order was forward-looking, 
and stated some possible future consequences including treatment as a sale - should 
PNB elect that treatment. USWC has not yet made that election. 

109 Commission Staff calls attention to the Company’s agreement to imputation in the 
AFOR and rate complaint docket. Staff also notes that PNB agreed to imputation in 
the merger settlement. The Commission directed that imputation continue until 
further order of the Commission. Commission Staff describes the 1995 rate case, 
noting the Company’s challenge of imputation in that docket, and analyzes the 1997 
Supreme Court decision. 

110 Commission Staff argues that the Court was not asked to and did not decide whether 
there had been a permanent transfer, and, if so, to determine the date of valuation. 
The Court noted correctly that the purpose of imputation is to treat Yellow Pages 
revenues and expenses as though the Yellow Pages transaction had never occurred. 

2. The Nature of Yellow Pages Transactions 

111 Commission Staff argues that the Yellow Pages transactions were interaffiliate 
transfers made without true negotiation, and were not arms’ length transactions. Staff 
argues that it is improper, therefore, to apply standards of arms’ length transactions to 
interpret or define the relationships among the participants. Also, i t  is improper to 
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call the transactions a "gift" of a lucrative asset when the Commission did not approve 
a gift. Staff concludes that there is no principled way to argue that the Yellow Pages 
business should be valued as of January, 1984. Rather, Staff contends, it should be 
valued at the time the Company elects treatment as a sale and demonstrates payment 
by U S WEST Dex of the fair market value at that (future) time. 

3. Inadequate Disclosure 

112 Commission Staff argues that if the Company were transfening the entire Yellow 
Pages business, it failed to disclose that intention. In that, the Company violated 
RCW 80.12.020, which forbids the disposition of properties without Commission 
approval and the Company violated WAC 480-143-010, which requires an 
application for authority to transfer property to "state in full detail" the facts and 
circumstances of the proposed transaction. Commission rules also require the 
submission of a full description of any unwritten provisions. The Company did not 
disclose that it was going to cede all rights in the Yellow Pages publishing business 
and did not submit to the Commission any document that so stated. 

4. Prior Representations 

113 Commission Staff points out that U S WEST has confirmed numerous times in other 
proceedings that it transferred only the physical and tangible assets in the 1984 
transaction. Staff notes that USWC argued to the Commission on brief in Cause No. 
U-86-156, the proceeding in which the Commission considered revised publishing 
agreements, that because PNB could resume Yellow Pages publication at any time, 
nothing was transferred. 

5. Necessary Steps Omitted 

114 Commission Staff argues that no transfer occurred because PNB failed to take a 
number of steps that would have been necessary to transfer ownership of the Yellow 
Pages business in 1984. It conducted no valuation of the Yellow Pages business, and 
it prepared no documentation to support a full transfer of ownership. Staff states that 
Landmark paid no compensation for the fair market value of the business, and PNB 
leased valuable rights to Landmark under the publishing agreement in a manner 
inconsistent with the theory of a sale. 

6. Beneficial Interest 

11s Commission Staff argues that the theory of the Democratic Central Committee case, 
above, requires a beneficial interest in the Yellow Pages operations to be preserved 
for ratepayers. Because Yellow Pages operations affected the Company's operations, 
ratepayers were exposed to risk of loss. Staff contends that i t  is improper to focus on 
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the nature of the individual components, as USWC urges. Staff suggests that it is 
necessary instead to look at the business operations as a whole as an asset of PNB, as 
USWC’s witness Mr. Golden did. Commission Staff argues that there is no barrier to 
recognition of capital appreciation, as USWC contends, as of January 1, 1984, 
because there was no transfer of the business effective at that time. Indeed, no 
transfer of the business has yet occurred. 

7. Valuation Issues 

116 Commission Staff presented a calculation of the business value as of January 1, 1999, 
through witness Dr. Lee Selwyn. The methodology the Staff witness used is 
comparable to Mr. Golden’s, and returned a total valuation of $5.6 to $7.4 billion 
overall, or $1.04 to $1.35 billion on a Washington-separated basis. 

8. Imputation Issues 

117 Commission Staff contends that imputation is not compensation for the capital value 
of the business. Staff argues that U S WEST Direct has not paid anything for the fair 
market value of the business. Moreover, Staff argues, i t  is inconceivable that USWC 
could have believed that imputation constitutes payment for an asset, when the 
Company agreed to imputation in a way that did not specify a formula to amortize 
value; when it did not argue in the merger docket that imputation must end once 
amortization was complete; when it did not argue in the 1995 rate case that 
imputation should stop because it had paid for the fair market value of the business; 
and when it did not ask the Supreme Court to end imputation because the business 
had been paid for. 

118 Staff argues that imputation is a means to rectify inadequate compensation 
arrangements and not for amortization of a capital asset. Prior Commission orders, 
Staff says, demonstrate that the Commission was concerned with, and later used 
imputation to rectify, inadequate compensation to PNB from Landmark for the 
publishing agreement and for services rendered. Staff points out that in a 1985 
transaction, the parent of Continental Telephone of the Northwest sold its directory 
subsidiary, Mast Directory Company, to an unaffiliated interest. Prior to the sale, 
excess directory revenues were imputed to CTNW in the manner used for PNB 
despite the permanent placement of Mast as a separate subsidiary. The Commission 
computed the gain on the sale for regulatory treatment without reference to any 
capital offset from imputation, because imputation is not a regulatory means to 
recognize capital transactions.22 In another example, excess directory earnings of an 

WUTC v. Continental Telephone of the Northwest, Inc., Cause No. U-82-41, Second Supp. 22 

Order, (August 12, 1983). 
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affiliate were imputed to GTE-NV. even though the commonly owned directory 
company merely owned, and was not acquiring or divesting, the directory business.23 

9. Other Issues 

119 Commission Staff argues that there is no violation of Section 253 of the 
Telecommunications Act of 1996 because the Commission found in UT-950200 that 
no subsidy exists from imputation. The State Supreme Court affirmed that finding 
and noted that no competitor, who would presumably be hindered under USWC's 
theory had supported the Company. 

120 Staff argues that Yellow Pages imputation is not an unconstitutional taking without 
just compensation. The Commission seizes no revenues from the affiliate, does not 
regulate the affiliate, and does not interfere in any way with the affiliate's conduct of 
business. Neither has the Commission "taken" revenue from USWC, Staff argues. 
Staff contends that USWC is wrong in its contentions that rates under imputation are 
set by reference to property in which "ratepayers have no interest" and for which "fair 
value has been received." Neither, Staff notes, has USWC demonstrated that the 
resulting overall rates are so low as to jeopardize the financial integrity of the 
Company, a requirement for a finding of unconstitutional taking under Duquesne 
Light Co. v. Barasch, 488 U S .  299 (1989). 

C .  TRACER, AARP and Public Counsel.24 

121 TRACER'S brief begins with the observation that USWC's case rests entirely on a 
misreading of language in the decision of the Washington State Supreme Court and 
an attempt to revise history. 

I22 TRACER argues that the 1984 transaction was not a complete and permanent transfer 
of ownership of the directory publishing business. TRACER points out that at the 
time of the transaction there was no valuation, no buyer or seller, no consideration for 
the going-concern value of the business, no application for approval of the transfer, 
and no Commission disposition of the gain. In the absence of an application from 
PNB for approval of a sale transaction, the Commission implemented imputation. 
TRACER argues that USWC should not be allowed to characterize the transaction 

WVTC v. General Telephone of the Northwest, he., Cause No. U-84-18, Second Supp. 23 

Order, (January 15, 1985). 

Intervenors TRACER and AARP coordinated their efforts with Public Counsel to 
produce a joint brief. For convenience, we will refer to their combined brief in this docket 
using only TRACER'S name. We acknowledge the considerable effort of each of the 
contributing parties. In  many respects this brief parallels that of Cornmission Staff, and this 
Order for the sake of brevity and clarity will not repeat parallel arguments. 

24 
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retroactively as a sale. TRACER contends that the imputation adjustments and 
publishing fees were not installment payments on a hypothetical sale, because no true 
sale occurred, no consideration was paid or received for tbe value of the business, no 
amortization schedule was established, no gain was available for Commission 
distribution, and publishing fees were never referred to as consideration. TRACER 
contends that ratepayers are entitled to the gain on the sale of the Yellow Pages 
business because they have continued to be at risk and are entitled to share in the 
growth of the value of the business. Finally, TRACER contends that imputation may 
cease only when the full current market value of the Yellow Pages business is 
determined, received by USWC, and credited to ratepayers. 

1. History 

123 TRACER'S thorough recitation of the history of the transaction and the significant 
orders parallels that of Commission Staff and will not be repeated at length. 
TRACER notes that the Second Supplemental Order in Cause No. U-86-156 speaks 
prospectively about characterization of the transaction as a sale, saying "ifU S WEST 
Direct seeks to ultimately acquire all of the opportunity for profit. . . " (emphasis 
added). Only at the time of an application, valuation, and credit to ratepayers, 
TRACER contends, may conditional treatment as a sale begin. 

124 TRACER calls attention to language in the Supreme Court decision, observing that 
"The record shows the Company has always been free to sell the business for a fair 
value." TRACER argues that this observation, and the Court's observation that 
imputation may cease when the Company receives fair value for the business from its 
affiliate, demonstrate the fallacy in the Company's contention that the Court found a 
complete transfer to have occurred. 

125 TRACER describes the details of the 1983 application packet and concludes that the 
1984 transactions did not constitute and were never intended to constitute a 
permanent transfer of ownership of the directory business. TRACER notes that 
USWC's argument that the 1984 transaction was all or part gift causes the Company a 
problem because the Company has never asked the Commission to approve a transfer 
of the entire business operation without consideration, as it must under 
RCW 80.12.020. TRACER observes that the Company's version of history is 

no transfer of ownership occurred. 
I incompatible with the requested and actual regulatory treatment, and concludes that 
~ , 

I 2. Valuation 

126 TRACER argues that the central issue in valuation is selection of the proper time 
period. TRACER argues that there is no basis to conduct the valuation as of January 
1984, because no change in ownership was disclosed, was approved, or occurred. 
TRACER cites to asserted errors in the methodology of Mr. Golden's proffered 
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valuation, but also argues that the basic premises of a sale as of that date were not met 
and that the extra0rdir.l.q appreciation of the Yellow Pages business value since then 
offers strong motivation to the Company for insisting upon the 1984 date and 
valuation. 

3. Imputation Issues 

127 TRACER cites to the Commission’s order in Docket No. UT-950200 and the 
Commission’s observation there that it and other Commissions have used imputation 
to prevent regulated companies from transfening profitable assets to unregulated 
affiliates while saddling captive utility customers with the expenses of operation but 
reduced offsetting revenues from related services. TRACER concludes that 
imputation is not an installment payment for the transfer of the fair value of the 
publishing business. Similarly, TRACER finds no reason to consider publishing fees 
as payment for the value of the business as opposed to their stated purpose. TRACER 
also notes that USWC has never availed itself of the opportunity to secure treatment 
as a sale. 

128 TRACER defends the accuracy of a “rental” analogy, and notes that even USWC’s 
witness Golden uses the term “rent“ in conjunction with the payment for temporary 
use of intangible assets. TRACER argues that ratepayers continue to bear the risks of 
the publishing function because they have remained at risk for the risks and costs of 
the publishing business under imputation. Ratepayers, argues TRACER, are entitled 
to the gain on sale when they have borne the risks. TRACER cites to Washington 
decisions, including one on the distribution of gain by USWC on the sale of Bellcore 
and another on the sale by Puget Sound Power and Light of certain assets in Cause 
No. U-85-53 (1986). TRACER disputes USWC’s interpretation of TRACER’S brief 
to the Washington State Supreme Court in the appeal of the Commission’s orders in 
the rate case, and disputes USWC’s interpretation of the testimony in this docket of 
Public Counsel and Intervenor witness Mr. Brosch. 

4. Other Issues 

129 On the same basis as Commission Staff, TRACER opposes USWC’s contention that 
imputation is impermissible under the Telecommunications Act of 1996. TRACER 
also opposes USWC’s contention that imputation constitutes an impermissible taking, 
arguing that imputation does not affect the publishing business in any way and citing 
a Colorado court decision holding that imputation in that state did not constitute an 
impermissible taking.25 

Mountain States Telephone and Telegraph Co. v. Public Utilities Commission, 763 P.2d 2s 

1020 (Colo., 1988), cited with approval in the 1997 Washington State Supreme Court 
decision, 134 Wn.2d at p. 100. 
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V. DISCUSSION AND COMMISSION DECISION 

130 The Commission has set out above a summary of the parties’ arguments. In this 
segment of the order, we state our decision on the issues presented to us and our 
reasoning for those decisions. 

A. Basis for USWC’s Position 

I .  The Supreme Court Decision 

131 U S WEST makes a number of representations about the meaning of the 1997 State 
Supreme Court decision affirming the Commission’s rate case order. Consequently, 
we have read the decision closely and carefully. 
USWC argues that the Court ruled, at least implicitly, that the January 1, 1984, 
transaction was complete and final; that a valuation must take place as of that date; 
that the purpose of imputation is to offset or pay for the capital value of the business; 
and that if the value of imputation exceeds the 1984 valuation of the directory 
business, imputation must cease. 

132 

133 USWC’s argument is not without shortcomings. USWC takes its position despite the 
apparent context, holding, and language of the judicial decision to the contrary; 
despite the lack of administrative or judicial findings of fact supporting the theory; 
despite the Company’s prior representations, actions, and litigation positions to the 
contrary; despite witnesses’ prior sworn statements to the contrary; despite the prior 
Commission orders to the contrary; and despite the inherent admission that if its 
position were true it  would be admitting its failure to disclose the total disposition of 
a Iucrative asset to an affiliated interest, contrary to the requirements of chapters 
80.12 and 80.16 RCW. 

134 USWC and its witnesses acknowledged freely that the Company never in the past 
contended facts and legal relationships that it now argues control the transaction. Its 
positions are contrary to its prior representations to the Commission,26 contrary to 

Brief of Applicant Pacific Northwest Bell Telephone Company, Docket U-86- 156, at 26 

23-24 (June 24, 1988). 
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prior Commission orders:' contrary to the prior sworn statement of a USWC 
witness,28 and contrary to the holdings and observations of the Supreme Court 
decision.29 USWC explains all of these inconsistencies by saying that it is only 
following the mandate of the state Supreme Court and what USWC calls "the law of 
the case." 

135 We do not find that the Court's decision supports USWC's interpretation of the 
Court's decision. The Court ruled that the Commission acted properly within its 
discretion in using imputation as a means to rectify injury to ratepayers from an 
affiliated interest transaction. While the Court did refer to the transaction in some 
instances in the past tense - a transaction must have occurred to invoke the relevant 
statutes - it made no rulings on the timing or nature of any complete transfer of all 
rights to the Yellow Pages business or the proper valuation of that business because 
the issues were not presented. 

2. USWC's Interpretation of the Supreme Court Decision 

136 USWC argues that if there had been no "transfer," then the premise of the Court 
decision was wrong. USWC argues that the Court therefore ruled that a complete and 
final transfer occurred on January 1, 1984, that a valuation must be made as of that 
date, and that because the amounts of imputation now total more than the 1984 
valuation, imputation is now illegal. The Commission disagrees. 

137 USWC's first fundamental fallacy is to state that the Court's acknowledgment of a 
transfer of rights and benefits sufficient to invoke regulatory review and action was in 
fact a holding that a complete, total, and final transaction occurred as of a specific 
date. The Commission did not make a finding to that effect in the order appealed 
from nor in any prior case, and in fact over time made unambiguous holdings to the 
contrary, in orders that were never appealed. No record was made in the rate case to 
support such a finding. No party argued as much to the Court. The Court did not 
make a finding of fact to that effect nor did it remand the issue to the Commission for 

In the Matter of the Application of Pacific Northwest Bell Company, Order 
Granting Application, Cause No. FR-83-159 (December 30, 1983); In the Matter of 
the Application of Pacific Northwest Bell Company, Second Supplemental Order, 
Docket No. U-86-156 (1 988); Washington Utilities and Transportation Commission 
v. U S  WEST Communications, Inc., Fifteenth Supplernenta! Jrder, Docket No. 

21 

UT-950200, (1  996). 

Rebuttal Testimony of Max Johnson in Docket U-86- 156; testimony of Ms. Koehler- 28 

Christiansen, transcript p. 1001 

29 U S WEST v. Utils. and Transp. Comm'n, 134 Wn.2d 74, 89, 98, 102 (1997). 
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ratepayers from what all parties acknowledged to be an affiliated interest transaction 

an appropriate finding under RCW 34.05.558. The Court simply did not make the 
ruling that U S WEST contends the Court made. 

I38 Some of the confusion - or at least the missed communication - among the parties 
results from the difference in meaning, interpretation, and inference that the parties 
assign to the term “transfer.” ~ 

I39 USWC notes the term ”transfer” in the parties’ arguments on review of the 
Commission’s Order in Docket No. UT-950200, and the Supreme Court’s use of the 
term in its decision at 134 Wn.2d 49, and reads it to mean a complete, total, 
permanent transfer of all aspects of the Yellow Pages directory business. 

140 All parties in the rate case acknowledged that after January 1, 1984 Landmark 
published the PNB directories and kept the proceeds from Yellow Pages advertising 
sales. All parties acknowledge the existence of contracts between PNB and 
Landmark regarding publication. The Commission ruled in orders that were not 
appealed that the consideration PNB received from Landmark was inadequate. No 
more was necessary to invoke the relevant statutes authorizing imputation and no 
more was necessary to decide the issues in the our order UT-950200 and its judicial 
review. While the parties in argument and the Court in ruling on :he transaction did 
on occasion use the past tense, that was neither the argument nor the ruling that the 
transaction is complete and permanent for all purposes or that it was completed at any 
particular time. 

I41 The 1984 transaction in which certain assets changed ownership and in which 
responsibility for publication of the White and Yellow Pages directories moved from 
PNB to Landmark was a transfer, whether or not permanent, of the business 
operations. It was a sufficient transfer - shifting as it  did the right to publish and to 
collect advertising revenues - to invoke the provisions of chapters 80.12 and 80.16 
RCW. The term “transfer” need not, and did not, for the Commission or other parties, 
mean total and permanent transfer of the entire business. USWC’s use of the term is 
not consistent with others’ use. 

142 In its appeal of the Orders in UT-950200, USWC did not challenge any lack of 
findings by the Commission as to whether the transfer was complete and final. It did 
not argue to the Court, so far as this record reveals, that the Commission’s decision 
failed to make necessary findings or that the Court should remand the matter back to 
the Commission for necessary findings. 
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imputation is legal under the pertinent statutes in those circumstances. It rejected, or 
found it unnecessary to reach, each of the 18 reasons that USWC posited as making 
imputation illegal. 

144 USWC's theory of the decision appears to be inconsistent with significant portions of 
the Court's ruling. It is inconsistent with the Court's observation at page 98 that 
"[tlhe record shows that the Company has always been free to sell the business for a 
fair value," because use of the present perfect progressive tense implies an ongoing, 
continuing ability to sell rather than a past, consummated sale.30 The Court's 
observation at p. 102 that the Company is free to ask the Commission for an end to 
imputation "when it can show that it [USWC] has received fair value for the transfer 
of the asset" (emphasis added) is inconsistent with USWC's contention that i t  is 
ostensibly entitled to that result when it can show that it has provided a value to 
ratepayers. 

14s USWC does not present evidence that it has received fair value for the asset. Instead 
it argues that the Court's decision makes the imputation of Yellow Pages revenues 
illegal because the value of the asset was "paid off'' by imputation to USWC's 
 earning^.^' 

I46 USWC's theory is misguided. It is inconsistent with the factual record in this and 
prior dockets; it  is inconsistent with the regulatory record; and it is inconsistent with 
the Supreme Court decision that it ostensibly seeks to implement. 

B. The transfer of the Yellow Pages Business 

147 U S WEST argues that the transaction was complete and final on Janauary 1, 1984. 
We find that it was not. We find that the 1984 transaction was represented to be, and 
actually was, a transfer in which Landmark began publishing directories and engaging 
in the Yellow Pages business "for" PNB32 and agreed to make a guaranteed stream of 
payments for that privilege. That is what this record reveals, and that is what the 
Commission finds. Only in that context can the documentation presented by PNB, 

30 William A. Savin, The Gregg Reference Manual, (7* Ed. 1999). 

USWC argues that the Company always took the position that imputation is illegal. 
USWC Opening Brief, at p. 26. A glance at prior Commission orders reveals that this 
statement is not supportable. In particular, in the merger dockets the Company accepted 
imputation on a continuing basis. This is inconsistent with the Company's new theory of 
illegality. In pleadings related to the merger order, the Company admitted that "it is time to 
put the issue (of imputation) to rest." It consented to the ongoing imputation as an integral 
element of the merger transaction, and it did not appeal the order. 

31 

Order of Dec. 30, 1983 i n  Cause No. FR-83-159. 32 



Docket No. UT-980948 Page 39 

the unappealed decisions of the Commission, and the Supreme Court decision be 
understood to make sense. 

1. Indicators of Arms’ Length Transactions 

148 USWC argues that the transaction must be treated as a sale or other permanent 
transfer if there are certain indicia of a permanent transfer, according to the legal 
standards applied to arms’ length transactions. Examples include the transfer of 
goodwill, copyright licensing, and use of trademarks. 

149 The analogy and the citations are invalid, because this is not an arms’ length 
transaction. Mr. Inouye confirmed at TR 492-3 what has been clear from the outset 
of this transaction in 1983 - that USWI controlled the negotiations regarding the 
Yellow Pages. Indeed, it was only sound business that USWI control the transaction 
in every regard. It did so in an attempt to shift the income of the lucrative directory 
publishing business from PNB, where it was a benefit shared by ratepayers and 
stockholders, to an unregulated subsidiary where the benefit could be enjoyed 
exclusively by shareholders. To the extent that witnesses represented that this was 
not the case, and that dealings between the companies were at arms’ length, their 
testimony is not credible. 

150 The Company repeatedly analogizes for selected purposes to standards applicable to 
third-party or arms’ length transactions. The Commission gives those standards no 
weight in this context, as they are inapposite to this series of transactions. Every one 
of the incidents of this transaction was subject to the ultimate discretion, direction, 
and control of USWI and could be molded to resemble or not resemble an arms’ 
length transaction at USWI’s direction. USWC clearly concedes this when it  strongly 
argues the reverse of this issue, for example, when it points out that the transaction 
needs no documentation because it is a transaction between affiliates, or when it states 
that it needs none of the indicia of a third-party transaction because affiliates are free 
to make gifts to one another. 

151 Finally, some of Mr. Johnson’s testimony relating to trademarks is not credible. We 
find no indication that the logo of U S WEST Communications, Inc., connotes in the 
popular view an entirely different company from that connoted by any other U S 
WEST corporate family 
WEST Communications logo, with its stylized U S WEST lettering, see the identical 
U S WEST lettering with the name “Dex,” and view them as totally distinct and 
unrelated companies as opposed to related products under a single umbrella. In any 
event, the substitution of the U S WEST logo for that of PNB was a choice made by 

We find it  not credible that consumers see the U S 

33Mr. Johnson, TR pp. 410-421, 
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U S WEST, Inc. and PNB and should not be used to justify the evaporation of any 
publishing rights or financial benefits previously held by PNB. 

~ 2. G$t Theory 
I 

152 All parties acknowledge the lack of contemporaneous adequate compensation for the 
transfer of the assets.34 The Commission ruled on more than one occasion, without 
contest or appeal, that the compensation provided for the publishing agreements was 
inadequate or nonexistent. USWC argues that because the Court said that USWC 
"gave away" the asset for little or no return, it ruled that the transaction constituted a 
completed gift of the entire directory business on January 1, 1984. Therefore, the 
Company argues, the transaction was a fully executed gift of the entire Yellow Pages 
publishing business and no formal evidence of sale transfer is needed. 

153 There was no gift because a gift requires donative intention.35 Here, as the 
Commission has repeatedly noted, the intention was to enrich stockholders at the 
expense of ratepayers. It was not a permanent transfer of the entire publishing 
business, because the approved transaction was neither designed nor presented to 
effect a permanent transfer, nor did it effect a permanent transfer. 

154 Moreover, the transaction is not a completed transfer of the entire publishing business 
because PNJ3 did not receive Commission authorization under Chapters 80.12 and 
80.16 RCW to give away the exceptionally valuable asset. A no-compensation 
transfer of the entire business would clearly have been subject to disclosure and 
Commission approval under both the transfer of property and the affiliated interest 
statutes. While the no-compensation nature of the asset transfer was disclosed, we 
find that USWC presented the transfer of the publishing business function as an 
outsourcing or a lease, with compensation over its term, in a way that clearly 
precludes treatment as a gift. 

155 As we repeatedly note, the limited transfer of the publishing function that PNB 
described to the Commission and then effected in the 1984 transaction neither 
demands nor implies the relinquishment of all rights in a permanent transfer. 

3. Regulatory Consequences 

Consideration for the asset transfer was nonexistent. PNB immediately transferred to U S 34 

WEST (the parent company) the entire 21/10 share in Landmark that it received for the 
capital assets and so far as the record shows derived no benefit from that transfer. See, 
Cause No. FR-83-159 (Order of Dec. 30, 1983), and Second Supplemental Order, Came No. 
U-86-156, pp. 11-12 (1987). 

Oman v. Yates, 70 Wn.2d 18 1,422 P.2d 489 (1967); Tucker v. Brown, 199 Wash. 320,92 35 

P.2d 221 (1939); Dingley v. Robinson, 149 Wash. 301,270 Pac. 1018 (1928). 
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156 For regulatory purposes, as suggested by Commission Staff and other parties, we 
must look to the regulatory interpretation of the actions that the regulated company 
took and that it disclosed to the Commission. From a regulatory perspective, the 
following occurred or failed to occur. 

157 PNB did not represent in its December, 1983, application that it was intending to part 
permanently with all aspects of ownership of the Yellow Pages business. Instead, it 
clearly stated that "This application concerns the implementation of the new 
Publishing Agreement between PNB and USWDC for  the publication of PNB's White 
and Yellow Page directories." Application, Cause No. FR 83-159, p. 3. (emphasis 
added) The application by its own terms was for an agreement for publication, and 
not for the transfer of a valuable business. 

158 The relationship that was thereby created for regulatory purposes - the relationship 
that the Commission approved - was not a sale or other permanent transfer. Instead, 
it was the transfer of certain assets along with a license and series of agreements for 
services for a term of years. PNB's representation to the Commission was of a 
temporary outsourcing (in common parlance, as Mr. Selwyn notes, a "lease") of the 
publishing function, under a publishing agreement, in exchange for a fee. Only in this 
context do the contemporaneous representations, the contemporaneous regulatory 
treatment, and the relevant orders all make sense. 

159 The Commission recognized the impermanence of the authorized relationship in a 
later order, telling PNB that it should make an election about the transfer. The 
Commission listed three possible means to treat the transaction: 

The remedies to be considered include the approval of the contracts with 
appropriate adjustment of publishing fees, the return of the publishing function to 
PNB, or the treatment of the transaction as the sale of a capital asset. If, as the 
evidence appears to show, PNB and USWD intended a permanent transfer of the 
Yellow Pages, treatment as a sale may be most appropriate. Such treatment 
would allow for determination of consideration at the time of transfer that would 
fairly compensate PNB. PNB would assume none of the risk, and USWD would 
assume all of the risk attendant to the publishing enterprise. Such a result is 
appropriate if U S West Direct seeks to ultimately acquire all of the opportunity 
for  profit. Treatment as a sale is very likely to reflect a result that might have 
been achieved by parties bargaining at arms' length. 

Docket No. U-86-156, Second Supplemental Order, atp.  12 (emphasis added). It is 
clear from this discussion that the Commission had not authorized a permanent 
transfer. None of the discussion would make sense if a permanent transfer had been 
approved. USWC neither sought clarification nor appealed the order or its 
description of the transaction. Nor did it ever come back to the Commission with a 
request to treat the transaction as a sale. 



Docket No. UT-980948 Page 42 i 

160 U S WEST states that it always provided full disclosure about the transaction. USWC 
Briej p .  33. In light of the record and USWC’s earlier positions, this statement is 
difficult to understand. If it intended a transfer of the entire business, not only did it 
not tell the Commission it was transferring the entire business (nor the value of the 
ongoing business ostensibly transferred), its application stated that it was arranging 
for publication, and it  subsequently represented through the sworn statements of 
witnesses (Ms. Koehler-Chri~tianson~~ and Mr. Johnson3’) and legal positions3* that 
no transfer of intangible assets occurred. Mr. Inouye states at transcript pages 263- 
264 and Ms. Koehler-Christianson acknowledges at transcript page 1001 that the 
changes in their statements are the result of the Company’s desire to support the 
existence of a completed, permanent transfer that the Company contends is demanded 
by its interpretation of the Court’s decision. 

161 U S WEST’S statements now about the facts and the meaning of its own actions are 
so clearly contrary to the events and representations at the time that they cast serious 
doubt on the credibility of the Company’s case. If we are to believe that it did in fact 
transfer all rights to the business, it never once told the Commission that it was 
effecting the complete and total transfer of an immensely valuable asset, contrary to 
its obligation under law to seek approval for such a transaction. The Company failed 
to maintain the documentation ordered by the Commission that is essential to the 
valuation of the asset that it now seeks us to make. Again and again, the 
contemporaneous information that PNB and USWC provided and its arguments are 
inconsistent with the facts and the positions that USWC now espouses. 

162 In summary, USWC asks the Commission to look at legal documents prepared by the 
Company’s own lawyers in response to its legal obligation to define and disclose 
every relevant aspect of the transaction, and then to disregard the language of those 
documents, and to infer an intention that is not evident within the documents. We 
cannot find on the facts in this record that a transfer of the business occurred in 1984. 

4. Regulatory Treatment 

36 Ms. Koehler-Christianson, Tr. 1001; Ex. 519, part 1 of 2, at 107-8 (refemng to testimony 
in deposition in USWC’s federal proceeding challenging imputation on First Amendment 
grounds). 

See, Tr. 378-79; Ex. 309 at 2-3 (refemng to Rebuttal Testimony of Max Johnson in 37 

Docket U-86-156). 

38 “As noted above, the fact is that PNB could publish now if i t  chose, so nothing was 
actually transferred in 1984.” Brief of Applicant Pacific Northwest Bell Telephone 
Company, Docket U-86-156, at 23-24 (June 24, 1988). 
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163 Regulatory requirements are the most telling argument regarding the transfer of the 
business. USWC has never asked the Commission to approve the permanent transfer 
of the entirety of the Yellow Pages business to Landmark or any other entity. As we 
have noted above, under RCW 80.12.020, USWC had no authority to dispose of 
property without receiving Commission authority to do so, and under RCW 80.16.020 
it had no authority to consummate a transaction with an affiliate without receiving 
Commission authority to do so. 

164 Chapter 80.12 RCW severely restricts public utilities’ ability to transfer property 
without prior Commission approval. RCW 80.12.020 says, in part, 

No public service company shall sell, lease, assign or otherwise dispose of the 
whole or any part of its . . . properties . . . without having secured from the 
commission an order authorizing it to do so. 

16.5 The consequence of failure to do this is made clear in RCW 80.12.030: 

Disposal without authorization void. Any . . . sale, lease, assignment, or any 
other disposition, merger, or consolidation made without the authority of the 
Commission shall be void. 

166 RCW 80.16.020 requires a regulated company to 

file with the commission a verified copy, or a verified summary if unwritten, of a 
contract or arrangement providing for the . . . purchase, sale, lease, or exchange of 
any property, right. or thing. . .. The filing must be made prior to the effective 
date of the contract or arrangement. Modifications or amendments to the 
contracts or arrangements must be filed with the commission prior to the effective 
date of the modification or amendment. 

(Emphasis added.) 

I67 The 1983 application was for approval of the transfer of certain assets worth $13.7 
million (for which the Company received nothing) and the approval of publishing 
agreements under which Landmark agreed to publish directories including company 
listings and Yellow Pages for PNB and to pay PNB a guaranteed stream of income. 

168 The Company in this docket does not ask the Commission to approve the transfer of 
the entirety of the Yellow Pages business to Landmark. Instead, it merely asks the 
termination of imputation - allegedly pursuant to order of the Washington State 
Supreme Court. The Company’s current request for regulatory treatment retroactive 
to 1983 is incompatible with regulatory requirements. The Company never asked the 
Commission to treat the transfer as a sale or any other completed transaction or 
otherwise give regulatory approval or regulatory permission for a permanent transfer 
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(which would require a modification or amendment of the original approved 
agreement under the terms of the statute) even after the Commission invited it to do 
so. It never asked the Commission to distribute the realized gain from a sale. It never 
kept the necessary records that the Commission directed it to keep.39 USWC has not 
received authority to transfer the business asset. We find that for regulatory purposes 
any arrangement or disposition that purported to effect a transfer other than the 
limited transaction approved in 1983 is void. RCW 80.12.030 

169 We conclude that USWC retains the asset, both by the factual history of the 
transaction and as a matter of law. We will continue to regulate USWC as though it 
retains all rights to the asset. No complete transfer occurred in 1984, and we have no 
evidence of any later sale or other disposition to which PNB or USWC was a party. 
Neither PNB nor USWC applied for approval of such a transaction, and we have not 
approved such a transaction. Any such transaction would therefore be void in any 
event. The Commission has continuing jurisdiction over any such arrangement, 
dating back to the original application. The Commission can, but is not required to, 
institute an investigation. "At any time after receipt of the contract or arrangement," 
the Commission may disapprove such a contract or arrangement if the Commission 
finds that the public service company has failed to prove that contract or arrangement 
is reasonable and consistent with the public interest. RCW 80.16.020. 

5. Consequences of a Transfer 

170 The first fundamental fallacy in USWC's position is that a transfer occurred. Its 
second fundamental fallacy is its assumption that proof of a transfer removes 
imputation as an appropriate remedy for the inter affiliate transaction. It is clear that 
this is not the case. 

171 The Commission's Order of October 12, 1980 in Cause No. U-86-156 sets out three 
potential means of rectifying the consequences of the transaction. That list is not 
exclusive. . .  

I72 Imputation is the implementation of "Imputed Value," Le., the logical or implicit 
value that is not recorded in any accounts. ATTORNEYS' DICTIONARY AND 
HANDBOOK OF ECONOMICS AND STATISTICS, b y  Les Seplaki, New York: 
Professional Horizons Press, 1991, p .  121. It is the ascription or attribution to 
another. Webster 's I I  New Riverside University Dictionary, Boston, I984. Here, 
imputation is the ascription or attribution of income, not recorded otherwise on any of 
USWC's accounts, implemented by an accounting adjustme-it. It revises USWC's 
earnings for regulatory purposes (that is, for setting rates), to reflect a portion of 

39 In the Matter of the Application of PNB, Cause No. FR-83-159, Fourth Supp. 
Order, at 7 (January 16, 1985). 
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affiliate U S WEST Dex's earnings. It is a means by which the Commission may 
exercise the authority granted in Chapter 80.16 RCW to protect ratepayer interests 
affected by affiliated transactions. 

I73 There is no principle of law or policy that constrains the Commission from using 
imputation on an ongoing basis when the affiliate of a regulated telecommunications 
company owns and operates a directory publishing business that serves the regulated 
company. The Commission has used imputation in such settings. See, Second 
Supplemental Order, WUTC v. Continental Telephone Company of the Northwest, 
Inc., Docket No. U-82-41 (August 1983); Second Supplemental Order, WUTC v. 
General Telephone Company of the Northwest, Inc., (January 1985). Imputation is 
thus an alternative to a distribution at the time of a transfer, when the transfer is to an 
affiliate. Its application to U S WEST has been to substitute the earnings imputation, 
for ratemaking purposes, for the actual payments (if any) by Dex for rights or services 
that USWC provides and that allow Dex to publish directories containing Yellow 
Pages advertising on behalf of USWC. That repricing of affiliated payments offsets 
the loss to ratepayers of the benefit they would have rcceived if PNB had not 
transferred the business operation. The loss to ratepayers occurs on an ongoing basis, 
and the offsetting benefit from imputation of "excess" earnings compensates 
ratepayers for the immediate period's loss, not for the capital value that might be 
distributed in the event of a sale to a third party in an arms' length transaction. 
Imputation is not a substitute for, nor is it a means to implement, the amortization of 
any value to be distributed. 

I74 The Court appears to have understood this perfectly, for it stated that USWC could 
ask for an end to imputation when it received consideration for the asset, not when it 
paid or when ratepayers received consideration for the asset. 

I75 The Commission does not rule out any Yellow Pages treatment, nor does it predict 
what the Commission will do given the facts of any possible future record. The 
Company may come forward in a proper procedural setting to ask for a change in 
imputation. If that occurs, the Commission will receive evidence, hear arguments, 
and make a responsible decision, under law, on the facts of record. 

6. Conclusion 

I 176 U S WEST'S arguments about the actual nature and timing of the transaction are 
factually incorrect. The transaction and the pertinent documentation that PNB 
represented to the Commission, and that the Commission approved, was for the 
transfer of certain assets and the temporary outsourcing of the directory publishing 
business in exchange for a guaranteed stream of payments from the temporary 
publisher for the right to conduct the publishing business. The Commission has 
approved no other transaction and it expressly refused to approve the adequacy of the 
publishing fees. For regulatory purposes, no other transaction has occurred. 
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177 When we examine the evidentiary record, we see no objective indicators 
demonstrating that the publishing business was formally transferred. We see none of 
the indicators of an arms’ length transaction - even of a receipt for a transaction 
without consideration - that might constitute a part of the evidence that the 
transaction occurred as USWC contends. We see no request for other regulatory 
approval, and no summary of any unwritten agreements. We conclude on the facts of 
record that no permanent transfer occurred, factually or legally. 

C. Valuation 

I78 USWC argues that because the complete and permanent transaction was 
consummated on January 1, 1984, the value of the transferred asset must be valued as 
of that date. We have found that the transaction did not occur on that date and that 
there is neither evidence of a transaction at any other date nor of regulatory approval 
of a transaction for regulatory purposes. Consequently, we need not discuss the issue 
of valuation and we cannot without a transaction to approve determine whether 
valuation is needed or what is the proper date for valuation of the ongoing business. 

179 The Commission will continue to use imputation to preserve and balance the 
positions of stockholders and ratepayers until the Company demonstrates a change in 
conditions that warrants a change in imputation. 

180 The Commission will then have the opportunity to determine whether to end 
imputation and, if so, determine the appropriate disposition of any gain. 

D. OtherIssues 

1. Publishing Fees as Payment for an Asset 

181 USWC urges that the publishing fees should be considered payment for the capital 
asset that has been transferred. It is clearly improper to do so. We find and conclude 
above that the purpose of the 1984 transaction, as expressed in the supporting 
documents and in Commission orders, was to authorize and require Landmark to 
publish directories and conduct the classified advertising business for PNB for a 
limited period in exchange for the publishing fees. The fees were established and 
represented as compensation for the rights to perform that activity and for other 
services rendered by PNB. 

I 2. Barrier to Entry 

182 USWC contends that imputation is a barrier to entry forbidden by Section 253 of the 
Telecommunications Act of 1996 because it subsidizes rates and makes it more 
difficult for competitors to enter the market. The Commission disagrees. 
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183 The question of subsidy was resolved by the Supreme Court when it upheld 
imputation against USWC’s challenge in the rate case. 134 Wn.2d at p .  83. No 
competitors challenge imputation or contend that it constitutes a barrier. There is no 
evidence, as opposed to the mere allegation, that imputation constitutes a barrier to 
competition. The Commission rejects this challenge. 

3. Unconstitutional Taking 

184 USWC again contends that imputation is unconstitutional, this time as a taking of 
Landmark’s revenues without compensation under the Fifth and Fourteenth 
Amendments to the United States Constitution and Article I, Section 16 of the 
Washington State Constitution. We reject the argument. 

185 First, neither USWI nor Landmark is a party, and USWC does not have standing to 
raise the issue as to the rights of others. 

186 Moreover, as we have previously held and the State Supreme Court affirmed, 
revenues of the nonregulated company, Landmark, are not affected. Imputation is 
established for a limited purpose, authorized by statute, and for a purpose that has 
been found fully lawful by the United States Supreme C o ~ r t . ~  

E. Conclusion 

187 USWC’s petition for an accounting order is premised on a selective reading of the 
Washington State Supreme Court’s decision and on alleged facts that are contrary to 
the facts that we find on this record. Imputation is merely a means to preserve the 
relative benefits of Yellow Pages operation to ratepayers and stockholders that existed 
prior to the Commission‘s authorization of the temporary transfer of the publishing 
function from PNB to Landmark in Januaryl984. Imputation also operates to reprice 
the ongoing affiliated transactions in an equitable manner. There is no evidence of an 
actual transfer from PNB or USWC to Landmark, and there has been no regulatory 
approval of any permanent divestiture of ownership of the publishing function from 
PNB or its successor, U S WEST Communications, Inc. The Commission denies 
USWC’s petition for an accounting order ending imputation. 

VI. FINDINGS OF FACT 

188 Having discussed above all matters material to our decision, and having stated general 
findings and conclusions, the Commission now makes the following summary 
findings of fact. Those portions of the preceding discussion that include findings 

~ 

United Fuel Gas Co. v. Railroad Comm. of Kentucky, 278 U.S .  300, Supra. 40 
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I89 

190 

I91 

192 

I93 

194 

195 

I96 

pertaining to the ultimate decisions of the Commission are incorporated by this 
reference. 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

The Washington Utilities and Transportation Commission is an agency of the 
State of Washington that is vested by statute with the authority to regulate 
telecommunications companies offering service to the public for compensation. 

U S WEST Communications, Inc., is a subsidiary of U S WEST, Incorporated. 
USWC is engaged in providing telecommunications services to the public of the 
state of Washington. It is the successor in interest to Pacific Northwest Bell 
Telephone Company, which disappeared as a separate entity upon its merger 
with two other local exchange telecommunications companies to form U S 
WEST Communications, Inc. 

Landmark Publishing Company is a subsidiary of U S WEST, Incorporated. 
Landmark is the owner of U S WEST Dex, formerly called U S WEST Direct, a 
subsidiary engaged in the business of publishing telephone directories. 

On December 22, 1983, PNB filed an Application for authority under Chapter 
80.12 RCW to transfer as of January 1, 1984, Washington assets valued at $13.7 
million to Landmark Publishing Co., in exchange for a 211100 share in 
Landmark. The application disclosed that PNB would immediately transfer that 
compensation to its parent, U S WEST. 

The Application also sought approval of the asset transfer as an affiliated 
interest transaction under Chapter 80.16 RCW along with approval to enter a 
publishing arrangement in which Landmark would publish PNB’s directories, 
inchding Yellow Pages advertising, under contract, in exchange for a 
guaranteed stream of payments. 

The Commission allowed the transaction to proceed, reserving the right to 
determine the ratemaking effect of the transaction at a later time. Assertions 
that the transaction was intended to effect a complete transfer of the directory 
publishing business, and that it did so, are not credible. 

In 1988, U S WEST Dex proposed and PNB consented to the termination of the 
publishing fee that was an element of the 1984 transaction. 

The Yellow Pages directory publishing business as of Dec. 31, 1983, was a 
valuable asset of Pacific Northwest Bell Telephone Co.. 
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197 9. 

198 10. 

199 1. 

200 2. 

201 3. 

202 4. 

203 5.  

204 6.  

205 7 .  

204 8. 

207 9. 

Neither PNB nor USWC has sought, and the Commission has not granted, 
regulatory approval for any transaction involving Yellow Pages publishing 
except the one described in the application in Cause No. U-83-159. 

U S WEST in 1989 accepted the imputation of Yellow Pages publishing excess 
earnings until the practice is changed or terminated by later Commission order. 

VII. CONCLUSIONS OF LAW 

The Washington Utilities and Transportation Commission has jurisdiction over 
the subject matter of this proceeding and the parties to the proceeding. 

Chapter 80.12 RCW requires regulated public utilities to secure prior 
Commission approval of any sale or other disposal of an asset and provides that 
any sale or disposition without such approval is void. 

Chapter 80.16 RCW requires regulated public utilities to secure prior approval 
for certain transactions with affiliates, and provides that the Commission has 
continuing jurisdiction over such transactions. 

The transaction that the Commission approved in 1983 in Cause No. U-83-159 
was a temporary transfer from PNB to Landmark of the right to publish 
directories on behalf of PNB that include Yellow Pages advertising, coupled 
with PNB's agreement to provide certain services to Landmark. 

Neither PNB nor USWC has sought, and the Commission has not granted, 
regulatory approval for any transaction involving Yellow Pages publishing 
except the one described in the application in Cause No. U-83-159. 

The transaction involving the Yellow Pages publishing function that the 
Commission approved in Cause No. U-83-159 did not vest Landmark with the 
complete and total permanent right to engage 'in the publishing business 
theretofore operated by PNB. 

The Commission is not required by virtue of the Supreme Court decision of 
December 24, 1997, to terminate imputation to USWC of excess earnings from 
Yellow Pages publishing. 

No facts appear of record that would render termination of the imputation to 
USWC of excess directory earnings consistent with the public interest. 

The application for an accounting order terminating imputation should be 
denied. 
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VIII. 0 R D E R 

208 

209 

The Commission denie -, U S WEST’S request for an accounting order. 

Dated and effective at Olympia, Washington this - day of July, 2000. 

WASHINGTON UTILITIES AND TRANSPORTATION COMMISSION 

Page 50 

MARILYN SHOWALTER, Chairwoman 

RICHARD HEMSTAD, Commissioner 

WILLIAM R. GILLIS, Commissioner 

NOTICE TO PARTIES: This is a final Order of the Commission. In addition to judicial 
review, administrative relief may be available through a petition for reconsideration, filed 
within 10 days of the service of this Order pursuant to RCW 34.05.470 and WAC 480-09- 
810, or a petition for rehearing pursuant to RCW 80.04.200 or RCW 81.04.200 and WAC 
480-09-820( 1). 
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Pbme Lkcctorics Company - Corporate Site http://www.phonc&.com/abut/histOtj'.hhnl 

ABOUT PHONE DIRECTORIES - History 

In an effort to give a choice in products back to the consumer, Phone 
Directories Company (PDC) began publishing independent phone 
directories in 1973. At that time, our offices were located in Price, Utah. 
Shortly after the birth of this family owned and operated company, PDC 
moved to Colorado. 

In 1978, the company moved again. The headquarters were then 
located in Orem, Utah where PDC now resides. Years of steady growth 
during that time period brought about a high level of respect from the 
business community. This respect grew and PDC began to expand 
nationwide. 

PDC then made a shift in 1985. The owners relocated the company to 
their basement and made the decision to take only their top eight 
employees with them. To help with the transition, the forward-thinking 
owners provided options to their employees that were ahead of their 
time. Day care was provided for the convenience of the employees, 
Realizing that not everyone works on the same schedule, the owners 
also allowed employees to work on flextime schedules. The team 
responded to these conveniences, and the company grew. 

After two years in the basement and some streamlining, revenues 
began to rise. This increase in revenue helped the company grow in 
directions ownership had envisioned for years. This growth has moved 
us away from the basement into our current Orem, Utah facility. Our 
30,000 square foot building houses more than 300 employees. 

PDC is currently one of North America's largest independent telephone 
directories publishers. We distribute telephone books to more than 130 
markets throughout the U.S. and Canada. The total number of books 
distributed in 1998 totaled more than 3.0 million. 

PDC is a leader in providing an innovative source of information for the 
businesses and communities it serves. It is our goat to become the 
standard of excellence in the phone directory industry by providing 
quality phone directories uniquely tailored to the customer's needs. 

http://www.phonc&.com/abut/histOtj'.hhnl
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-- A 3  
5 - DIRECTORY INDEX - 

Directories Pub Pub Close Pub Issue WPClose Pop PPub Plssue Split 
by Staie Code Code InAials Date Date Length Date (000) #Co Disltibutii Date Length Run 

AFUZONA (Az) 1 
Ahwatukee 003061 

Apache Junction 003034 

Apache Junction 003037 

Bellaire-West Univ 101902 

Carefreecave Creek 0031 16 

Casa Grade 003120 

Casa Grade 003123 

CaveCreek-CtfreeM 101702 

Chandler-Gilbert 003134 

~~ 

0760 SWG 03/14/01 05/01 52 3 34.736 05/00 

0754 SD 07/0iioi 11/01 25 3 37.370 11/00 

0833 PIX: 05/30/01 11/01 05/30/01 40 2 25.000 11H)o 

0754 SD 05/05/01 09/01 051oy01 90 2 09/01 

0754 SD 09/20/00 03/01 09/20/00 38 2 3O.OOO 03/00 

0738 USW 11/13/00 01/01 12/04/00 73 2 41.827 01/00 

0833 PDC 03/06/01 08/01 03/06/01 75 2 24.500 07/00 13 

0786 NDC 08/04/01 11/01 08/04/01 28 3 11/00 

0754 SD 12/10/00 04/01 75 3 75.520 03/00 13 

Clifton-Saffwd 003670 I 0738 USW 09/01/00 11/00 09/22/00 32 2 17.436 11199 
m s e  county 003145 0738 USW 08/30/01 12/01 09/20/01 111 2 75.526 12/00 
Fbgstan 003271 0033 PDC 04/12/01 08/01 04/12/01 95 2 51.500 08100 

Flagstan 003270 0738 USW 02/01/01 04/01 02/22/01 154 2 126.848 04/00 

Founlain Hills 003287 0754 SD 11/15/00 03/01 11/15/00 29 2 12.000 om 
Gda River 100517 0621 CDK 05/25/01 09/01 05/25/01 10 2 4500 o9/00 

Flagsran-N Aruona 101505 0915 JHZ 09/2W00 12/00 165 3 8O.OOO 12/00 

Globe 003320 I 0738 USW 01/03/01 03/01 01/24/01 70 2 20,715 03/00 
Green Valley 003351 0760 SWG 11/19/00 02/01 38 3 25.415 02/00 

Kerns Canyon 003391 0558 LMB 05/19/01 09/01 05/26/01 9 2  3,566 09/00 

K q m a n  003406 0833 PDC 06130/01 11/01 . 06/30/01 15 2 28.500 11/00 

Lower Cdorado Rtv 003067 0853 PDC 05/23/01 1OlO1 05/23/01 150 2 41.500 l(K00 

Mesa lo0088 0706 NDC OlmlOl 04/01 01/22/01 307 3 185.000 OQlOO 

Mesa 003418 0754 SD 04/01/01 07/01 04/01/01 384 3 115.000 07/00 

Mohave County 003431 0738 USW 06/09/01 09/01 OW30/01 107 2 105,516 09/00 
Mohave County 003395 0558 LMB 08111101 12/01 08/18/01 145 4 142.697 l2fOO 

NEArizona-Hdbrodc 003361 I 0833 pM= 02/03/01 07/01 02/03/01 60 2 38,OOO WGQ 13 

Nogales Santa Cnrz 003476 0833 PDC 11/03/00 04/01 ll/OY00 38 2 21.500 03/00 13 

Nogales-GreenValley 003470 0738 USW 08/15/01 11/01 09/05/01 60 2 37,031 11/00 , 

Page Ck Powell Kane 003504 0833 pM3 03/05/01 07/01 03/05/01 20 2 19.900 07/00 
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by State 

Pub Pub Close Pub Issue WPClose Pop PPub Plssue Splii 
(000) KO Distribution Dale Length Run Code I Code Initiik Dale Date Length Date 

PageLake Pwell 003507 I 0790 WVA 03/01/01 05/01 6 2 22,000 05/00 

Paradise Valley 003511 0754 SD 11/15/00 03/01 11115100 20 2 12.000 03/00 

PWkH 003520 0682 vz 01/19/01 w 1  02/09/01 12 2 3.085 o m  
Pavson 003545 0738 usw 01/04/01 03/01 o i m ~ o i  19 2 18.284 03/00 

Payson 003547 I 0833 PDC izmoo 06/01 12/26/00 50 2 21.500 05/00 13 

Phoenix E V a l l e y 0  003420 0738 USW 06/20/01 09/01 07/11/01 755 3 442.572 09/00 

Phoenix E Valley0 003421 0738 USW 06/20/01 09/01 07/11/01 755 4 442.572 09100 

Phoenix North 101637 0786 NDC 07/14/01 10/01 07/14/01 275 3 10100 

Phoenix On The Go 100152 I 0738 USW 03/12/01 06101 04/02/01 500 3 06JoO 

Phoenix(W) 003569 0738 USW 11/27/00 03/01 12/18/00 2312 3 1.015.247 03/00 

Phoenix(Y) 003570 0738 USW 11/27/00 03/01 12/18/00 2401 4 1.336.405 03/00 

Phoenix-GcNwVall~ 003800 0738 USW 06/07/01 09/01 osnaioi 758 3 384.802 09100 

~ h o e n i x - ~ r s w v a ~ e y  003070 1 0738 usw 06/07/01 o m 1  06/28/01 78 3 33.710 ow00 

Phoenix-Scottsdale 003745 I 0738 USW 06/07/01 09/01 06/28/01 338 3 238,602 o9ioo 

Prescot&TriCilyAW 100360 1 0915 JHZ 02/24/01 06/01 02/24/01 80 3 52,000 06/00 
~ 

Prescott 003620 0738 USW 01/23/01 04/01 oz13toi 77 2 68.214 04/00 

Prescott-Verde Wy 003622 0833 POC o2/09/01 07/01 02/09/01 109 2 55.000 06/00 13 

Scoltsdale C Phoenix 100086 0786 NDC io/woo 01101 1W06/00 301 3 165.000 01/00 

Scottsdale North lo0085 0786 N D C  09/08/00 12xx) 09/08/00 192 3 60.o00 12199 

Sedona-VwdeVaney 003747 1 0833 PDC 03/28/01 08/01 03/28/01 25 2 36.300 08/00 

show Low 003370 10558 LMB 12/15/00 04/01 12/29/00 70 3 77.426 04/00 

Siena Vista 003754 I 0833 PDC 09/29/00 02/01 09/29/00 48 2 ~ . o o o  ozoo 
So Central Arizona 003756 1 0833 PIX 03/26/01 08/01 03/26/01 43 2 25.000 08/00 

SoulheasternArizona 003758 [ 0833 PDC 10/18/00 03/01 10/18/00 45 2 33.000 02/00 13 

SunCity-Visto-SdlBk 003765 I 0760 SWG 02/28/01 05/01 7 2  8.119 05/00 

SunCly-SunCtyWest 003763 0760 S W G  08/14/01 11/01 90 3 62.466 11/00 

Tempe 100087 0786 NDC 03/12/01 OW01 03/12/01 319 3 215,000 06/00 

TemDe 003766 0754 SD OY01K)l 09/01 238 3 84.000 09/00 
. -  

Tucm Central 003776 I 0738 usw i o / i m o  oiioi 11/02/00 354 2 102.286 01/00 

Tucson East 003777 I 0738 usw io/ii/oo 01/01 lllOll00 446 2 181.265 01100 

Tucson "W 003778 J 0738 usw ioiiiioo 01/01 ' 11/01/00 298 2 153,639 01/00 

Tucson Regional 003597 0835 WPZ 11/15/00 02/01 750 4 316,000 02/00 

Tucson(W)c 003773 0738 usw w o i i o i  ow01 05/22/01 722 3 464.541 08/00 

TucSoncI) 003771 0738 usw 051011oi 08/01 05/22/01 722 4 464.541 08/00 

White Mountam 00306 I 0833 PDC 02/08/01 07/01 02/08/01 42 2 36.000 06/00 13 

Wekenburg 003820 0738 usw i1/20/00 ozm 12/11/00 15 2 11,773 02/00 

Wmdow Rock 003865 I 0558 LMB 09/15/00 01/01 09/29/00 155 2 29.768 01100 

wmslow 003870 I 0738 usw 02107/oi 04/01 02/28/01 23 2 13.591 04/00 

Yuma 003920 0738 usw 12/18/00 02/01 01/08/01 136 2 102.999 0300 11 

Yuma Metro 003921 0833 PDC 06/03/01 10/01 06/03/01 86 2 65.000 10100 

16-AUg-ZOOO 
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08/31/00 TEU 09:33 FAX 801 225 OB91 

Phone Directory 

Directory Area 
uvLai iviirlinct Area - 
Covering All Or Portions Approximate 

Population: 18,500 

u Directory Circulation: 25,000 Of The Following Utility Produced Since: 1998 
Directories r 
I Globe.. . . . . . . . . . . . . .USW Phoenix East Valley.. .US W I 

Phone 
Directories Co, Inc. 
A uTAnrJALAsxAcoRpoRA~ 

Po 80)(887 mvo, Ur846030881 
IJbvp.9.. W l ) ~ l * F A X ~ U z e s o 9 9 1  



08/31/00 TBu 09:35 FAX 801 226 0901 

usw' IFlagstaff ... ... ... .... ..... 

PHONE DIRECTORIES CO. 

Direct~,-y Code: FLG 1 "+ - . 

la 003 

@ 
-e-- --- 

Flagstaff Directory 
Area Coverage Map 

This Directory Serves Your 
Local Market Area - 
Covering All Or Portions Of 
The Following Utility 

Population: 54,600 
Directory Circulation: 50,000 Direct or ies : 

I 1 Produced Since: 1994 



08/31/00 TEU 09:33 FAX 801 225 0001 PHONE DIRECTORIES CO. 
a 0 0 4  

.. . 

Kingman Directory 
Area Coverage Map 

,- -._ .--- ..,-,.-...,,. C - L C C  ...,- r i  . C C  ---* 

Directory YPPA #: 034 
te(s) & Area Code(@: A 2  

This Directory Serves 
Your Market Area - 

~ Covering AI1 Or Portions Counties: Mohave 
Of The Following Utility 

Population: 14,697 

Directories : Directory Circulation: 28,500 

Directory Area 

I Produced Since: 1994 
Directory Code: KIN 

Mohave CO ..... ........ 

I 



08/31/00 TElll 00:34 FAX 801 225 0991 PHONE DIRECTORIES co. Qooa 

Lower Colorado River 
Directory Area 

This Directory Serves 
Your Market Area - 
Covering A11 Or Portions 
Of The Following Utility 
Directories: 

Laughlin.. *em m m o m  RHDICNT 
Mohave C O m . m m e  me*.**. m m  LMB 
Mohave CO D a . m m . * a e * *  usw 
Needles ... mmmmoo.amm m m m m  m a m  GTD . 

verage 

Directory YPPA #: 003067 
State($) & Area Code($: A 2  (520) 

CA (619) 
NV (702) 

CA - San 
Bernardino 
NV - Clark 

Counties: A2 - Mohave 

]Directory Area 
Population: 41,575 

Directory Circulation: 41,000 
Produced Since: 1994 
Directory Code: LCR 



PHONE D1RECIY)RIES CO. - B 0 0 8  
08/31/00 THlr 09:34 FM 801 426 0091 

-- 

This Directory Serves 
Your Local Market Area - 
Covering All Or Portions 
Of The Following Utility 
Directories: 

Nogales Directory Area 
Coveragt: /A i-l 

Directory YPPA #: 03476 ' State(s) & Area Code(s): A2 (520) 
Mexico 

Counties: A Z -  
Pima & Santa 
CCUZ 
Mexico - 

Nogales - Green Valley...USW 
Sonora Nogales ............ Mexico 

Phone 
Directories co. Inc. 
A m A u ~ ~ a m v R A ~  

P o g o x ~ w Q v D . u r ~ 7  
mpga C B O X I ~ ~ ~ ~ ~ ~ F A X W U ~ P I ~  
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Northeast Arizona Directory 
Area Coverage Map 

Or Portions Of The Followingl] counties: AZ - Navajo 11 
?J tilit y Directories : 

Gallup rn . . rn rn rn . a . . . a . - . usw 
Canyon ............. LEM 
Window Rock. . a - GTE 
Show LOW.....amm. . ADS 
Window e.. . . . . . . . usw 

coconino 
Apache 
NM - McKinley 
San Juan 

Directory Area 
Population: 60,381 

Directory Circulation: 38,000 
Produced Since: 1988 
Diredorv Code: HOL 



- 
08/31/00 "El.l 09:35 F M  801 225 0001 PBONE DIRECTORIES, CO. 

@ 0 0 8  

cy*-- -c-- 

This Directory Serves Your 
Market Area - Covering All 
Or Portions Of The 
Following Utility Directories: 

PagelKane County Directory 

Flagstaff ............. usw 
Moab ................. LEM 
Southern Utah.. .. .USW 
Window Rock ....... GTE 

Directory YPPA #: 003504 
State(s) & Area Code(@: A 2  (520) 

UT (801) 

Navajo 
Coconino 
UT - Kane 
Garfield 
San Juan 

Counties: AZ - Mohave 

. Directory Area 
Population: 19,893 

Directory Circulation: 19,900 
Produced Since: 1986 
Directory Code: PAG 



0 8 / 3 1 / 0 0  THU 00:36 F M  801 225 0001 PHONE DIRECTORIES CO. -- J W Q  
! 

Payson Directory 

Area - Covering All COUM~S: Gila 

Population: 13,097 

Directories: Directory Circulation: 21,500 

Rhectory Area Or Portions Of The. 
Following Utility 

Produced Since: 1995 

l 
l Phone 

Directoriest4L Inc. 
~ m . 4 l i d ~ ~ ~  €&I POsOXE&7pRovo,VT846636881 

WWPDOW ~ l J ~ l * F A X U m 8 0 1 ) 2 B - W G  

I 



Prescott Directory 
Area Coverage Map 

This Directory Serves 

Your Market Area " 
Covering All Or Portions 
Of The fibllowing Utility 
Directories: Population: 87,488 

Circulation: 55,000 

. Directory YPPA #: 003622 

Counties: Yavapai 

Approx. Directory 

Produced Since: 1992 
Prescott.., ..,... usw 

Directories Co. lnc. 
A V l W t & A U W A ~ l W N  m mB<u(887pRovo.vp~ Phone 

mpg.. w-~=FAx(B~Q-~ 
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08/31/00 TBU 09:37 FAX 801 226 0001 PHONE DIRECIVRIES CO. -- --, 

This Directory Serves 
Your Local Market Area - 
Covering AI1 Or Portions 
Of The Following Utility 
Directories: 

1 Flagstaff. ..... ........ ...... . . usw I 

Sedona Directory 
Area Coverage Map 

Directory YPPA #: 003747 
State($) & Area Code(s): AZ (520) 

Counties: Coconino 
Yavapi 

Directory Area 
Population: 22,808 

Directory Circulation: 40,000 
Produced Since: 1977 
Directory Code: SED 



08/31/00 TEU 00:37 FAX 801 246 0981 PHONE 

I C . . . .  . 

Area 
Vista Di 
Coverag e Map 

Covering All Or 
Portions Of The 
Following Utility 

Counties: Cochise 
Directory Area 

Approximate 
Population: 36,921 

Directory CircuZation: 33,000 
I Produced Since: 1982 
Directories: 

ICochise County ... USW I 
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South Central Arizona Directory 
Area Coverage Map 

This Directory Serves Your 
Market Area - 
Covering A11 Or Portions Of 
The Following Utility 
Directories: 
r Directory Area 
Casa Grande ............ usw PopdatiOh: 42,594 

Glob ~.....,,................. usw Directory Circulation: 25,000 
- Approximate 

........... Produced Since: 1995 
b - Directorv Code: SCA 
San MmuaII.. usw 

v . 



81 014 - -  PEONE DIRECMlRIES CO.. . 08/31/00 TBU 0 0 : 3 8  FAX 801 246 0991 

&h m -.- ---e *. 
South East Arizona Directory 

State(s) &Area Code(s): A 2  (520) & 

Counties: A2 - Graham 

Covering AI1 Or 
Portions Of The 

Directory Area 
Following UtiEty Pop dation: 44,900 

Directory Circulation : 33,000 
I 

Produced Since: 1985 
ectory Code: S A 2  

~ 



Sun c i ty  / Sun City- 
West - Directory Area 

I 

This Directory Serves 
Your Market Area - 
Covering All Or Counties: Madcopa 
Portions Of The Directory Area 

Approximate 
Directories : Directory Circulation: 56,508 

Greater North west Valley. ..USW Produced Since: 1996 
c Directory Code: SVVP 

Population: 123,762 Following Utility 



Gb 01u 
08/31/00 TBU 09:39 FAX $01 225 0901 PHONE DIREaORIES CO. --- .--. -.__. 

White Mountain 
Directory Area 
Coverage Map 

This Directory Serves Your Local Market Area 

Directory YPPA #: 003806 
State(s) & Area Code@): AZ (520) 

Directory Circulation: 36,000 
Directory Code: WHI 



I 08/31/00 TEU 09:30 FAX 801 226 0901  PHONE DIREORIES CO. ____ -@017 

This Directory Serves 
Your Market Area - 

Y m a  Directory 
Area Coverage Map 

i . 

D h t o r y  YPPA #: 003921 
State(@ 8~ Area Code(s): AZ (520) 

Covering AI1 Or Portions 
Of The Following Utility 

Directories: Mexico 
Directory Area 

Popuiation: 84,706 
Directory Circulation: 65,000 

Diedory Code: YUM 

CA (619) 

CA - Imperial 
Counties: A2 - Yuma 

Imperial CO 
Yuma. ... , . ... . .. *. .. 
Mexicali. . . . . ....*. .. .. .Telnor 

... . . PAC 
usw Produced Since: 1994 

I 
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Arizona 
Docket No. T-1051B-99-105 
UTI 43-011 

INTERVENOR: Arizona Corporation Commission Staff (Utilitech) 

REQUEST NO: 011 

At page 14 of her supplemental direct testimony, Ms. Koehler-Christensen 
refers to the covers of Dex directories. Please provide copies of the front 
and back covers of the five largest white and yellow pages directories 
published in Arizona by Dex, before and after the policy change referenced at 
line 8 .  

RESPONSE : 

Attachment A provides copies of the current front covers on DEX's five 
largest directories in Arizona. Directories published before this policy 
change are in archives and copies of the front covers will be provided as 
soon as they can be retrieved. This is estimated to be approximately one 
week. 
relevant to this request. 

Back covers of DEX directories are paid advertising and are not 

Ann Koehler-Christensen 
Manager 
1600 7th Avenue, Rm. 3008 
Seattle, WA 



ARIZONA 
DOCKET NO. T-O1051B-99-105 
UTI 43-011 
ATTACHMENT A Phoenix Metro 

March 200012001 

Area Codes 480,520,602,623 

The Greater Metro  Edition 
Residential White Pages For The Entire Phoenix Area 
fnternet Pointer 
b o k  for this familiar symbol Wroughout 
the directory to locate Jnternet addresses 

Phone Service Pages 
See the Business White Pages 



Phoenix Metro A-L 
March 200012001 

Area Codes 480,520,602,623 

The Greater Metro Edition 
Yellow Pages For Tbe Entire PhoenixArea 

Internet Pointer 
Look for this familiar symbof throughout 
the directory to locate Internet addresses 

-,\\ Audio information 
Look for this symbol for free 
24-hour audio information 

Complete Listings 
Listings for all local tetephong companies including: 
U S m, ?-8M)-RECONEX, AT&T GSTTelecom, MC! 
See page one for details. 

Internet Guide 
Preceding the Internet headings 
in The Yellow Pages 



31 A Tucson O\w Yuccsm and Surroundina Area 

Area Code 520 

. . . . . . . . .  

. . . . . . .  .. . .  . - '  _. .- . .  . . .  . .  
. .  

- P . .-. ~ 

. .  

' . I  . .  , .  .-. - .  

Sekice Pages, ..: 
Infarmati . . . .  . . .  . . . .  . .  ...__ ion,tips & area codes . . . . .  . .  

. . .  . .,.. 

. . .  . .  . . .  . Business Listings ' . 

Following the residential lisb'ngs 

_ .  
.... 

. .  .- .* . . : ,  

. .  

s 

. .  

. . .  . . .  
. . . .  

. ~ . r . .  .... 

. .  
' + Complete Listings 

Listings for all local telephone companies including: 
U S WEST I-&OO-RECONUC espire Communications, 
GST Telecorn. Tohono O'odharn Utnity Authority 

A . . See page one for details 
. . . .  4 z . .: . . '  . .  

-?. . .  . .. .'f.,' '. : '. - . . . .  , - .  . . . .  . . .  
. .  . .  .. 
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. .  
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S A  Tucson 
- '?!' S U I C U I  and Surrounding Area 

ISoowororttw AugUft 199W1999 
p % OMpk km 

Area Code 520 

Your Directory Expert 

The Yellow Pages 

,\\ Audio lnfomation %? Look for this symbol for free 
24-hour audio information 

Community Pages 
Events, maps 81 ZIP codes 

Complete Listings 
Listings for all local telephone companies including: 
U S WEST, Arizona Telephone Co, e-spire Communications, Inc., 
MCI, Tohono OOdham Utility Authority 

See page one for details. 

httpd,/uswestdex.com 
Visit our Internet Yellow Pages for 
complete business listings 

a ~ ~ ~ ~ ~ ~ ~ ~ ~ x ~ ~ a r ~ n ~ b . a d w i m a m i m i m m a i ~ 1 7 m t a i r  

http://httpd,/uswestdex.com


" .. 

/= .. . . .  . -  
c. 

a- 
: &? 

East Va I ley 
Mesa 0 Tempe Chandler 
Ahwatukee, Apache Juncrion, Chandler Heights, Gilbert, Guadalupe, 
HigIw Palm Springs, Queen Creek, Sun Lakes, Superstition 
September 1999j2000 

Area Codes 484 5ZO86O2,  623 

. - -  
. c  f ,: 

. . .  
. _  . .. 

. .  

The White Pages - .  .- .: 
. .  

Phone Service Pages 
Information, tips & area codes 

Government Pages 
City county state & federal agencies 

. .  . .  :. . . ; . - .  .. .. . * .  . . . .: 1 .  ... 
. .. .I . - ,  A . -  

. .  - ... , . .. - . 

I .  . .  . .  . .. . .  - .  

-: 1 . 
. . .  C..'.'. , . . .  . .. 

.. 

Business Listings 
Following the residential listings 

Complete Listings 
Listings for ell local telephone companies including: 
U S WE= t800-RECONEX, AT&T Local Services, 
GST Telecorn, MCWorfdcom 
See page one for details. 

. . .. 



A East Valley ‘w lutew M e s a  Tempe Chandler 
Ahwarukee, Apache Junction, Chandler Heights. Gilbert Guadalupe, 
Higley, Palm Springs, Queen Creek, Sun Lakes, Superstition 
September 1999)2000 

Area Codes 480,520,602,623 

a %gg% 
‘‘I 

Your Directory Expert 

The Yellow Pages 

!.’. 

Audio Information c 
Look for this symbol for free 
24-hour audio information 

- -  

Mew! Internet Guide 
Preceding the Internet headings 
in The Yellow Pages 

Complete Listings 
Listings for all local telephone companies including: 
U 5 WEST, 1-800-RECONEX. AT&T Local Services, 
GST Telecom, MWorldcom 
See page one for details. 

http;l/uwuestdex.com 
Visit uswestdex.com to get the most 
accurate business information for your area 

A 

http://http;l/uwuestdex.com
http://uswestdex.com


Scottsdale 
Paradise Valley 
Arcadia-East Phoenix, Blltmore, Carefree, CaTe Creek, 
Fort McDowefl. Fountain Hills. flio Verde, Town of Paradise Vallev 
September 1999I2oOO 

m a  Codes 480,602,623 

Your Directory Expert 

The White & Yellow Pages 

New! Internet Guide 
Preceding the Internet headings 
in The Yellow Pages 

Government Pages p! City, county, state 8( federal agencies m - - 
Complete Listings 
Listings for all local telephone companies including: 
U S WEST 1-800-RECONEX AT&T Local Services, 
CSTTelecom, MCVWorldcom 
See page one for details. 

http://uswestdex.com 
Visit uswestdw.com to get the mast 
accurate business information for your area e b 

http://uswestdex.com
http://uswestdw.com


@ 1 .  
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Greater Northwest 
’ Sun City Sun City West  

Black Canyon Citv: Central Corridor, Christown, Deer Valley, 
Glendale, Litchfiefd Park, Luke AFB, Moon Valley. New River 
Phoenix (West Side), Sunnyslope, Surprise. Youngtow 
September l998/7999 

Valley 
El Mirage, 
; Peoria, 

Your Directory Expert 

The White & Yellow Pages 

Community Pages 
Events, maps & ZIP codes 

Government Pages 
city, state & federal agencies 

Complete Listings 
Listings for all local telephone companies including: 
U S WEST GST Telecorn, MCJ, WWRECONEX 
See page one for details. 

http-J/uswestdex-corn 
Visit our Internet Yellow Pages for 
compfete business listings 



LEE L. SELWYN - SUMMARY AND SURREBUTTAL 

In my supplemental testimony, I expressed concern about the proposed settlement's 

treatment of "Basket 2" services. I noted that the proposed settlement would create a 

mechanism under which a retail/wholesale "price squeeze" could occur because retail prices 

would be decreasing for noncompetitive Basket 1 services and for some "competitive" 

services in Basket 3, while at the same time Basket 2 wholesale rates remained unchanged. 

In his responsive testimony, Mr. McIntyre for Qwest and Mr. Dunkel for the Staff dismiss 

this possibility, arguing that Basket 2 rates would be set or changed pursuant to pricing rules 

established in the federal Telecommunications Act of 1996 ("Act") and by the FCC.' 

However, neither witness has elected to even address, let alone rebut, the price squeeze issue 

with respect to UNE rates, which will also be classified in Basket 2. The settlement would 

freeze UNE rates, denying them the same productivity benefit being afforded retail Basket 1 

services. UNE rates are supposed to be based upon cost, and neither the Company nor the 

Staff has explained why the costs of providing UNEs would not also experience the same 

productivity-based reductions as would the cost of providing retail Basket 1 services. 

Accordingly, Basket 2 UNE rates should receive exactly the same X-factor/PCI treatment as 

applies for the retail Basket 1 services of which the UNEs are components. Moreover, UNE 

rates, not Qwest's costs, should be imputed into the price floor for all Basket 3 services. 

I have also expressed the concern that the pricing rules that the proposed settlement 

would establish for Basket 3 services may be anticompetitive because Qwest could reduce 

prices selectively where a service faced actual competition while increasing it where no 

current competition is present. This would be possible because, in determining that a given 

service satisfied A.A.C. R14-2-1108, the Commission was required to apply this standard 

slatewide rather than limiting it to those geographical areas where competition is actually 

present. I note with some interest that the Company and Staff appear to have different 

understandings as to what services are eligible for Basket 3 treatment. According to Mr. 

1. McIntyre (Qwest) rebuttal at 9, Dunkel (Staff), rebuttal at 11-12. If rates for bundled 
wholesale services offered for resale will be maintained pursuant to Sec. 252(d)(3) of the Act 
and will be adjusted proportionately with changes in the retail prices as these witnesses 
contend, my concern at least with respect to bundled wholesale rates would be resolved. 

1 



Teitzel for Qwest, "services in [Basket 31 are competitive or non-essential.* However, "non- 

essential" services that do not confront effective competition have not been found by the 

Commission to satisfy A.A.C. R14-2-1108. Mr. Shooshan for the Staff, by contrast, appears 

to believe that only those services that the Commission has found to have satisfied A.A.C. 

R14-2-1108 are eligible for Basket 3 treatment: 

Simply put, Qwest will find it very difficult - at least in the long run - to 
sustain price increases on Basket 3 services that are out of line with 
marketplace conditions, unless it wants to lose customers. In its 
classification decisions, the Commission has, in effect, determined that 
competitive marketplace forces are suflciently strong for these services to 
provide a reasonable check on Qwest's p r i ~ i n g . ~  

Mr. Shooshan is, of course, in error, because noncompetitive %on-essential" services, 

including those vertical features that can have no existence independent of the monopoly 

basic exchange access line, as well as all Itnew'' services, are to be afforded Basket 3 pricing 

treatment. For these services, competitive marketplace forces are nonexistent, and thus cannot 

be relied upon Yo provide a reasonable check on Qwest's pricing." 

Mr. Teitzel appears to contend that Qwest would not be able to apply geographic pricing 

to Basket 3 services, citing a series of "restrictions" including, inter alia, A.A.C. R14-2-1109. 

Nothing in any of the "restrictions" he cites or in A.A.C. RI4-2-1109 would preclude Qwest 

from increasing its prices in, for example, rural areas while reducing them in the Phoenix 

and Tucson metros. Additionally, I note that one of the specific restrictions he cites, 

contained at Section 4(k) of the proposed settlement, would "prohibit[] cross-subsidization of 

competitive services by non-competitive services." By Mr. Teitzel's own admission - i.e., 

that Basket 3 includes "non-essential" services for which no A.A.C. R14-2-1108 finding has 

been made - within Basket 3 are both competitive and non-competitive services and, as long 

as the Basket cap is not exceeded, there is nothing in the price cap plan that would prevent 

Qwest from raising prices of non-competitive "non-essential" services while setting rates for 

its truly competitive services at the TSLRIC floor. As Mr. Dunkel would appear to agree, 

this tactic would relieve the competitive service of making any contribution toward the 

commodjointhhared costs of the Company's operations. 

2. Teitzel (Qwest), rebuttal at 2, emphasis supplied. 

3. Shooshan (Staff), rebuttal at 7, emphasis supplied. 

2 



Moreover, while both Mr. Shooshan for the Staff and Mr. Teitzel for Qwest contend that 

the "price floor at TSLRIC" requirement forecloses the possibility of anticompetitive pricing: 

it would appear that Mr. Dunkel for the Staff would disagree with that position. According to 

Mr. Dunkel, "the TSLRIC floor excludes all joint and common costs," and so "[tlhe 

reasonable, proper, and subsidy-free price for a service is a price that is between the TSLRIC 

floor and the SAC [stand-alone cost] ~eil ing."~ Mr. Dunkel goes on to observe that 

"[p]ricing above the direct cost or TSLRIC of a service is how the commodjoint/shared costs 

of a company are recovered.If6 If Basket 3 services are priced at TSLRIC, then no 

contribution toward the commodjointlshared costs will be made, and these "competitive" 

services will get a "free ride" on the common/joint/shared costs that are being charged to and 

recovered from monopoly basic services. Staff has offered no basis upon which different 

standards should be applied to competitive and access services - i.e., TSLRIC for competi- 

tive services, and TSLRIC-plus-commodjointhhared costs for access services. 

Contrary to Mr. Dunkel's claim, reductions in access charges to parity with interstate will 

not result in rates that fail to recover the commodjointlshared costs associated with the 

subscriber line. Mr. Dunkel conhses the issue of cost recovery with the manner in which 

traffic-sensitive and non-traffic-sensitive costs are recovered through usage-based and fixed 

monthly charges. The Carrier Common Line Charge (CCLC), which has been eliminated in 

the interstate access rate structure, improperly imposes a usage-sensitive charge to recover a 

non-usage-sensitive cost. The costs of the subscriber line do not vary with the volume of 

access usage, and it is economically inefficient for usage-based rates to be inflated to recover 

loop costs. And contrary to Mr. McIntyre's utterly baseless claim to the contrary,' there is 

4. Shooshan (Staff), at 9-10, Teitzel (Qwest) at 9-11 

5.  Dunkel (Staff), rebuttal at 4, emphasis supplied. 

6. Id., at 6. 

7. McIntyre (Qwest), rebuttal at 7. The sole basis for Mr. McIntyre's contention that the 
effect of stimulation should be ignored is his claim that "stimulation modeling is a very 
inexact science." Id. While there has indeed been considerable debate over the years as to 
the correct quantification of the demand elasticity for intrastate toll, no credible study has 
ever contended that toll or access price elasticity is zero, which is what Mr. McIntyre claims. 
I would note that the California PUC, in its 1994-95 rate rebalancing proceeding, devoted an 

(continued.. .) 



ample historical evidence that access charge decreases will be flowed-through to consumers in 

the form of lower toll rates, and the lower toll rates will stimulate additional and beneJcial 

use of the public switched network, usage that is currently being suppressed as a result of the 

excessive non-cost-based intrastate access charges. 

Finally, I feel compelled to address the comments of Ms. Arnold for Qwest and Mr. 

Shooshan for the Staff on the matter of the X-factor. Both witnesses emphasize the feature of 

the proposed settlement's price cap formula that would prevent rates from increasing if the 

annual inflation rate were to exceed 4.2%. Indeed, Ms. Arnold goes so far as to portray this 

as "a significant concession on [Qwest's] part that it will be prohibited from raising rates in 

years when inflation exceeds the productivity offset.'l8 The US inflation rate has been in the 

range of about 2%-3% or less for at least the past eight years and is expected to stay there; 

indeed, the last year in which the change in the GDP-PI exceeded 4.2% was 1982! Qwest's 

acceptance of this limitation is more of an "empty gesture" than a "significant concession." 

As to the 4.2% X-factor itself, which Mr. Redding claims to be "near the top of the 

range" of X-factors approved by state PUCs: none of the Company or Staff witnesses have 

addressed the fact that, by limiting the X-factor to Basket 1 and by permitting Basket 3 rates 

to rise by as much as lo%, the effective X-factor applicable across all of Qwest's intrastate 

operations will be perilously close to zero, putting it at the bottom, not the top, of the "range." 

Mr. Redding also mischaracterizes my testimony when he states that I am "not adverse to a 

jurisdictional productivity factor."" What Mr. Redding conveniently omits from his 

recitation of my testimony is that a jurisdictional productivity factor would be appropriate so 

long as both the FCC and the state commissions adopted consistent positions. Since Qwest is 

subject to a total company 6.5% X-factor in the federal jurisdiction, it should similarly be 

subject to this same X-factor for its Arizona intrastate services. 

7. (...continued) 
extensive amount of time to this issue and concluded that the price elasticity for intraLATA 
toll was -0.50. California Public Utilities Commission, Implementation and Rate Design 
(IRD) order in Phase III of 1.87-1 1-033, D.94-09-065, 56 CPUC 2d 117, 203-206. 

8. Arnold (Qwest), rebuttal at 5. 

9. Redding (Qwest) at 15-16. 

10. Id., at 13. 

4 
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A. 

Testimony of John B. Legler 

Before The 

Arizona Corporation Commission 

DOCKET NO. T-01051B-99-0105 

PLEASE STATE YOUR NAME AND ADDRESS. 

John B. Legler, 1040 St. Andrews Court, Bogart Georgia 

30622. 

ON WHOSE BEHALF ARE YOU APPEARING? 

I am appearing on behalf of the Residential Utility Consumer 

Office. My academic affiliation until my recent retirement 

was professor of Banking and Finance in the Terry College of 

Business at the University of Georgia, Athens, Georgia. 

This testimony represents the opinion of the author. It 

carries no official endorsement by the University of 

Georgia. 

WHAT IS YOUR EDUCATIONAL BACKGROUND AND EXPERIENCE? 

I received my B. A. with Honors in Economics from Allegheny 

College in 1962, and my M.S. and Ph.D. degrees in Economics 

from Purdue University in 1965 and 1967, respectively. I 

was an assistant professor of economics at Washington 

University, St. Louis, Missouri, where I also served as the 

Assistant Director of the Institute for Urban and Regional 

Studies from 1966-1971. I joined the University of Georgia 

faculty in the Fall of 1971 as an associate professor of 
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Banking and Finance. From 1971 to 1974, I served as 

administrator of the Research Division in the Institute of 

Government in addition to my teaching duties in the 

Department of Banking and Finance. I became Director of the 

Georgia Economic Forecasting Project on July 1, 1974 and 

served in that capacity until September 1 5 ,  1982. I was 

promoted to full professor in 1977. I have been a 

consultant to federal, state and local government agencies 

in Alabama, Arizona, California, Connecticut, Florida, 

Georgia, Hawaii, Illinois, Kentucky, Louisiana, Maine, 

Maryland, Massachusetts, Michigan, Mississippi, Missouri, 

New Jersey, New Mexico, New York, North Carolina, North 

Dakota, Ohio, Pennsylvania, Rhode Island, South Carolina, 

Texas, Utah, Virginia and Washington. My consulting has 

been mainly in areas of economic forecasting, governmental 

finance, and the cost of capital. I have testified before 

the House Utilities Study Committee of the Georgia 

Legislature, the State Board of Equalization in Georgia, the 

Chatham County (Savannah) Superior Court, and the National 

Association of Security Dealers. 

My publications include many articles in professional 

journals, books and monographs. I am a member of Beta Gamma 

Sigma, a business honorary. Until recently I was a research 

associate of the National Bureau of Economic Research, Inc. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

HAVE YOU SUBMITTED TESTIMONY IN OTHER HEARINGS BEFORE PUBLIC 

SERVICE COMMISSIONS OR OTHER REGULATORY AGENCIES? 

Yes, I have testified extensively before Commissions on the 

cost of capital. My participation in hearings before 

regulatory agencies is indicated in Schedule 1. I have 

submitted testimony and/or testified before this Commission 

on several occasions. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

I was retained to prepare a study on which to base an 

independent estimate of US West's cost of equity and overall 

cost of capital to be presented to the Commission. 

HAVE YOU REVIEWED THE TESTIMONY ON THE COST OF CAPITAL 

SUBMITTED BY THE COMPANY IN THIS CASE? 

Yes, I have. I have reviewed the testimony of Mr. Peter C. 

Cummings. Mr. Cummings recommends a cost of equity of 14% 

which I find to be excessive. 

DO YOU HAVE ANY GENERAL COMMENTS ON THE APPLICATION OF 

FINANCE THEORY TO THE REGULATORY PROCESS BEFORE DEVELOPING 

YOUR ESTIMATE OF THE COST OF EQUITY? 

It is my opinion that the application of finance theory can 

provide help and guidance in the decision process, but that 

the issue of the fair rate of return is still largely 

judgmental. This is particularly true with respect to the 
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return on equity component of the overall rate of return. 

Each finance theory suffers from the necessity of making 

crucial assumptions requiring judgment in the process of its 

application. Although proponents of any particular theory 

tend to minimize or even overlook the importance of the 

necessary assumptions, often the assumptions that are 

necessarily made are crucial to their results. It is for 

this reason that I use several methods to estimate the cost 

of equity capital, using one method to check on the 

reasonableness of another. In addition, using several 

methods enables me to estimate a range rather than a single 

value for the rate of return on equity. I believe that 

providing the Commission with a zone of reasonableness with 

respect to the cost of equity capital permits the Commission 

the flexibility of weighing other factors such as the rate 

base and capital structure in its decision, with the 

assurance that the estimate of the cost of capital is within 

a reasonable range. I believe that, should this Commission 

adopt my recommendation, the Company would be afforded the 

opportunity to earn a fair rate of return consistent with 

the Hope and Bluefield decisions. 

It is also my opinion that reasoned judgment is important at 

this time because of the volatility in the markets. The 

results of mechanical approaches to estimating the cost of 

equity are likely to change even on a daily basis. While 
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these changes in the calculated cost of equity may be 

relevant for market investment decisions, I believe that 

estimating the cost of equity for ratemaking purposes must 

take a longer term view. 

Q. HOW DO YOU PROPOSE TO ORGANIZE YOUR TESTIMONY? 

A. For US West, my testimony is divided into the specific tasks 

necessary to arrive at the overall cost of capital. First, I 

discuss the appropriate capital structure. Next, I discuss 

the cost of debt, and develop the cost of common equity. 

The last task applies the cost of debt and the cost of 

common equity to the capital structure thereby determining a 

weighted average cost of capital. 

Q. PLEASE SUMMARIZE YOUR RECOMMENDATIONS IN THIS PROCEEDING. 

A. I recommend that the Company's proposal to use a cost rate 

for common equity of 13.00% be rejected. I recommend that a 

cost of common equity of 11.50% be adopted based on the 

Company's proposed capital structure and embedded cost rates 

for debt. My recommendations are summarized in an overall 

weighted average cost of capital of 9.51% compared to the 

Company's requested 10.86%. 
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Capital Structure 

WHAT CAPITAL STRUCTURE DO YOU ADOPT FOR PURPOSES OF 

CALCULATING A WEIGHTED AVERAGE COST OF CAPITAL? 

I have consistently supported the use of a consolidated 

capital structure approach for telephone utilities in recent 

years. With the increasing activity in the nonregulated 

sector of the business, I believe that separating the 

capital structure into regulated and nonregulated is 

reasonable. Accordingly, in principle, I support the use of 

the US West-AZ capital structure limited to regulated 

activities. 

The capital structure for USWC-Arizona is shown in Mr. 

Cummings testimony dated May 3, 2000. I have long supported 

the updating of capital structure, and should a more recent 

capital structure and embedded cost rates become available, 

I believe that the capital structure should be updated. The 

capital structure as of February 2000 consisted of 39.77% 

long-term debt, 7.80% short-term debt, and 52.4% common 

equity. I find a capital structure with an equity ratio of 

less than 60% to be reasonable in comparison to other 

telephone companies. I do note that this capital structure 

includes short-term debt, and it appears that the short-term 

debt balance changes considerably over time. I will use 

this capital structure in making my weighted average cost of 

capital calculations pending a possible update. I consider 
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this capital structure to be tentative, but the issue of the 

capital structure is likely -0 be swamped by differences in 

the estimates of the cost of common equity among the 

witnesses. 
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Cost of Debt 

WHAT IS THE BASIS FOR DETERMINING THE COST OF DEBT? 

The cost incurred by the Company for debt is determined in 

the capital market at the time the debt is issued. Once 

issued, the debt becomes, in effect, a contractual 

arrangement between the Company and the investor. The cost 

will remain constant during the term of the investment and 

will not be altered by changes in the Company's financial 

integrity or general economic conditions. Thus, the cost of 

debt is the weighted average cost of the Company's embedded 

debt. 

WHAT COST RATE HAVE YOU ASSIGNED TO US WEST'S LONG-TERM 

DEBT? 

I have consistently adopted the position that embedded cost 

rates should be updated for known and measurable changes. 

The embedded cost rate should be consistent with the adopted 

capital structure if an actual capital structure is used. 

Accordingly, an embedded cost rate consistent with the 

capital structure as of February 2000 would be appropriate. 

It is approximately 7.54%. I am assuming that this rate is 

an actual rate for debt that has been placed and does not 

involve any forecasted.rates. As in the case of the capital 

structure, should more recent embedded cost rates become 

available, the weighted cost of debt should be updated. 
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Q. WHAT COST OF SHORT-TERM DEBT SHOULD BE USED IN CALCULATING 

THE WEIGHTED AVERAGE COST OF CAPITAL? 

A. Similar to the cost of long-term debt, the cost rate for 

short-term debt should be consistent with the adopted 

capital structure. Since I am assuming that the short-term 

debt balance is for debt in place, I will accept the 

Company's proposed rate. I also believe that this rate 

should be updated, if possible. 
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Cost of Equitv 

Q. PLEASE DESCRIBE THE METHODS YOU USE IN ESTIMATING THE COST 

OF EQUITY CAPITAL FOR US WEST. 

A. The cost of common equity is a forward looking cost rate in 

typical rate cases, and this is no exception. Therefore, 

the standard methods used in rate cases are appropriate in 

this case. I have considered two methods to estimate the 

cost of equity capital: (1) applications of finance theory, 

and ( 2 )  the comparable earnings approach. There are several 

applications of finance theory that may be considered: (1) 

the Capital Asset Pricing Model (CAPM), (2) the bond yield 

plus risk premium method, and (3) the dividend yield plus 

growth or simply the DCF method. The traditional comparable 

earnings method estimates the rate of return directly by 

analyzing rates of return on book equity earned by other 

companies with similar risks. The applications of finance 

theory rely on data on stock market returns and are 

considered indirect measures. The ultimate task requires 

that these returns on market be translated into return on 

book for regulatory purposes. 

Q. ARE THESE THE SAME METHODS YOU HAVE USED IN COST OF CAPITAL 

TESTIMONY BEFORE THIS AND OTHER REGULATORY COMMISSIONS? 

A. Yes, they are. Over the years I have made certain 

refinements in my testimony, but the basic methods remain 

10 
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Q -  

A. 

the same. I have performed the same basic analysis that I 

have used in testimony before Commissions for many years. 

Discounted Cash Flow Method 

DID YOU USE THE "DIVIDEND YIELD PLUS GROWTH RATE METHOD" TO 

ASSIST IN ESTIMATING THE COST O F  EQUITY FOR U.S.WEST? 

Yes, I did. 

PLEASE EXPLAIN THE METHOD AND HOW YOU USED IT IN THIS CASE. 

This method recognizes that investors in stocks expect to 

receive total returns consisting of dividends and capital 

gains. Although investors may in fact suffer capital 

losses, it is reasonable to assume that most investors would 

not buy a common stock unless there were reasonably good 

prospects that the stock would increase in value over time. 

Since US West-Arizona stock is not publicly traded, a proxy 

must be used in implementing this method. As a first 

approximation, the parent corporation is often used where 

the estimate for a subsidiary is involved. Since there is 

considerable merger activity in the industry, I have applied 

the DCF method to data for groups of independent telephone 

companies and the remaining Bell Regional Holding Companies. 
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The basic equation used to describe this method, which is 

commonly known as the DCF method and i s  widely used in rate 

of return testimony, is: 

k = D,/P, + g 

where, 

k = the cost of equity 

D, = the dividend next period 

Po = the market price of the stock 

g = the expected growth rate. 

This is a "constant growth model"; and in its simplest form 

it is assumed that a company has a constant payout ratio and 

its earnings are expected to grow at a constant rate. Thus, 

if a stock has a market price of $30 a share and an expected 

annual dividend in the coming year of $3 a share, and if its 

earnings were expected to grow at 5% a year, then the cost 

of equity for the company is the 10% dividend yield plus the 

growth rate of 5% or a total of 15%. 

Q. DO YOU BELIEVE THAT THE ANNUAL VERSION OF THE DCF MODEL IS 

ADEQUATE FOR MEASURING A UTILITY'S COST O F  EQUITY? 

A. Yes, I do. The annual version of the DCF model typically is 

criticized for its failure to recognize that dividends are 

paid on a quarterly basis. In my opinion, it is important 

to remember the context in which the D C F  model is being 

used. Essentially, the purpose of estimating the cost of 

equity is to enable the calculation of the revenues required 

12 
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to meet investors' return requirements. The ultimate 

question is with respect to the adequacy of the revenue 

dollars to meet those requirements. While it may be argued 

that reinvestment of quarterly dividends during the year has 

the effect of raising investors' expected returns compared 

to the returns produced by the annual version of the model, 

the reinvestment of earnings during the year also will 

provide additional compensation to investors. Clearly, 

dividends are not paid at the end of the year, but neither 

do ratepayers pay their bills at the end of the year. The 

irrelevance of the quarterly adjustment is considered in the 

professional literature in an article by Charles M. Linke 

and J. Kenton Zumwalt, !'The Irrelevance of Compounding 

Frequency in Determining a Utility's Cost of Equity," which 

appeared in Financial Manaqement, Volume 16, Number 3 

(Autumn 1 9 8 7 ) ,  pages 65-69. 

As a practical consideration, the accuracy of a quarterly 

dividend version of the DCF model depends on the validity of 

the assumptions made regarding the pattern of dividends and 

the timing of dividend increases. Obviously, it is invalid 

to assume that the quarterly dividend is increased each and 

every quarter. The computationally easy version of the 

quarterly model makes this assumption. A more rigorous 

version of the model assumes that the dividend will be 

increased once a year. If this is the assumption, the 
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quarter in which the dividend is increased relative to the 

point in time the DCF estimate is calculated is relevant. 

In this regard, although I have used the annual version of 

the model, my annual dividend for the groups of telephone 

companies assumes an increase based on a full year's growth. 

That is, the current dividend which in some cases may have 

just been increased is assumed to increase by a full year's 

growth [D1 = D,(1 + g)l . This in fact might create an 

upward bias in my estimates. Depending on the 

circumstances, the annual version of the model which I have 

used may actually produce a higher estimate of the cost of 

equity than the quarterly version of the model. I believe 

that it would be inappropriate to simply adjust my DCF 

results by adding an increment for the difference between 

annual and quarterly estimates to my results even if the 

Commission were to determine that the quarterly timing of 

dividends was important to the estimate of the cost of 

equity. 

Marvin Rosenberg and Ronald N. Lafferty in an article, "The 

FERCls Discounted Cash Flow: The Right Direction Without 

Compromise," Public Utilities Fortniqhtlv, February 4, 1988, 

pages 46-48, demonstrate that the quarterly dividend DCF 

model equates to the annual version of the DCF model with an 

adjustment of half the annual dividend growth. That is: 
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k = D o ( l  + .5g)/Po + g 

Thus, if a stock has a market price of $30 a share and if 

the last annual dividend paid was $ 3  a share, and if its 

earnings were expected to grow at 5% a year, then the cost 

of equity for the company is an adjusted dividend yield of 

10.25% plus the growth rate of 5% or a total of 15.25%. My 

annual version of the model basically assumes a growth rate 

of a full g compared to the .5g of this model. 

It is clear that the quarterly compounding of dividends 

raises the expected return if applied in the customary way. 

The point is that it is unnecessary for regulators to 

provide this incremental return through allowed rates. 

Investors can obtain this incremental return for themselves 

simply by reinvesting their dividends if they so desire. 

Only if investors were required to leave their dividends in 

the firm, as is the case with time deposits in banks, would 

the quarterly adjustment for dividends have merit in the 

regulatory context. 

Based on these considerations, I believe that the annual 

version of the DCF model is adequate for the purposes it is 

intended and the context in which it is used. 
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DO YOU BELIEVE THAT THE CONSTANT GROWTH VERSION OF THE DCF 

MODEL IS ADEQUATE FOR PURPOSES OF ESTIMATING THE COST OF 

EQUITY? 

Yes, I do, but certainly the results must be used with 

judgment in setting the cost of equity. The constant growth 

version of the model assumes that a company's dividends, 

earnings, book value and stock price increase at the same 

constant rate. I agree that dividends, earnings, and stock 

prices are not likely to grow at the same rate as required 

by the model. Indeed, the model can be modified to 

incorporate more than one growth rate. But this certainly 

adds to the mathematical complexity of the model and further 

complicates an already complicated process of selecting the 

growth rate. 

I believe that it is important to consider what version of 

the model is likely to be used by investors themselves, not 

what another witness or I believe to be more acceptable. In 

this regard, I doubt that the average investor has the 

ability or inclination to attempt the mathematics required 

by the multiple growth version of the model. Under the 

constant growth version of the model it is relatively easy 

to determine the reasons for the differences in results 

among the witnesses which could benefit the Commission in 

its deliberations should another witness in this case submit 

testimony using the DCF method. 
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Q. PLEASE CONTINUE WITH YOUR DISCUSSION OF THE DCF METHOD. 

A. The most difficult aspect of implementing the DCF method is 

estimating the future growth rate. If a company's past 

trend in growth has been erratic, it is difficult to project 

future growth on the basis of past trends. 

Q. ARE THERE OTHER METHODS OF FORECASTING GROWTH RATES? 

A. Another method used by security analysts is to estimate 

future growth based on the percentage of retained earnings 

and the rate of return on book equity. Quite simply, if we 

call the percentage of earnings retained (b), and multiply 

it by the rate of return on equity ( R ) ,  the estimate of 

future growth (9) is: g = b x R. For example, if a company 

earns 10% on equity, but pays all the earnings out in 

dividends, the "plowback" factor will be zero and earnings 

per share will not grow. Conversely, if the company retains 

all of its earnings and pays no dividend, it would grow at 

an annual rate of 10%. 

Q. DOES THIS PROCEDURE FOR ESTIMATING FUTURE GROWTH REQUIRE ANY 

ASSUMPTIONS? 

A. Three assumptions must hold for the 

accurate (exactly correct) estimate 

procedure to produce an 

1. The rate of return on equity is constant over time. 

2 .  The percentage of retained earnings is constant over 

time . 

1 ' i  



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

1% 

13 

14 

15 

1 6 

17 

18 

19 

20 

21 

2% 

23 

24 

25 

26 

3. The company sells no new common stock or sells it only at 

book. 

While these assumptions have not held in the past for most 

utilities in general, it is the future, not the past, that 

is relevant. Also, while year to year fluctuations in the 

variables may be expected, the average return on equity and 

retention rate over time may be expected to be reasonably 

stable. 

If a company were to sell common equity at above book value, 

proceeds from the sale possibly could be used to support a 

somewhat higher growth rate than suggested by the basic 

equation. Since most utility stocks are now selling well 

above book value, this is more of a consideration than when 

utility stocks were selling below book value. For this 

reason, I do not believe exclusive reliance should be placed 

on this method of estimating the dividend growth rate at 

this time. 

In my opinion, the retention growth rate method provides a 

useful check on the sustainability of adopted growth rates. 

For any particular growth rate, the combinations of 

retention rates and returns on equity necessary to produce 

that growth rate can be determined. For example, we can see 

from the table below that for a growth rate of 6%, with 
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retention rates of 25% to 40%, returns on equity from 15.0% 

to 24.0% must be sustainable. 

Retention Rate x Return on Eauity = Growth Rate 
25% 24.0% 6 . 0 %  
30 
3 5  
40 

20.0 
1 7 . 1  
1 5 . 0  

6 . 0  
6 . 0  
6 . 0  

In my opinion these returns and retention rates are unlikely 

on a sustainable basis. Accordingly, the acceptability of a 

6.0% or higher growth rate in DCF calculations is 

questionable, and I believe even my estimates for individual 

companies reflecting growth rates above this level should be 

viewed with that premise. 

Q. HAVE YOU APPLIED THIS TECHNIQUE TO THE GROUPS OF TELEPHONE 

COMPANIES? 

A. Despite its limitations, it is still useful and I have 

applied it in this case. To apply it, we need two numbers, 

a company's expected retention rate and an estimate of its 

future return on common equity. Value Line projects a 

longer-term (2003-2005) earnings and dividend estimate for 

each of the telephone companies. Value Line also forecasts 

a longer-term (2003-2005) return on common equity for each 

company. 

calculate the retention growth for each company. In 

applying the formula, I have increased Value Line's return 

on equity by 0.5% to reflect conversion from a year end to 

I have used these Value Line projections to 
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an average year basis. Value Line's direct dividend growth 

rate forecasts also were used as an alternative growth rate. 

WHAT PRICES DID YOU ADOPT FOR PURPOSES OF YOUR DCF 

ESTIMATES? 

The price of a stock is likely to fluctuate from day to day 

because of market conditions and factors such as dividend 

payments. In my opinion, in applying the DCF method to a 

single company, it would be appropriate to use the average 

price of the Company's stock over a period of time rather 

than the price on a particular day. The time period is 

admittedly judgmental, but it is my opinion that it is still 

better than a spot price. The use of a spot price in a 

situation where there are wide swings in the stock market 

over relatively short periods of time makes the resulting 

DCF calculation very much dependent upon the particular day 

chosen to perform the analysis. While the most recent stock 

price may be quite relevant for market investment decisions 

based on DCF calculations, I believe the use of the DCF 

method for ratemaking purposes must take a longer term view. 

I have consistently used three month average prices in my 

DCF analysis in testimony. I have also provided estimates 

using the closing prices on the last day of the three month 

period. I will continue my practice in this case. I 

believe that these prices are reflective of current market 
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conditions while the average price smooths out day to day 

fluctuations. The current time period in this testimony is 

April 2000 through June 2000. 

WHAT DIVIDEND DO YOU ADOPT FOR PURPOSES OF THE DCF 

CALCULATION? 

Conceptually, the appropriate dividend is the expected 

dividend for the coming year. Defined as D,, it is equal to 

the current dividend times 1 plus the growth rate [D, = 

D,(l+g)] . Utilizing this formula, the current dividend of 

each company was multiplied by one plus the growth rate 

based on either projected retention growth or Value Line's 

projected dividend growth rate. For the groups of telephone 

companies, the formula just described was applied to each 

company. 

WHAT DCF ESTIMATES OF THE COST OF EQUITY DID YOUR 

CALCULATIONS PRODUCE? 

DCF calculations for the Bell Regionals and the independents 

are shown in Schedules 4 and 5. For the independent 

telephones the expected dividend yield was 1.62% based on 

22 prices as of June 30, 2000. The average retention growth 

23 rate was 13.15% with a resulting average estimated cost of 

24 equity of 14.77%. Based on Value Line's direct growth rate 

25 forecasts, the average expected dividend yield was 1.48% and 

26 the average growth rate was 7.1% resulting in an average 
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expected return on equity of 

f o r  April through June 2000 

8.61%. Based on average prices 

or the ndependent telephones, 

the returns averaged 14.79% and 8.62%, respectively. 

For the Bell Regional Holding Companies, the expected 

dividend yield was 2.40% based on prices as of June 30, 

2000. The average retention growth rate was 17.37% with a 

resulting average estimated cost of equity of 19.77%. 

on Value Line's direct growth rate forecast, the average 

expected dividend yield was 2.14% and the average growth 

rate was 4.0% resulting in an average expected return on 

equity of 6.14%. Based on average prices for the Aril 

through June 2000 time period, the returns averaged 19.68% 

Based 

and 6.06%, respectively. 

Additional estimates were calulated based on average 5-year 

historical growth in earnings and dividends. The adjusted 

results are summarized below. For purposes of the 

historical estimates, those estimates below 8.50% were 

eliminated. 

Average June 30, 2000 
Prices Prices 

Independent Telephones 13.58% 13.38% 
Bell Regional Companies 13.19% 13.05% 
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Q. DO YOU BELIEVE THAT THESE AVERAGE EXPECTED RETURNS ON COMMON 

EQUITY ARE APPROPRIATE FOR US WEST? 

A. I would not recommend this approach for estimating the 

expected return on equity to any individual company without 

examining the factors influencing a particular company. I 

do believe, however, that the averages are useful in forming 

a judgment about USW's cost of equity. 

Although the companies are similar in certain respects, we 

would expect there to be some differences in perceived 

riskiness of the individual companies, and accordingly, 

would expect some variation in the estimated cost of equity 

by company. 

Furthermore, based on Value Line projected dividend growth, 

some of the estimates fall below the currently prevailing 

bond yield on comparable risk long-term utility debt. For 

the independents, deleting the results for all but 

CenturyTel results in revised estimates of 19.79% based on 

June 30, 2000 prices and 19.83% based on average prices for 

the April through June 2000 time period. 

Deleting the results below 8.50% for the Bell Regionals 

eliminates all of the estimates based on Value Line 

forecasted growth rates. 
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In reality, with the fundamental changes going on in the 

telecommunications industry, few of the individual DCF 

estimates make a great deal of sense. Fairly short-term 

dividend growth forecasts probably understate long-term 

prospects as diluted earnings are causing slower growth in 

dividends f o r  some companies. For some companies stronger 

earnings growth and high returns on book equity result in 

very high retention growth rates. 

I believe that it would be reasonable to give weight to all 

growth rates in estimating investor expected returns using 

the DCF method. I also believe that it would be reasonable 

to exclude all estimates which fall below 8.50%. Based on 

these considerations, the revised average DCF estimated 

returns are: 

Estimate Based on: 
Averase Prices 0 6 / 3 0 / 0 0  Prices 

Independent Telephones 
Retention Growth 17.05% 
Projected Dividend Growth 19.83% 
Average Historical Growth 13.58% 

Bell Recrional Holdins Companies 
Retention Growth 19.68% 
Projected Dividend Growth NA 
Average Historical Growth 13.19% 

17.03% 
19.79% 
13.38% 

19.77% 

13.05% 
NA 
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I. 

Q. HAVE YOU EXAMINED THE RELATIVE RISKINESS OF US WEST TO THE 

GROUPS OF TELEPHONE COMPANIES? 

A. Yes, I have. Risk differences may be divided into financial 

risk and business risk. Financial risk, as I am sure this 

Commission is aware, is concerned with the proportion of 

debt in a company's capital structure. The higher the 

proportion of debt, or conversely the lower the proportion 

of common equity, the greater the financial risk. A s  shown 

in Schedule 6 ,  the average common equity ratio for the group 

of independent telephone companies was 41.0% in 1998 and is 

projected by Value Line to 47.9% in 1999. The average 

common equity ratio for the group of Bell Regional Holding 

companies was 52.0% in 1998 and is projected to be 56.5% in 

1999. By comparison, US West's equity ratio was 8.0% in 

1998 and is projected to be 1 1 . 0 %  in 1999. 

Thus, in terms of financial risk, US West is above average 

risk in comparison to either the independents or the Bell 

Regional Holding Companies, on average, based on these Value 

Line estimates. The equity ratio for US West-Arizona 

suggests below average financial risk compared to the 

independents and somewhat above average risk compared to the 

Bell Regionals. 

Business risk in a formal sense is defined as the 

uncertainty involved in the projections of future operating 

25 
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income. Many things can affect business risk and in the 

case of a utility, the size and economic base of a company's 

territory certainly would be one. General risk indicators, 

specifically Value Line's beta, Safety Rank, Financial 

Strength rating, and Price Stability Index for the groups of 

telephone companies, are shown in Schedule 7. Based on 

these measures, US West is somewhat more risky compared to 

the group of Bell Regionals on some measures and less risky 

on others. US West is less risky than the group of 

independent telephones based on the measures except Safety 

Rank and Financial Strength. 

I recognize that it is almost impossible to select a sample 

of utilities which is strictly comparable to the company 

being reviewed. I do believe, however, that such 

calculations are useful and should be given weight by the 

Commission in its deliberations on the cost of equity. A 

broad sample of companies does have the advantage of 

"smoothing out" the inherent problems of estimating the 

growth rate for a single company. Given the rather diverse 

results from my application of the DCF method, I will 

comment on the meaningfulness of these results and propose a 

way of interpreting these results in my cost of equity 

summary section. 
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Risk Premium Method 

(2. DID YOU USE THE "BOND YIELD PLUS RISK PREMIUM METHOD'' TO 

ASSIST IN THE PREPARATION OF THE ESTIMATED COST OF EQUITY 

CAPITAL? 

A. In virtually all the cases in which I have testified on the 

cost of capital I have utilized this method. Because of the 

volatile conditions in the bond market, there are problems 

with this method and its application in the traditional 

manner often used by analysts. I will discuss this method, 

the problems associated with it and why, at the present 

time, I do not believe exclusive reliance should be placed 

upon it for estimating the cost of equity. I do believe, 

however, that the Commission should give it consideration in 

setting the cost of equity. All methods suffer from the 

necessity of making assumptions and judgments in their 

application. The risk premium method is no exception. 

Q. WHAT CONCLUSIONS HAVE YOU REACHED REGARDING THE RISK PREMIUM 

APPROACH? 

A. I believe it should be used with care and be reflective of 

current conditions. Therefore, it should not stand on its 

own but be used in conjunction with other estimating 

techniques. 
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WHAT IS THE THEORETICAL BASIS OF THE BOND YIELD PLUS RISK 

PREMIUM METHOD? 

Basically, the theory suggests that the required rate of 

return is higher for riskier securities than less risky 

securities. Thus, normally we would expect that corporate 

bonds would carry a higher cost than U.S. Government 

securities. Accordingly, corporate equity securities would 

have a higher return than its debt. The theory usually is 

implemented by adding a risk premium to the yield on a 

company's long-term debt or utility bonds of the same 

rating. The yield on the company's long-term debt would be 

established by market conditions; and relative riskiness of 

a company's bonds, basically, is assessed by bond ratings. 

Alternatively, a risk premium may be developed relative to a 

risk-free U.S. Government security and the cost of equity 

estimated by applying that risk premium to the currently 

prevailing rate on the government security. 

IS A COMMON EQUITY INVESTMENT IN A PUBLIC UTILITY INVARIABLY 

MORE RISKY THAN AN INVESTMENT IN THE DEBT OF A PUBLIC 

UTILITY? 

Circumstances may exist such that a negative risk premium or 

well below average risk premium may be calculated. The 

conventional approach states that equity is more risky than 

debt because the equity holder stands last in line as a 

claimant on the earnings of a corporation. Bonds represent 

28 
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a long-term commitment at a fixed interest rate. The return 

on common equity is not fixed at the time of purchase and 

will change in response to changing financial and economic 

conditions. Thus, in the case of a regulated industry, the 

return on common equity may be adjusted to reflect current 

money cost more than likely with some lag. In the case of 

the bondholder, however, no adjustment in the interest rate 

takes place after the bond is issued. If the bondholder did 

not correctly anticipate future rates of inflation at the 

time of purchase, the transaction may turn out to be a poor 

investment despite the fact that interest payments continue 

and the principal is repaid at maturity. 

This additional risk is called interest-rate risk. It has 

nothing to do with the financial condition of the company 

issuing bonds and can only be protected against by demanding 

a higher interest rate when the bond is issued. In my 

opinion, this is one important reason for the high interest 

rates experienced during the 1980s ,  despite substantial 

slowing in the rate of inflation during that period. 

Investors recognize that interest rate risk is important and 

have demanded higher interest rates as protection against 

possible future worsening economic conditions and higher 

interest rates. 
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As a practical consideration bondholders have suffered low 

returns on public utility bonds for several decades despite 

the industry’s good record of interest and principal 

payments. In my opinion, the perception that interest-rate 

risk is important has increased the relative riskiness of 

debt compared to equity. 

IS THE EXISTENCE OF A NEGATIVE RISK PREMIUM CRUCIAL TO YOUR 

REJECTION OF THE RISK PREMIUM METHOD AS THE PRIMARY METHOD 

OF ESIMATING THE COST OF EQUITY IN A RATE CASE. 

No, it is not. The point of my risk premium discussion and 

presentation of data is not to establish a negative risk 

premium. The point that I am making is that the method as 

conventionally applied in rate cases may produce an 

unreliable estimate of the cost of equity. The conventional 

approach adds an average long-term risk premium calculated 

in a variety of ways to a current bond yield to arrive at a 

cost of equity. Implicitly, this assumes that the risk 

premium is constant. My analysis raises serious doubts 

about the validity of this assumption, and consequently, the 

usefulness of the method. 

I do not disagree with the basic finance theory which 

indicates that investors expect higher returns on riskier 

investments. I do believe, however, that contemporary 

institutional market factors affecting relative risk should 

3 0 
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not be ignored for the sake of the simplicity found in 

historical relationships. 

DESPITE YOUR RESERVATIONS ABOUT THIS METHOD, HAVE YOU DONE 

ANY STUDIES OF RISK PREMIUMS FOR US WEST OR THE INDEPENDENT 

TELEPHONE COMPANIES? 

Yes, I have prepared studies for US West and for a group of 

independent telephone companies. I have developed risk 

premiums based on a discounted cash flow approach. I based 

the necessary growth rates on Value Line's projected data 

for dividends per share, earnings per share and return on 

equity from its published reports on US West and the 

independent telephones. For US West, the dates of the Value 

Line reports and the necessary data are shown in Schedule 8. 

In addition, I performed the same analysis using Value 

Line's direct forecasted dividend growth rates from those 

same reports. 

WHAT RISK PREMIUM AND COST OF EQUITY DOES YOUR ANALYSIS 

INDICATE FOR US WEST? 

The results of my study are shown in Schedules 8, 9 and 10. 

The schedules may be viewed in the following way: an 

estimate of the cost of equity for US West is made for the 

beginning of each quarter since the third quarter of 1984. 

It is then compared to the existing bond yield at the time 

which I have assumed to be the reported Moody's public 
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utility bond yield for the Aaa rating class of the previous 

month. Alternatively, the expected return on US West stock 

is compared with the 30-year Treasury bond rate for the 

previous month. The expected risk premium is the difference 

between the DCF calculated return on equity and the then 

current bond yield, whether it is based on the Government 

bond rate or the utility bond rate. I have calculated the 

average risk premiums excluding negative values (and very 

low positive premiums). The calculated expected risk 

premium for US West averaged 3.92% relative to the utility 

bond yield and 4.80% relative to the Treasury bond rate for 

the period from the third quarter of 1984 to the first 

quarter of 1999 based on the DCF analysis using Value Line's 

retention growth. The risk premium based on the DCF 

estimated returns using Value Line's direct growth forecasts 

are lower. The average premiums based on the utility bond 

rate and the Treasury bond rate for the period from the 

third quarter of 1984 to the second quarter of 1994 averaged 

2.80% and 3.68%, respectively. Risk premiums subsequent to 

the second quarter of 1994 were negative or very low, and I 

have excluded them from the analysis. 

The current yield on 30-year U.S. government bonds is 

approximately 5.8% (as of mid-July 2000). As of late May 

2000 the yield on Aaa rated public utility bonds is 8.13%. 

Moody's Public Utility Bond Yields are shown in Schedule 14. 
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Thus, adding the average long-term risk premiums (excluding 

negative values or very low positive values) to the current 

yield produces a required return in a range from 9.48% to 

10.60% based on the 30-year Treasury bond rate and from 

10.93% to 12.05% based on the Aaa utility bond rate. 

Based on Treasury Bond Rate: 
5.8% + 3.68% = 9.48% 
5.8% + 4.80% = 10.60% 

Based on Aaa Utility Bond Rate: 
8.13% + 2.80% = 10.93% 
8.13% + 3.92% = 12.05% 

The risk premium study for the Independents is based on the 

same methodology as the study for US West except that annual 

rather than quarterly figures were used and the study 

encompasses the 1978-1999 time period. Essentially, the 

annual estimates are the same as the first quarter estimates 

of each year for the US West study. The calculated expected 

risk premium for the Independents averaged 5.48% relative to 

the Treasury Bond yield for the period from 1978 to 1999 

based on the DCF analysis using Value Line's retention 

growth. For the last five years (1995-1999) the premium 

averaged 9.93%. The risk premiums based on the DCF 

estimated returns using Value Line's direct dividend growth 

forecasts are lower. The average premiums based on the 

Treasury Bond Yield are 3.10% and 1.07%, respectively. 

The current yield on 30-year U.S. government bonds is 

approximately 5.8% as of mid-July 2000. Thus, adding the 

3 3 
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average risk premiums for the entire period to the current 

yield produces a required return in a range from 8.90% to 

11.28%. Adding the current yield to the shorter five year 

premiums places the required return in a range from 6 . 8 7 %  to 

1 5 . 7 3 % .  For the reasons cited earlier in my testimony, I 

believe that these calculations should be supported by other 

estimating techniques to be meaningful, and in my opinion, 

there is little support for the short-term risk premium 

analysis. 

Lonser-term Risk Premiums: 
5.8% + 3 . 1 0 %  = 8.90% 
5 . 8 %  + 5.48% = 11.28% 

Shorter-term Risk Premiums: 
5.8% + 1 . 0 7 %  = 6 . 8 7 %  
5 . 8 %  + 9 . 9 3 %  = 1 5 . 7 3 %  
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1 The CaDital Asset Pricins Model 

2 Q. DID YOU USE THE CAPITAL ASSET PRICING MODEL (CAPM) TO 

3 ESTIMATE THE COST OF EQUITY? 

4 A. 

5 approach. As with all the methods we use, assumptions are 

6 required in its implementation. I believe that there are 

7 

8 employed by analysts using this method which result in 

9 internal inconsistencies. For this reason for many years, I 

I consider the CAPM to be a subset of the risk premium 

fairly severe problems with the required data inputs usually 

10 

11 

12 

13 

14 

did not to use this method in my testimony. Since the 

method is enjoying increased popularity among cost of 

capital witnesses, I feel compelled to comment on the use of 

this model and offer an estimate using the CAPM. 

13 Q. CAN YOU BRIEFLY DESCRIBE THE CAPITAL ASSET PRICING MODEL? 

16 A. Very briefly, the model states that the cost of equity to a 

17 company is equal to a risk-free rate, usually approximated 

18 

19 premium for equity compared to the risk-free rate. The 

x adjustment factor is called beta, which is a measure of the 

by the yield on a government security, plus a risk adjusted 

21 

22 

23 cost of equity is: 

relative volatility of the stock in question to the 

volatility of the market. The equation used to estimate the 

24 kj = k,f + p (k, - krf) 
25 where, kj is the return on the stock 

26 k,, is the risk-free rate 

:3 5 
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p is beta 

k, is the return on the market 

CAN YOU BE MORE SPECIFIC ABOUT THE INTERNAL INCONSISTENCIES? 

Yes, I can. Value Line betas are commonly used in the 

implementation of the capital asset pricing model (CAPM). 

The Value Line beta is an adjusted beta and the New York 

Stock Exchange Composite Index is used in its construction 

as a surrogate for the market. Merrill Lynch's betas are 

also adjusted much the same as Value Line's. A surrogate 

for the market in the Ibbotson study, which is frequently 

used to estimate the market premium, is the S&P 500. To the 

extent that the surrogate for the market and the estimating 

technique affects the beta, the estimated return will be 

affected. Since there is a high correlation between the 

return on the S&P 500 and the New York Stock Exchange Index, 

this is not of great concern, but certainly the use of an 

adjusted beta compared to a raw beta affects the estimated 

return very significantly. 

The Value Line betas "are adjusted for their long-term 

tendency to converge toward 1.00." (Arnold Bernhard, How To 

Use The Value Line Investment Survey, page 61) The actual 

adjustment procedure involves the application of a 

regression equation which may be closely approximated by 

averaging the raw beta with 1.0 giving twice the weight to 
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the raw beta. All stocks are adjusted in the same manner, 

and also, they are rounded to .OO or . 0 5 .  

While the adjustment procedure may be appropriate for the 

construction of a risk indicator, the theoretical linkage 

between the adjusted beta and the CAPM model is tenuous, at 

best. I know of no recent empirical tests which indicate 

that the betas of all stocks converge towards 1.0 or even 

that the betas of utility stocks converge the same as other 

stocks. The CAPM, unlike the DCF, is a one period model. 

Thus, even if a forward looking beta is appropriate, the 

adjustment to the raw beta is too large to be realized in 

the near term. An article by M . J .  Gombola and D.R. Kahl, 

"Time-Series Processes of Utility Betas: Implication for 

Forecasting Systematic Risk," which appeared in the Autumn 

1990 issue of Financial Manasement suggests that the Value 

Line adjustment formula may not be appropriate for 

utilities. Furthermore, I also should point out that beta 

is estimated relative to a risk-free rate. The estimated 

beta will vary depending upon whether a short-term or 

long-term government security rate is used as the proxy for 

the risk-free rate. There has been growing support for the 

use of a long-term government security rate as a proxy for 

the risk-free rate when using the CAPM in regulatory 

proceedings. It is possible, however, that the beta was 
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estimated relative to a different risk-free rate or no 

risk-free rate at all. 

The market premium is often based on the historical spread 

between realized market returns and risk-free rates. The 

Ibbotson study covering a very long time period beginning in 

1926 often is used in developing this estimate. The beta 

usually is estimated using the most recent five years of 

monthly data. Again, we have a mismatching of time periods. 

Quite likely the historical market premium for the same time 

period used to estimate the beta will be different than the 

very long-term differential provided in the Ibbotson study. 

Q. DESPITE YOUR RESERVATIONS ABOUT THE USEFULNESS OF THE CAPM 

METHOD, HAVE YOU ESTIMATED THE COST OF EQUITY TO THE COMPANY 

USING THIS METHOD? 

A. Yes, I have. First, I have used the current yield on the 

30-year U.S. Treasury bonds as the risk-free rate. Second, 

I have assembled both Value Line adjusted and S&P raw betas 

for US West, the other Bell Regional Companies, and the 

independent telephone companies. The betas are shown in 

Schedule 15. Based on these betas, a risk-free rate of 

5.8% and the long-term historical market premium of 8.0% 

(based on the income return on these bonds), the CAPM 

estimated returns for US West is in a range from 9.32% to 

11.80%; 10.68% to 12.36%, on average, for the other Bell 
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Regionals, and in a range 11.00% to 1 2 . 2 0 %  for the 

independent telephones. 

US West: 
5 . 8 %  + . 4 4 ( 8 . 0 % )  = 9 . 3 2 %  
5 . 8 %  + . 7 5 ( 8 . 0 % )  = 1 1 . 8 0 %  

Bell Regionals: 
5 . 8 %  + . 6 1 ( 8 . 0 % )  = 1 0 . 6 8 %  
5 . 8 %  + . 8 2 ( 8 . 0 % )  = 1 2 . 3 6 %  

Independent Telephones: 
5 . 8 %  + . 6 5 ( 8 . 0 % )  = 1 1 . 0 0 %  
5 . 8 %  + . 8 0 ( 8 . 0 % )  = 1 2 . 2 0 %  

I 3 0 



1 Comparable Earninss 

2 Q. DR. LEGLER, YOU STATED THAT THE COMPARABLE EARNINGS APPROACH 

3 IS ONE METHOD OF ESTIMATING THE COST OF EQUITY CAPITAL. 

4 PLEASE EXPLAIN THE BASIS OF THIS APPROACH. 

5 A. The basis of the comparable earnings approach is the often 

6 cited case of the Federal Power Commission vs. Hope Natural 

7 Gas ComDanv (1944). Briefly, two principles are involved in 

8 

9 One states that an investor should be able to earn a return 

the comparable earnings approach as applied to ratemaking. 

10 comparable to the returns available on alternative 

2 1  investments with similar risks. The other principle states 

1% 

13 

that the return should be sufficient to enable the utility 

to attract additional equity capital required on a 

14 reasonable basis and maintain the financial integrity of the 

15 firm. Basically, the comparable earnings test is what 

36 

17 

economists refer to as the opportunity cost principle. 

18 Q. WHAT PROBLEMS ARE INHERENT IN THE COMPARABLE EARNINGS 

19 APPROACH? 

20 A. The major problem in applying the comparable earnings 

23 approach is the difficulty in determining what companies are 

22 comparable to the utility in question. Some analysts 

23 suggest that the valid comparison is with a broad sample of 

24 unregulated firms such as the S&P 400. Other analysts 

25 select groups of specific firms of comparable risk based 

26 upon criteria such as similar beta coefficients, and 

40 



1 .  

1 

2 

3 

4 

5 

6 

1 

8 

9 

10 

11 

12 

13 

14 

15 

16 

1 ‘7 

18 

1 ‘1 

2 0 

21 

22 

23 

24 

25 

2 GI 

standard deviations of returns. In short, the problem is 

not so much the concept, but its implementation. In fact, 

it is these problems and the fact that the method is 

backward looking rather than forward looking which, at least 

in part, have led to the application of finance theory such 

as the DCF method in utility rate cases. 

(2. DR. LEGLER, DO YOU BELIEVE THAT UTILITIES AND INDUSTRIALS 

ARE COMPARABLE? 

A. In addition to the protection afforded by regulation to 

utilities, there are accounting differences in the 

measurement of returns which call into question strict 

comparability between utilities and industrials. 

There is also a problem comparing utilities and industrials 

when there is a significant disparity in the market to book 

values. An illustration should make this point clear. If 

an industrial stock is selling for two times its book value, 

and earning 20% per year on book value, it would be 

erroneous to suggest that a new or prospective investor 

would receive a return of 20% on his or her investment. 

Thus, comparing book returns of utilities selling closer to 

book to the book returns of industrials selling well above 

book is an invalid comparison. This is not to suggest, 

however, that the investor could not receive a market return 

of 20% on one or both investments. 
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WHAT CONCLUSION HAVE YOU REACHED REGARDING THE COMPARABLE 

EARNINGS APPROACH USING INDUSTRIALS AS THE ONLY STANDARD OF 

COMPARISON? 

I reject the application of the comparable earnings approach 

using industrials as the only basis of comparison, in 

principle, because of the questionable comparability of the 

measured earnings and differences in risks of regulated and 

unregulated companies. 

HAVE YOU PERFORMED ANY OTHER COMPARABLE EARNINGS ANALYSIS? 

Not in a strict sense, because my DCF analysis for the 

groups of telephones has the attributes of a forward looking 

comparable earnings analysis since it is a market based 

approach. The cost of equity for a group of comparable 

companies, or a risk adjusted cost of equity for a group of 

reasonably similar companies, if awarded to US West conforms 

to the Hope and Bluefield standards. Consequently, my DCF 

analysis parallels the traditional approach and leads to the 

same conclusion. 

BY LIMITING THE STUDY TO O T H ~ R  TELEPHONE COMPANIES AREN’T 

YOU INVOLVING CIRCULARITY IN YOUR REASONING? 

No, I don’t believe so. If all commissions set allowed 

returns on the basis of what other companies were expected 

to earn or have earned, circularity of reasoning would be a 

problem. By using a market based approach, it is assumed 
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that the market accounts for differences in risk among 

companies and among industries in setting stock prices. 

Q. HAVE YOU APPLIED ANY TESTS OF REASONABLENESS OF A 

COMPARATIVE NATURE TO YOUR ESTIMATES BASED ON THE FINANCIAL 

MODELS? 

A. I have provided the Value Line projected returns on book 

equity for US West, the Bell Regionals, and the independent 

telephone companies in Schedule 16. These projected returns 

indicate returns substantially above those produced by the 

market based approaches. Despite the relatively low level 

of interest rates, these returns are well above the level of 

allowed returns in recent years. I believe that they 

provide very little information on what reasonable allowed 

returns should be at the present time. 
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A .  

Q. 

A. 

Market Pressure and Flotation Costs 

ESTIMATES DERIVED FROM THE BOND YIELD PLUS RISK PREMIUM 

APPROACH AND THE DCF METHOD ARE MARKET VALUE ESTIMATES OF 

THE COST OF EQUITY. SINCE COMMISSIONS REGULATE ON A BOOK 

VALUE BASIS, IS IT NECESSARY TO ADJUST THESE MARKET 

ESTIMATES TO PROVIDE A FAIR RATE OF RETURN ON BOOK EQUITY? 

When a company sells a new issue of stock, certain flotation 

costs are involved, and in theory, there will be pressure on 

the price of the stock caused by its increased supply. 

Thus, in theory, if the allowed rate of return on book is 

set equal to the market cost of equity, a new stock issue 

would sell below book value. That is, the equity per share 

of current shareholders would be diluted. To protect 

against this dilution of capital, theoretically, the return 

on book should be set somewhat above the market value cost 

of equity. 

WHAT THEORETICAL ADJUSTMENT IS REQUIRED? 

In my opinion, the proper relationship is a highly complex 

problem. Some of the factors to be considered include the 

current state of the stock market, the volatility of the 

stock in question, the issuing company's earnings and 

dividend growth rate, its current market to book ratio, and 

the capital structure of the company. Further, if the 

purpose of the adjustment is to protect existing 

shareholders from dilution when stock is sold, then the need 
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for capital in the future (i.e., whether or not the company 

will be selling new stock) must also be relevant. 

Market pressure should be measured by taking into account 

consideration of the trend in the market. The decline in a 

company's stock at the time of issuance should be measured 

net of any general market decline. A study by John W. 

Bowyer, Jr. and Jess B. Yawitz, "The Effect of New Equity 

Issues on Utility Stock Prices," Public Utility Fortniqhtlv, 

May 22, 1980, examined 278 public stock issues from 1973 

through 1976. They found an average market pressure of 

0.72%. Other studies include "Equity Issues and Offering 

Dilution," by Paul Asquith and David W. Mullins, Jr., in the 

January/February 1986 issue of the Journal of Financial 

Economics; and "Impacts of New Equity Sales Upon Electric 

Utility Share Prices," by Richard H. Pettway and Robert C. 

Radcliffe in the Spring 1985 issue Financial Manaqement. 

These studies found market pressure based upon specific 

concepts of the general term of 0.9 percent and 3 percent, 

respectively. Other studies for individual utilities may be 

found in the testimony of rate of return witnesses in 

utility cases including my own. 

26 
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Q. DR. LEGLER, WHAT ADJUSTMENT DO YOU BELIEVE IS NECESSARY? 

A. Company witness Mr. Cummings in his original direct 

testimony estimated that an adjustment to the cost of equity 

of 10 to 20 basis points is necessary based on issuance 

expenses of 2.0% of gross proceeds. It appears to me that 

he effectively has applied the adjustment only to externally 

raised capital in that he recommends an adjustment of only 

1.0117%. This would be consistent with my position on the 

issue that the adjustment should only be applied to 

externally raised equity although I would have calculated 

the adjustment differently. This adjustment is reasonably 

close to my own estimates in other cases, and conservative 

compared to those adjustments usually proposed by company 

witnesses. What Mr. Cummings has not provided is evidence 

that the proceeds of the stock issues have provided benefit 

to the Arizona ratepayers he expects to bear a portion of 

the issuance expenses. In the absence of such evidence, I 

recommend that no adjustment be made. 

I should note that in making his calculations of the 

adjustment, Mr. Cummings has used the equity balances of US 

West and not the equity balance of US West-Arizona. I 

assume that this results in a proportional sharing of these 

alleged costs which include public stock issues in 1990, 

1993 and 1994 as well as the dividend reinvestment plan, and 

with the company's initial capitalization. I find 
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the inclusion of the costs associated with the company's 

initial capitalization troubling. 

Although the magnitude of Mr. Cummings' proposed adjustment 

is relatively minor, the whole issue of the flotation cost 

adjustment, is really a policy issue for the Commission. 

Some commissions provide for an adjustment others do not. 

Some Commission's consider an adjustment on a case by case 

basis. I support the position that the Company must 

demonstrate that it will have a public offering in the 

reasonable near term, and the proceeds from that issue will 

benefit ratepayers of the jurisdiction. 
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Q. 

A. 

Cost of Eauitv Summarv 

PLEASE SUMMARIZE THE RESULTS OF YOUR STUDIES OF THE COST OF 

COMMON EQUITY TO US WEST. 

I have relied on the discounted cash flow method, the risk 

premium method, and the capital asset pricing model. I have 

applied the DCF method to two groups of telephone companies, 

a group of independent telephone companies and the other 

remaining Bell Regional Holding Companies. I applied the 

risk premium method to US West and a group of independent 

telephone companies. I estimated the capital asset pricing 

model using US West, a group of independent telephone 

companies, and the Bell Regional Holding Companies. 

The results of these financial models are shown below. 

These results are exclusive of a flotation cost or market 

pressure adjustment which I believe is unnecessary at this 

time. It has consistently been my position that the need 

for a market pressure flotation cost adjustment should be 

considered on a case by case basis. US West has not had a 

recent public offering, and to the best of my knowledge has 

no announced intentions of an offering which would benefit 

the Arizona ratepayers. Therefore, there is no need to make 

such an adjustment in this case. 



1 DCF Method 
2 
3 

Based on: 
Averase Prices Current Prices 

4 Independent Telephones using: 
5 -Retention Growth 17.05% 17.03% 

7 -Historical Growth 13.58% 13.38% 
8 Average 16.82% 16.73% 

6 -Value Line Growth (Adjusted) 19.83% 19.79% 

9 
10 
11 -Retention Growth 19.68% 19.77% 
12 -Value Line Growth NA NA 
13 -Historical Growth 13.19% 13.05% 
14 Average 16.44% 16.41% 

16 Risk Premiums 

Bell Regional Holding Companies using: 

15 

1 'i 
18 US West: 
19 -Longer-Term Premiums 
20 
21 Independent Telephone: 
22 -Longer-Term Premiums 
23 -Shorter-Term Premiums 
24 
25 CaDital Asset Pricins Model 
26 

9.48%-12.05% 

8.90%-11.28% 
6.87%-15.73% 

27 -US West 9.32%-11.80% 

29 -Bell Regional Holding Companies 10.68%-12.36% 
28 -Independent Telephones 11.00%-12.20% 

3 0 It is my opinion, that based on my studies discussed 

31 earlier, the cost of equity to the Company lies in a range 

32 from 11.00% to 12.00%. As is my practice, I am recommending 

33 a range rather than a point estimate. The results of the 

34 financial models suggest that US West is reasonably 

35 comparable in risk to the other Bell Regional Holding 

36 Companies, on average, and less risky compared to the 

~ 37 independent telephones. This is reasonably consistent with 

38 a risk evaluation based on the set of risk indicators I 

I 39 used. 

~ 
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The bottom end of my recommended range is slightly above the 

midpoint of my CAPM results. The upper end of my 

recommended range is the upper end of my risk premium 

analysis for US West. 

But these results, as well as the results of the other 

financial models, are for US West and the Bell Regionals, 

not US West-Arizona. A company's beta may be thought of as 

an average of the betas of its different activities. In my 

opinion, the beta for the Company's nonregulated activities 

is higher than the beta for its regulated activities. Thus, 

using the Company's beta overstates the cost of equity for 

the regulated activities. How much it is overstated is 

somewhat a matter of speculation. For purposes of 

calculating the weighted average cost of capital, I will use 

the midpoint of my recommended range, 11.50%, as the cost of 

common equity. In making this recommendation, I have taken 

into consideration trends in interest rates. 

5 0 
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Q. 

A. 

Q. 
A. 

Weishted Averaqe Cost of CaDital 

HAVING ASSIGNED COST RATES TO THE CAPITAL COMPONENTS AND 

ADOPTED A CAPITAL STRUCTURE, WHAT WEIGHTED AVERAGE COST OF 

CAPITAL DO YOU RECOMMEND? 

Based on the capital structure as of February 2000 

consisting of 47.6% Long-term debt and 52.4% common equity, 

an embedded cost of debt of 7 .39%,  and a cost of common 

equity of 11.50%, the weighted average cost of capital is 

9.51%. These calculations are shown in Schedule 17. 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes, it does. 
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Exhibit -( J B L- 1 ) 
Schedule 1 
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Regulatory Participation of John B. Legler 

Companv 
Georgia Power Company 
Savannah Electric and Power 
Southern Bell (Georgia) 
Georgia Power Company 
Southern Bell (Georgia) 
Savannah Electric and Power 
Georgia Power Company 
South Central Bell (Mississippi) 
Carolina Tel and Tel (North Carolina) 
Southern Bell (South Carolina) 
Duke Power (South Carolina) 
Alabama Power Company 
Savannah Electric and Power 
Georgia Power Company 
South Carolina Electric and Gas 
Tucson Electric Power Company 
Gas Light Company of Columbus (Georgia) 
Atlanta Gas Light Company 
Georgia Power Company 
Southern Bell (South Carolina) 
General Telephone of the 

Southeast (Alabama) 
Alabama Power Company 
Duke Power Company (South Carolina) 
South Central Bell (Mississippi) 
Mississippi Power and Light Company 
Gulf Power Company (Florida) 
Savannah Electric and Power 
Carolina Power and Light 
Southern Bell (Georgia) 
Southern Bell (South Carolina) 
Cincinnati Bell 
Continental Telephone of Kentucky 
South Central Bell (Alabama) 
South Carolina Electric and Gas 
Georgia Power Company 
General Telephone Company of the 

Southeast (Georgia) 
Alabama Power Company 
General Telephone Company of the 

Southeast (South Carolina) 
Thomaston Telephone (Georgia) 
Duke Power Company (South Carolina) 
Southern Bell (Georgia) 

Docket No. 
GPSC 2663-U 
GPSC 2842-U 
GPSC 2897-U 
NRC 50-4241425 
GPSC 2994-U 
GPSC 2995-U 
GPSC 3002-U 
MPSC U-3359 
NCUC P7, Sub 524 
SCPSC 78-353-C 
SCPSC 78-1 89-E 
APSC 17667 
GPSC 3147-U 
GPSC 3129-U 
SCPSC 18,362 
ACC U-1933 
GPSC 3162-U 
GPSC 3167-U 
GPSC 3129-U 
SCPSC 79-303-C 

APCS 17850 
APSC 17859 
SCPSC 79-300-E 
MPSC U-3804 
MPSC U-3850 
FPSC 80001-EU 
GPSC 3220-U 
SCPSC 80-69-E 
GPSC 3231-U 
SCPSC 80-263-C 

Date 
4/75 
8/75 

1/76 

5/77 

2/78 
6/78 
11/78 
12/78 
5/79 
6/79 
7/79 
7/79 
8/79 
11/79 
12/79 
12/79 
1 180 

4/80 
5/80 
7/80 
7/80 
9/80 
9/80 
11/80 
11/80 
218 1 
218 1 

12175- 1176 

1 1176- 1 2/76 

6/77-7177 

PUCO 80-476-TP-AIR 4/81 
UCK 8182 618 1 
APSC 18076 718 1 
SCPSC 81-72-E 7/8 1 
GPSC 3270-U 718 1 

GPSC 3268-U 718 1 
APSC 18117 718 1 

SCPSC 81-121-C 918 1 
GPSC 3271-U 918 1 
SCPSC 80-378-E 918 1 
GPSC 3286-U 10181 
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Page 2 of 5 

Company 
Gas Light Company of Columbus (Georgia) 
Atlanta Gas Light Company 
Columbia Gas of Kentucky 
Puget Sound Power & Light 
General Telephone Company of the 

Continental Telephone Company of the 

Ohio Bell 
Hawaiian Telephone Company 
Carolina Power and Light 
Central Illinois Public Service Co. 
Southern California Edison 
Mississippi Power Company 
South Central Bell (Mississippi) 
Atlanta Gas Light Company 
Alabama Power Company 
South Carolina Electric & Gas 
Mississippi Power & Light Company 
Savannah Electric and Power 
General Telephone Company of the 

Continental Telephone Company of the 

South Carolina Electric & Gas 
Mobile Gas Service Corp. (Alabama) 
Pacific Gas and Electric 
Virginia-American Water 
Southern Bell (Georgia) 
Georgia Power Company 
Atlanta Gas Light 
South Carolina Electric & Gas 
Connecticut Light & Power 
Hawaiian Telephone Company 
Southern Bell (South Carolina) 
Louisiana Power & Light 
Duke Power (South Carolina) 
South Carolina Electric & Gas 
Peoples Gas Light & Coke Co. (Illinois) 
North Shore Gas Co. (Illinois) 
South Central Bell (Alabama) 
Florida Power Corp. 
Southern California Edison 
Continental Telephone of the 
South (GA) 
Continental Telephone of the 
South (Alabama) 

Southeast (Alabama) 

South (Alabama) 

Southeast (Alabama) 

South (Alabama) 

Docket No. Date 
GPSC 3282-U 10/81 
GPSC 3288-U 11/81 
KPSC 8281 11/81 
WUTC U-81-41 1 218 1 

APSC 18199 1/82 

APSC 18216 1/82 
PUCO 81-436-TP-AIR 3/82 
HPUC 4306 
SCPSC 81-163-E 
ICC 82-0039 
PUCC 61 138 
MPSC U-4190 
MPSC U-4191 
GPSC 3333-U 
APSC 18416 
SCPSC 82-239-G 
MPSC U-4224 
GPSC 3361-U 

APSC 18488 

APSC 18522 

APSC 18590 

VPUC 820077 

SCPSC 82-240-E 

PUCC 82-12-48 

GPSC 3393-U 
GPSC 3397-U 
GPSC 3402-U 
SCPSC 83-217-G 
CDPUC 83-07-1 5 
HPUC 4588 
SCPSC 83-270-C 
LPSC U-15684 
SCPSC 83-302-E 
SCPSC 83-307-E 
ICC 83-0580 
ICC 83-0630 
APSC 18882 
FPSC 830470-El 
CPUC 83-12-53 

GPSC 3462-U 

APSC 18978 

6/82 
3/82 
7/82 
6/82 
8/82 
9/82 
9/82 
9/82 
9/82 
1 1/82 
11/82 

12/82 

1 /83 
1/83 
3/83 
4/83 
4/83 
7/83 
7/83 
9/83 
9/83 
10183 
1 1/83 
1 1/83 
12/83 
12/83 
1/84 
5/84 
5/84 
6/84 
6/84 
6/84 

6/84 

7/84 
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Company 
Southern Bell (GA) 
Southern Bell (South Carolina) 
Mississippi Power & Light 
General Telephone of the 

Louisiana Power & Light 
San Diego Gas & Electric 
Continental Telephone of the 

AT&T Communications, Inc. (ALA) 
Duke Power Company (SC) 
Hawaiian Telephone Company 
Connecticut Light & Power 
Pacific Gas & Electric 
Central Maine Power 
Duke Power Company 
Atlanta Gas Light 
Louisiana Power & Light 
Southern California Edison 
Middle South Services, Inc. & 
System Energy Resources, Inc. (a) 
South Carolina Electric & Gas 
Georgia Power Company 
South Carolina Electric & Gas 
South Carolina Electric & Gas 
Lockhart Power Company (SC) 
United Telephone Company of the 

Carolina Power & Light (NC) 
Carolina Power & Light (SC) 
Alabama Gas Corporation 
Central Power & Light (TX) 
United Cities Gas Company (SC) 
Ringgold Telephone Company (GA) 
San Diego Gas & Electric 
Southern California Edison 
Pacific Gas & Electric 
Southern California Gas Company 
Atlanta Gas Light 
United Cities Gas Company (GA) 
Fairmount Telephone Company (GA) 
South Carolina Electric & Gas 
Citizens Utilities Rural Co. (AZ) 
Southern California Gas Company 
Pacific Gas & Electric Company 
Southern California Edison 
San Diego Gas & Electric 

Southeast (SC) 

South (ALA) 

Carolinas (SC) 

Docket No. 
GPSC 3465-U 
SCPSC 84-308-C 
MPSC U-4620 

SCPSC 84-390-C 
LPSC U-16091 
CPUC 84-12-01 5 

APSC 19297 
APSC 19314 

HPUC 51 14 
SCPSC 85-78-E 

CDPUC 85-1 0-22 
CPUC 85-10-042 
MPUC 85-212 
SCPSC 86-1 99-E 
GPSC 3582-U 
LPSC U-16945 
CPUC 86-12-047 
FERC EL86-58-000 & 
FERC EL86-59-000 
SCPSC 87-43-E 
GPSC 3673-U 
SCPSC 87-227-G 
SCPSC 87-IO-E 
SCPSC 87-435-E 

SCPSC 886-625-C 
NCUC E-2, Sub 537 
SCPSC 88-1 I - E  
APSC 20533 
PUCT 7560 
SCPSC 88-227-G 
GPSC 3782-U 
CPUC 88-12-003 
CPUC 88-07-023 
CPUC 88-07-037 
CPUC 88-08-001 
GPSC 3780-U 
GPSC 3799-U 
GPSC 3805-U 
SCPSC 88-681-E 
U-I 954-88-1 02 
CPUC 89-05-01 1 
CPUC 89-05-01 9 
CPUC 89-05-021 
CPUC 89-05-023 

Date 
8/84 
10184 
1/85 

2/85 
3/85 
3/85 

4/85 
5/85 
7/85 
12/85 
4/86 
5/86 
5/86 
8/86 
8/86 
12/86 
4/87 

3/87 
6/87 
8/87 
9/87 
11/87 
1 1/87 

5/88 
5/88 
7/88 
7/88 
8/88 
8/88 
9/88 
1 0188 
10188 
10188 
10188 
10188 
10188 
12/88 
4/89 
5/89 
8/89 
8/89 
8/89 
8/89 
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Company 
Georgia Power Company 
Puget Sound Power & Light 
Central Maine Power Company 
Chickamauga Telephone Company (GA) 
Southern Bell (GA) 
Hawaiian Electric 
Atlanta Gas Light 
Alabama Gas Corporation 
Southern California Gas Company 
Pacific Gas & Electric Company 
Southern California Edison Company 
San Diego Gas & Electric Company 
South Central Bell (AL) 
GASCO, Inc. (Hawaii) 
Mobile Gas Service Corporation 
United Telephone of the Carolinas (SC) 
Southern Bell (SC) 
GTE South (SC) 
Central Illinois Public Service 
Georgia Power Company 
Southern California Gas Company 
Pacific Gas & Electric Company 
Southern California Edison Company 
San Diego Gas & Electric 
Southwest Gas 
Duke Power Company (SC) 
Atlanta Gas Light 
GTE South (GA) 
Hawaiian Electric 
Public Service Electric & Gas (NJ) 
Kauai Electric Division (a) 
Pacific Gas & Electric 
Southwest Gas Corporation 
Southern California Edison 
Southern California Gas Company 
San Diego Gas & Electric 
Atlanta Gas Light 
United Cities Gas (GA) 
United Telephone (SC) 
U. S. West Communications (NM) 
Detroit Edison 
South Carolina Electric & Gas 
Puget Sound Power & Light 
Fairmount Telephone Company (GA) 
Central Maine Power Company 
Detroit Edison 
Atlanta Gas Light 
Pacific Gas & Light 

Docket No. 
GPSC 3840-U 
U-89-2688-T 
MPUC 89-68 
GPSC 3788-U 
GPSC 3905-U 
HPUC 6531 

APSC 18046 
GPSC 3923-U 

CPUC 90-05-01 3 
CPUC 90-05-01 1 
CPUC 09-05-01 6 
CPUC 90-05-014 
APSC 19983 
HPUC 6434 
APSC 21530 
SCPSC 89-229-C 
SCPSC 90-626-C 
SCPSC 90-6984 
ICC 87-0542 
GPSC 4007-U 
CPUC 91-05-022 
GPUC 91-05-016 
CPUC 91-05-024 
GPUC 91-05-023 
CPUC 91-05-018 
SCPSC 91-216-E 
GPSC 401 I -U 
GPSC 4003-U 
HPUC 6998 

Date 
9/89 
10189 
10189 
12/89 
6/90 
6/90 
7/90 
8/90 
8/90 
8/90 
8/90 
8/90 
8/90 
10/90 
11/90 
319 1 
319 1 
419 1 
519 1 
819 1 
919 1 
919 1 
919 1 
919 1 
919 1 
919 1 
1 019 1 
1/92 
3/92 

NJBRC ER91111698J 7/92 
HPUC 7003 7/92 
CPUC 92-05-009 8/92 
CPUC 92-05-012 8/92 
CPUC 92-05-01 3 8/92 
CPUC 92-05-014 8/92 
CPUC 92-05-016 8/92 
GPSC 4777-U 8/92 
GPSC 4188-U 9/92 
SCPSC 92-271-C 1 1/92 

MPSC U-10102 3/93 
SCPSC 92-61 9-E 3/93 

GPSC 6/93 
MPUC 6/93 
MPSC U-10102 6/93 
GPSC 4451-U 8/93 
CPUC 93-05-009 9/93 

NMSCC 92-227-TC 2/93 

WUTC UE-92-1262 5/93 



Company 
Southwest Gas Corporation 
Southern California Edison 
Southern California Gas Cornpan! 
San Diego Gas & Electric Company 
Mountain Fuel Supply (UT) 
Consumers Power Company (MI) 
GTE South Incorporated (SC) (a) 
Hawaiian Electric Company 
Pond Branch Telephone Company (SC) 
Hawaiian Telephone Company 
Southern Bell (SC) 
Southwest Gas Corporation 
Pacific Gas & Electric 
San Diego Gas & Electric 
Southern California Edison 
Southern California Gas Company 
Hawaiian Electric Company 
Southern Bell (GA) 
Montana-Dakota Utilities (ND) (a) 
Kauai Electric Division 
Mountain Fuel Supply (a) 
Pacifii Gas & Electric 
San Diego Gas & Electric 
Southern California Edison 
Southern California Gas Company 
Southern Bell (SC) 
U.S West Communications (UT) 
Mobile Gas Service Corp. (AL) 
Southern Bell (SC) 
South Carolina Electric & Gas 
San Diego Gas & Electric 
ALLTEL Companies of Georgia 
Pacific Gas & Electric 
San Diego Gas & Electric 
Southem California Edison 
Southern California Gas Company 
Baltimore Gas & Electric 
PECO Energy Company 
Pacific Gas & Electric 
BellSouth Telecommunications (GA) 
BellSouth Telecommunications (SC) 
BellSouth Telecommunications (SC) 
South Carolina Pipeline Corp. 
Atlanta Gas Light 
Pacific Gas & Electric 
San Diego Gas & Electric 
Southern California Edison 
Georgia Power Company 
Black Mountain Gas Company (AZ)(a) 
BellSouth Telecommunications (GA) 
Southern California Water Company(a) 
Pacific Gas & Electric(a) 
PacifiCorp (UT) 
Questar (UT) 

(a) Testimony filed, case settled. 

Docket No. 
CPUC 93-05-020 
CPUC 93-05-013 
CPUC 93-05-012 
CPUC 93-05-01 1 
PSCU 93-057-01 
MPSC U-10335 
SCPSC 93-504-c 
HPUC 7700 
SCPSC 93-750-C 
HPUC 7579 
SCPSC 93-5034 
CPUC 94-05-01 0 
CPUC 94-05-01 1 
CPUC 94-05-013 
CPUC 94-05-01 7 
CPUC 94-05-026 
HPUC 7766 
GPSC 3905-U 
NDPSC 399-94-297 
HPUC 94-0097 
PSCU 95-057-02 
CPUC 95-05-016 
CPUC 95-05-022 
CPUC 95-05-023 
CPUC 95-05021 
SCPSC 95-682-C 
PSCU 95-049-05 
APSC 24794 
SCPSC 95-862-C 
SCPSC 95-1 000-E 
CPUC 95-1 0-035 
GPSC 67464 
CPUC 96-05-022 
CPUC 96-05-043 
CPUC 96-05-023 
CPUC 96-05-024 
PSCM 8725 
PPUC R-00973953 
CPUC 97-05-016 
GPSC 7061-U 
SCPSC 97-37442 
SCPSC 97-239-C 
SCPSC 90-5884 
GPSC 83904 
CPUC 98-05-021 
CPUC 98-05019 
CPUC 98-05-024 
GPSC 935511 
G-03493A-98-0705 
GPSC 106924 
CPUC 99-03-068 
CPUC 99-1 1-003 
PSCU 99-035-1 0 
PSCU 99-057-20 
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Date 
9/93 
9/93 
9/93 
9/93 
11/93 
11/93 
2/94 
3/94 
4/94 
4/94 
8/94 
8/94 
8/94 
8/94 
8/94 
8/94 
8/94 
10194 
1 0194 
4/95 
8/95 
8/95 
8/95 
8/95 
8/95 
9/95 
9/95 
10195 
1 OB5 
11/95 
02/96 
07/96 
09/96 
09/96 
09/96 
09/96 
11/96 
08/97 
09/97 
09/97 
12/97 
3/98 
5/98 
5/98 
09/98 
09/98 
09/98 
10198 
06/99 
07/99 
08/99 
04/00 
05/00 
06/00 



Year 

1994 
1995 
1996 
1997 
1998 
I999 
2000 
2001 

Exhi bit-( J B L- 1 ) 
Schedule 2 

US West, Inc.: Dividends, Earnings & Retention Rates 

Dividends Earnings 
Per Share Per Share 

$2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 

$2.42 
2.35 
2.44 
2.57 
3.02 
3.27 
3.40 
3.65 

Average 

Average 1997-2001 

Source: Value Line, April 7, 2000, p.766. 

Note: 2000 and 2001 are Value Line Projections. 

Retention 
Ratio 

11.6 % 
8.9 

12.3 
16.7 
29.1 
33.1 
38.9 
41.4 

21.5 % 

31.8 % 



Exhi bit-( J B L- 1 ) 
Schedule 3 

US West, Inc.: Growth Rates, Selected Time Periods 

Dividends Earnings 
Time Period Per Share Per Share 

1994-1 999 0.00 % 5.75 % 
1995-2000 0.00 8.29 
1996-2001 0.00 8.39 

Source: Calculated from Schedule 2. 



I 4 

. 

Company 

ALLTEL 
CenturyTel 
GTE C o p  
Telephone & Data 

Exhibit-(JBL-l) 
Schedule 4 
Page 1 of 4 

Telephones: DCF Estimated Cost of Equity 

Expected 
Current Ave Price Retention Projected Projected Return on 
Dividend April-June Growth (%) Dividend Yield (%) Equity (%) 

$1.28 $64.63 14.27 $1.46 2.26 16.53 
0.19 27.25 14.66 0.22 0.80 15.46 
1.88 73.34 16.19 2.18 2.98 19.17 
0.50 104.88 7.48 0.54 0.51 7.99 

Average 

BellSouth 
SBC Communications 

Average 

$0.96 $67.52 13.15 $1.10 1.64 14.79 

0.76 45.47 20.23 0.91 2.01 22.24 
1.02 44.62 14.51 1.17 2.62 17.13 

$0.89 $45.04 17.37 $1.04 2.31 19.68 

Source: Value Line, April 7, 2000; ancYahoo Historical Quotes. 



Exhibit-(JBL-I ) 
Schedule 4 
Page 2 of 4 

Telephones: DCF Estimated Cost of Equity 

Prim Expected 
Current as of Retention Projected Projected Return on 

Company Dividend 06/30/99 Growth (%) Dividend Yield (%I Equity (%) 

ALLTEL $1.28 $61.94 14.27 $1.46 2.36 16.63 
Century Tel. Ent. 0.19 28.75 14.66 0.22 0.76 15.42 
GTE Corp. 1.88 76.88 16.19 2.18 2.84 19.03 
Telephone & Data 0.50 100.30 7.48 0.54 0.54 8.02 

Average $0.96 $66.96 13.15 $1.10 1.62 14.77 

BellSouth 0.76 42.63 20.23 0.91 2.14 22.37 
SBC Communications 1.02 44.00 14.51 1 .I7 2.65 17.16 

Average $0.89 $43.31 17.37 $1.04 2.40 19.77 

Source: Value Line, April 7 ,  2000; ancYahoo Historical Quotes. 



Exhibit-(JBL-I ) 
Schedule 4 
Page 3 of 4 

Telephones: DCF Estimated Cost of Equity 

Company 

ALLTEL 
Century Tel. Ent. 
GTE Corp. 
Telephone & Data 

Average 

BellSouth 
SBC Communications 

Average 

Expected 
Current Ave Price Value Line Projected Projected Return on 
Dividend July-Sept Growth (%) Dividend Yield (%) Equity (%) 

$1.28 $64.63 4.5 1.34 2.07 6.57 
0.19 27.25 19.0 0.23 0.83 19.83 
1.88 73.34 0.5 1.89 2.58 3.08 
0.50 104.88 4.5 0.52 0.50 5.00 

$0.96 $67.52 7.1 $0.99 1.49 8.62 

0.76 45.47 2.5 0.78 1.71 4.21 
1.02 44.62 5.5 1.08 2.41 7.91 

$0.89 $45.04 4.0 $0.93 2.06 6.06 

Source: Value Line, April 7, 2000; ancYahoo Historical Quotes. 



Te.dphones: DCF Estimated Cost of Equity 

Price 
Current as of Value Line Projected 

Company Dividend 06/30/99 Growth (%) Dividend 

ALLTEL $1.28 $61.94 4.5 $1.34 
Century Tel. Ent. 0.19 28.75 19.0 0.23 
GTE Corp. 1.88 76.88 0.5 1.89 
Telephone & Data 0.50 100.30 4.5 0.52 

Average $0.96 $66.96 7.1 $0.99 

BellSouth 0.76 42.63 2.5 0.78 
SBC Communications 1.02 44.00 5.5 1.08 

Average $0.89 $43.31 4.0 $0.93 

Exhibit-(JBL-l ) 
Schedule 4 
Page 4 of 4 

Expected 
Projected Return on 
Yield (%) Equity (%) 

2.16 6.66 
0.79 19.79 
2.46 2.96 
0.52 5.02 

1.48 8.61 

1.83 4.33 
2.45 7.95 

2.14 6.14 

Source: Value Line, April 7, 2000; anlYahoo Historical Quotes. 



c 

Company 

ALLTEL 
Century Tel. Ent. 
GTE Corp. 
Telephone & Data 

Average 

BellSout h 
SBC Communications 

Average 

Company 

ALLTEL 
Century Tel. Ent. 
GTE Corp. 
Telephone 8 Data 

Average 

BellSouth 
SBC Communications 

Average 

Telephones: DCF Estimated Cost of Equity 

5-year 5-year Average 
Current Ave Price Historical Historical Historical Projected 

Dividend April-June EPS Growth DPS Growth Growth (%) !&da!d 

7.50 8.75 $1.41 
0.19 27.25 18.50 4.50 11.50 0.23 
1.88 73.34 6.50 1 .oo 3.75 2.00 
0.50 104.88 0.00 5.50 2.75 0.50 

$0.96 $55.07 11.67 4.33 8.00 $1.21 

$1.28 $64.63 10.00 

0.76 45.47 11.50 1 .oo 6.25 0.85 
1.02 44.62 10.50 4.00 7.25 1.13 

$0.89 $45.05 11 .oo 2.50 6.75 $0.99 

Price $year 5-year Average 
Current as of Historical Historical Historical Projected 

Dividend 06/30/99 EPS Growth DPS Growth Growth (%I Dividend 

$1.28 $61.94 10.00 7.50 8.75 $1.41 
0.19 28.75 18.50 4.50 11.50 0.23 
1.88 76.88 6.50 1 .oo 3.75 2.00 
0.50 100.3 

$1.12 $62.63 11.67 4.33 8.00 $1.21 

0.76 42.63 1 I .50 1 .oo 6.25 0.85 
1.02 44.00 10.50 4.00 7.25 1.13 

$0.89 $48.03 11 .oo 2.50 6.75 $0.99 

Exhibit-(JBL-I 1 
Schedule 5 
Page 1 of 1 

Expected 
Projected Return on 
Yield (%) Eauitv (%I 

2.18 12.18 
0.83 19.33 
2.73 9.23 
0.48 0.48 

1.91 13.58 

1.86 13.36 
2.53 13.03 

2.19 13.19 

Expected 
Projected Return on 

Equity(%) 

2.00 12.00 
0.55 19.05 
2.60 9.10 

1.72 13.39 

1.88 13.38 
2.21 12.71 

2.05 13.05 

Source: Value Line, October 8, 1999; and Yahoo Historical Quotes. 



Exhibit-( J BL-1) 
Schedule 6 
Page 1 of 1 

Common Equity Ratios for Telephone Companies 

2003- 
Company ~ ~ ~ 1 9 9 8 1 9 9 9 2 o o o 2 0 0 1 ~  

Century Tel. Ent. 57.5 % 60.4 % 32.7 % 36.8 % 46.1 % 42.5 % 49.0 % 67.0 % 
GTE Cop. 37.5 32.1 32.4 33.5 43.7 44.0 45.0 51.0 
Telephone & Data Sys. 58.0 58.5 53.5 52.6 54.0 55.0 55.5 60.9 

Average 49.0 % 50.3 I 39.5 % 41.0 % 47.9 % 47.2 % 49.8 % 59.6 % 

Bell Atlantic 51.1 % 56.5 % 47.4 % 42.0 % 47.5 % 52.5 % 52.0 % 67.5 % 
BellSouth 58.8 60.8 65.9 63.7 62.8 62.0 62.5 63.5 
SBC Communications 52.4 55.4 43.2 50.3 59.1 61.5 64.0 66.5 

US West, Inc. 37.9 % 40.9 % 45.5 % 8.0 % 11.0 % 16.0 % 22.5 9% 39.5 % 

Source: Value tine, April 7, 2000. 



Exhibit-( J BL-1) 
Schedule 7 
Page 1 of 1 

Risk Indicators for Telephone Companies 

Value 
Line Safety Financial Price 

Company Beta Rank Strength Stability 

ALLTEL 0.70 2.0 A 90 
CenturyTel 0.90 2.0 B++ 90 
GTE Cow. 0.85 1 .o A+ 90 

Telephone & Data 0.75 3.0 B 75 
Sprint, Inc. NMF 3.0 B+ NMF 

Average 0.80 2.2 B++ 86 

Bell Atlantic 0.85 1 .o A+ 90 
BellSouth 0.80 1 .o A+ 85 
SBC Communications 0.80 2.0 A+ 80 

Average 0.82 1.3 A+ 85 

US West, Inc. 0.75 3.0 B 90 

Source: Value Line, April 7, 2000. 



Exhibit-(JBL-l) 
Schedule 8 

US West, Inc.: Projected Growth Rates 

Bepad 

January 1984 
April 1984 
July 1984 
October 1984 
January 1985 
April 1985 
July 1985 
October 1985 
January 1986 
April 1986 
July 1986 
October 1986 
January 1987 
April 1987 
July 1987 
October 1987 
January 1988 
April 1988 
July 1988 
October 1988 
January 1989 
April 1989 
July 1989 
October 1989 
January 1990 
April 1990 
July 1990 
October 1990 
January 1991 
April 1991 
July 1991 
October 1991 
January 1992 
April 1992 
July 1992 
October 1992 
January 1993 
April 1993 
July 1993 
October 1993 
January 1994 
Apnl1994 
July 1994 
October 1994 
January 1995 
April 1995 
July 1995 
October 1995 
January 1996 
April 1996 
July 1996 
October 1996 
January 1997 
Apnl1997 
July 1997 
October 1997 
January 1998 
April 1998 
July 1998 
October 1998 
January 1999 

Source: Value Line. 

Projected 
Dividends 
PerShare 

$6.25 
6.35 
7.00 
7.20 
7.20 
7.20 
7.50 
7.50 
7.50 
3.75 
4.10 
3.80 
3.75 
3.75 
3.90 
3.90 
4.05 
4.05 
4.05 
4.25 
4.25 
4.55 
5.00 
5.00 
5.00 
2.50 
2.60 
2.60 
2.60 
2.60 
2.60 
2.60 
2.72 
2.72 
2.60 
2.60 
2.60 
2.80 
2.50 
2.50 
2.30 
2.35 
2.40 
2.30 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.18 
2.18 
2.18 
2.18 
2.14 
2.14 
2.20 
2.18 

Projected 
Earnings 
Per Shre 

$10.50 
10.70 
11.50 
11.80 
12.00 
12.00 
12.75 
12.75 
12.75 
6.50 
7.00 
6.75 
6.75 
6.00 
6.20 
6.20 
6.45 
6.45 
6.85 
6.85 
6.85 
7.20 
7.85 
7.85 
8.15 
3.90 
4.10 
4.10 
4.00 
4.35 
4.35 
4.35 
4.85 
4.55 
4.55 
4.45 
4.30 
4.30 
3.75 
4.50 
4.30 
4.30 
4.30 
4.00 
3.75 
3.70 
3.60 
3.60 
2.90 
2.95 
2.95 
3.00 
3.00 
3.15 
3.25 
3.25 
3.25 
3.55 
2.70 
4.15 
4.25 

Projected Value- 
Return on Projected Retention Line 
Common Retention Growth Dividend 

E t - 4 u W w - w -  

13.5 % 40.5 % 5.67 % 5.0 % 
13.5 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
13.5 
14.0 
13.0 
13.0 
13.0 
13.0 
13.0 
13.0 
13.0 
13.0 
14.0 
14.5 
14.5 
14.5 
14.5 
14.5 
14.5 
15.5 
15.0 
15.0 
15.5 
16.0 
16.0 
15.5 
15.0 
14.5 
16.5 
14.5 
23.5 
21 .o 
20.5 
21 .o 
20.0 
18.0 
16.5 
16.0 
16.5 
26.0 
27.5 
27.5 
28.5 
29.0 
26.0 
23.5 
23.5 
23.5 
24.0 
25.5 
25.0 
54.0 

40.7 
39.1 
39.0 
40.0 
40.0 
41.2 
41.2 
41.2 
42.3 
41.4 
43.7 
44.4 
37.5 
37.1 
37.1 
37.2 
37.2 
40.9 
38.0 
38.0 
36.8 
36.3 
36.3 
38.7 
35.9 
36.6 
36.6 
35.0 
40.2 
40.2 
40.2 
43.9 
40.2 
42.9 
41.6 
39.5 
34.9 
33.3 
44.4 
46.5 
45.3 
44.2 
42.5 
42.9 
42.2 
40.6 
40.6 
26.2 
27.5 
27.5 
28.7 
28.7 
30.8 
32.9 
32.9 
32.9 
39.7 
20.7 
47.0 
48.7 

5.69 
5.67 
5.65 
5.80 
5.80 
5.97 
5.97 
5.97 
6.13 
6.01 
6.12 
6.44 
5.06 
5.01 
5.01 
5.02 
5.02 
5.52 
5.12 
5.12 
5.34 
5.45 
5.45 
5.80 
5.38 
5.49 
5.49 
5.60 
6.24 
6.24 
6.44 
7.25 
6.64 
6.86 
6.44 
5.93 
5.93 
5.00 
10.67 
10.00 
9.52 
9.50 
8.71 
7.94 
7.17 
6.69 
6.89 
6.94 
7.69 
7.69 
8.31 
8.46 
8.16 
7.90 
7.90 
7.90 
9.73 
5.39 
11.98 
26.54 

5.5 
9.0 
7.5 
7.5 
7.5 
7.0 
7.0 
7.0 
7.0 
7.0 
6.0 
5.5 
5.5 
5.5 
5.5 
6.0 
6.0 
5.0 
5.5 
5.5 
7.0 
7.5 
7.5 
7.5 
7.5 
6.5 
6.5 
6.5 
5.5 
5.5 
5.5 
5.5 
5.0 
4.5 
4.5 
4.5 
5.0 
3.0 
3.0 
2.0 
1.5 
2.0 
1.5 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.5 

Note: Retention Rate = 1 - DividendslEarnings 
Growth Rate = Retention Rate x (Return on Equity + 0.5%). 
Return on equity increased by 0.5% to reflect conversion from 
yearend to average year basis. 
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US West, Inc.: Historical DCF Analysis 

m r  

1984.3 
1984.4 
1985.1 
1985.2 
1985.3 
1985.4 
1986.1 
1986.2 
1986.3 
1986.4 
1987.1 
1987.2 
1987.3 
1987.4 
1988.1 
1988.2 
1988.3 
1988.4 
1989.1 
1989.2 
1989.3 
1989.4 
1990.1 
1990.2 
1990.3 
1990.4 
1991.1 
1991.2 
1991.3 
1991.4 
1992.1 
1992.2 
1992.3 
1992.4 
1993.1 
1993.2 
1993.3 
1993.4 
1994.1 
1994.2 
1994.3 
1994.4 
1995.1 
1995.2 
1995.3 
1995.4 
1996.1 
1996.2 
1996.3 
1996.4 
1997.1 
1997.2 
1997.3 
1997.4 
1998.1 
1998.2 
1998.3 
1998.4 
1999.1 

price 

$57.750 
63.000 
70.500 
74.875 
81 .000 
73.625 
89.000 
98.625 
55.125 
53.250 
54.000 
55.000 
52.625 
58.875 
51.125 
52.375 
56.375 
58.625 
57.750 
62.375 
69.Ooo 
71.500 
80.125 
73.875 
35.875 
34.875 
38.875 
39.125 
35.375 
35.875 
37.875 
34.125 
36.500 
38.Ooo 
38.375 
43.625 
45.875 
49.250 
45.875 
40.750 
41.875 
38.750 
35.625 
40.125 
41 625 
47.125 
35.625 
32.375 
32.000 
29.875 
32.250 
33.875 
37.063 
38.500 
45.125 
54.625 
46.813 
52.500 
64.625 

Projected 
Dividend 

$5.71 
5.71 
5.71 
5.71 
6.05 
6.06 
6.06 
6.06 
3.23 
3.22 
3.23 
3.24 
3.45 
3.44 
3.44 
3.44 
3.70 
3.71 
3.70 
3.70 
3.96 
3.96 
3.96 
3.98 
2.11 
2.1 1 
2.11 
2.1 1 
2.21 
2.21 
2.21 
2.23 
2.26 
2.29 
2.29 
2.28 
2.29 
2.29 
2.30 
2.30 
2.32 
2.32 
2.31 
2.31 
2.31 
2.31 
2.35 
2.26 
2.40 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 

Projected 
J%&! 

9.88 
9.06 
8.09 
7.63 
7.47 
8.23 
6.81 
6.15 
5.85 
6.05 
5.97 
5.88 
6.55 
5.85 
6.74 
6.58 
6.56 
6.34 
6.41 
5.93 
5.74 
5.55 
4.95 
5.38 
5.87 
6.05 
5.43 
5.40 
6.25 
6.16 
5.85 
6.54 
6.19 
6.02 
5.98 
5.23 
4.99 
4.65 
5.02 
5.66 
5.54 
5.99 
6.50 
5.75 
5.55 
4.90 
6.59 
6.97 
7.49 
7.16 
6.64 
6.32 
5.77 
5.56 
4.74 
3.92 
4.57 
4.08 
3.31 

Retention 
Growth 
Rate 

5.69 % 
5.67 
5.65 
5.80 
5.80 
5.97 
5.97 
5.97 
6.13 
6.01 
6.12 
6.44 
5.06 
5.01 
5.01 
5.02 
5.02 
5.52 
5.12 
5.12 
5.34 
5.45 
5.45 
5.80 
5.38 
5.49 
5.49 
5.60 
6.24 
6.24 
6.44 
7.25 
6.64 
6.86 
6.44 
5.93 
5.93 
5.00 

10.67 
10.00 
9.52 
9.50 
8.71 
7.94 
7.17 
6.69 
6.89 
6.94 
7.69 
7.69 
8.31 
8.46 
8.16 
7.90 
7.90 
7.90 
9.73 
5.39 

11.98 

-4 
Return 

15.57 % 
14.73 
13.74 
13.43 
13.27 
14.20 
12.78 
12.12 
11.98 
12.06 
12.09 
12.32 
11.61 
10.86 
11.75 
11.60 
11.58 
11.86 
11.53 
11.05 
11.08 
11.00 
10.40 
11.18 
1 1.25 
11.54 
10.92 
11.00 
12.49 
12.40 
12.29 
13.79 
12.83 
12.88 
12.42 
11.16 
10.92 
9.65 

15.69 
15.66 
15.06 
15.49 
15.21 
13.69 
12.72 
11.59 
13.48 
13.91 
15.18 
14.85 
14.95 
14.78 
13.93 
13.46 
12.64 
11.82 
14.30 
9.47 

15.29 

Source: Price is closing price of previous quarter. 
Projected dividend is annualized dividend of previous quarter times 1 + the growth 
rate. 
Figures adjusted for stock splits. 
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US West, Inc.: Historical DCF Analysis 

m 
1984.3 
1984.4 
1985.1 
1985.2 
1985.3 
1985.4 
1986.1 
1986.2 
1986.3 
1986.4 
1987. I 
1987.2 
1987.3 
1987.4 
1988.1 
1988.2 
1988.3 
1988.4 
1989.1 
1989.2 
1989.3 
1989.4 
1990.1 
1990.2 
1990.3 
1990.4 
1991.1 
1991.2 
1991.3 
1991.4 
1992.1 
1992.2 
1992.3 
1992.4 
1993.1 
1993.2 
1993.3 
1993.4 
1994.1 
1994.2 
1994.3 
1994.4 
1995.1 
1995.2 
1995.3 
1995.4 
1996.1 
1996.2 
1996.3 
1996.4 
1997.1 
1997.2 
1997.3 
1997.4 
1998.1 
1998.2 
1998.3 
1998.4 
1999.1 

I!!%e 

$57.750 
63.000 
70.500 
74.875 
81.000 
73.625 
89.000 
98.625 
55.125 
53.250 
54.Ooo 
55.000 
52.625 
58.875 
51.125 
52.375 
56.375 
58.625 
57.750 
62.375 
69.000 
71.500 
80.125 
73.875 
35.875 
34.875 
38.875 
39.125 
35.375 
35.875 
37.875 
34.125 
36.500 
38.Ooo 
38.375 
43.625 
45.875 
49.250 
45.875 
40.750 
41.875 
38.750 
35.625 
40.125 
41.625 
47.125 
35.625 
32.375 
32.000 
29.875 
32.250 
33.875 
37.063 
38.500 
45.125 
54.625 
46.81 3 
52.500 
64.625 

Projected 
D i  

$5.70 
5.89 
5.81 
5.81 
6.15 
6.12 
6.12 
6.12 
3.25 
3.25 
3.22 
3.21 
3.46 
3.46 
3.46 
3.48 
3.73 
3.70 
3.71 
3.71 
4.02 
4.04 
4.04 
,404 
2.15 
2.13 
2.13 
2.13 
2.19 
2.19 
2.19 
2.19 
2.24 
2.15 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 

Projected 
2fkA.d 

9.86 
9.34 
8.23 
7.75 
7.59 
8.31 
6.88 
6.21 
5.90 
6.1 1 
5.97 
5.83 
6.58 
5.88 
6.77 
6.64 
6.62 
6.30 
6.43 
5.95 
5.83 
5.65 
5.04 
5.47 
5.99 
6.11 
5.48 
5.44 
6.20 
6.12 
5.79 
6.43 
6.13 
5.66 
5.58 
4.91 
4.66 
4.35 
4.66 
5.25 
5.1 1 
5.52 
6.01 
5.33 
5.14 
4.54 
6.01 
6.61 
6.69 
7.16 
6.64 
6.32 
5.77 
5.56 
4.74 
3.92 
4.57 
4.08 
3.31 

Value Line 
Growth 
Rate 

5.50 % 
9.00 
7.50 
7.50 
7.50 
7.00 
7.00 
7.00 
7.00 
7.00 
6.00 
5.50 
5.50 
5.50 
5.50 
6.00 
6.00 
5.00 
5.50 
5.50 
7.00 
7.50 
7.50 
7.50 
7.50 
6.50 
6.50 
6.50 
5.50 
5.50 
5.50 
5.50 
5.50 
5.00 
4.50 
4.50 
4.50 
5.00 
3.00 
3.00 
2.00 
1.50 
2.00 
1.50 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 

Expected 
Return 

15.36 % 
18.34 
15.73 
15.25 
15.09 
15.31 
13.88 
13.21 
12.90 
13.11 
1 1.97 
11.33 
12.08 
11.38 
12.27 
12.64 
12.62 
11.30 
11.93 
11.45 
12.83 
13.15 
12.54 
12.97 
13.49 
12.61 
11.98 
11.94 
11.70 
11.62 
11.29 
11.93 
11.63 
10.66 
10.08 
9.41 
9.16 
9.35 
7.66 
8.25 
7.11 
7.02 
8.01 
6.83 
5.14 
4.54 
6.01 
6.61 
6.69 
7.16 
6.64 
6.32 
5.77 
5.56 
4.74 
3.92 
4.57 
4.08 
3.31 

Source: Price is closing price of previous quarter. 
Projected dividend is annualized dividend of preVous quarter times 1 + the growth 
rate. 
Figures adjusted for stock splits. 
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US West., Inc.: Expected Risk Premiums, 1984-1999 

Bond Yield 

Expected 
Return on 

Yr./Qtr. !JSbSb& 

1984.3 
1984.4 
1985.1 
1985.2 
1985.3 
1985.4 
1986.1 
1986.2 
1986.3 
1986.4 
1987.1 
1987.2 
1987.3 
1987.4 
1988.1 
1988.2 
1988.3 
1988.4 
1989.1 
1989.2 
1989.3 
1989.4 
1990.1 
1990.2 
1990.3 
1990.4 
1991.1 
1991.2 
1991.3 
1991.4 
1992.1 
1992.2 
1992.3 
1992.4 
1993.1 
1993.2 
1993.3 
1993.4 
1994.1 
1994.2 
1994.3 
1994.4 
1995.1 
1995.2 
1995.3 
1995.4 
1996.1 
1996.2 
1996.3 
1996.4 
1997.1 
1997.2 
1997.3 
1997.4 
1998.1 
1998.2 
1998.3 
1998.4 
1999.1 

15.57 % 
14.73 
13.74 
13.43 
13.27 
14.20 
12.78 
12.12 
11.98 
12.06 
12.09 
12.32 
11.61 
10.86 
11.75 
11.60 
11.58 
11.86 
11.53 
11.05 
11.08 
11.00 
10.40 
11.18 
11.25 
11.54 
10.92 
11.00 
12.49 
12.40 
12.29 
13.79 
12.83 
12.88 
12.42 
11.16 
10.92 
9.65 

15.69 
15.66 
15.06 
15.49 
15.21 
13.69 
12.72 
11.59 
13.48 
13.91 
15.18 
14.85 
14.95 
14.78 
13.93 
13.46 
12.64 
11.82 
14.30 
9.47 

15.29 

30-Year 
Treasury AaaUtility 
Bnads BmdRate 

13.44 % 14.90 % 
12.29 13.43 
11.52 
11.81 
10.45 
10.61 
9.54 
7.96 
7.57 
7.62 
7.37 
7.55 
8.57 
9.59 
9.12 
8.63 
9.00 
9.06 
9.01 
9.17 
8.27 
8.15 
7.90 
8.55 
8.45 
9.01 
8.24 
8.29 
8.47 
7.95 
7.68 
7.97 
7.84 
7.33 
7.43 
6.82 
6.80 
5.99 
6.34 
6.91 
7.50 
7.71 
7.87 
7.45 
6.57 
6.55 
6.06 
6.60 
7.06 
7.03 
6.63 
6.93 
6.70 
6.50 
5.99 
5.95 
5.70 
5.20 
5.06 

12.49 
13.08 
11.17 
11.27 
10.24 
8.75 
9.02 
8.91 
8.41 
8.21 
9.37 

10.53 
10.64 
9.72 

10.27 
10.15 
9.67 
9.87 
9.13 
0.10 
8.92 
9.48 
9.38 
9.73 
9.18 
9.04 
9.10 
8.65 
8.38 
8.39 
8.26 
8.04 
8.01 
7.64 
7.37 
6.76 
7.06 
7.60 
8.20 
8.41 
8.55 
8.18 
7.39 
7.42 
6.94 
7.45 
7.83 
7.76 
7.33 
7.70 
7.55 
7.33 
6.99 
6.96 
6.80 
6.66 
6.43 

Average 

Risk Premium 

on 
Treasury 
_&&e 

2.13 % 
2.44 
2.22 
1.62 
2.82 
3.59 
3.24 
4.16 
4.41 
4.44 
4.72 
4.77 
3.04 
1.27 
2.63 
2.97 
2.58 
2.80 
2.52 
1.88 
2.81 
2.85 
2.50 
2.63 
2.80 
2.53 
2.68 
2.71 
4.02 
4.45 
4.61 
5.82 
4.99 
5.55 
4.99 
4.34 
4.12 
3.66 
9.35 
8.75 
7.56 
7.78 
7.34 
6.24 
6.15 
5.04 
7.42 
7.31 
8.12 
7.82 
8.32 
7.85 
7.23 
6.96 
6.65 
5.87 
8.60 
4.27 

10.23 

4.80 % 

on 
Ut i l i  

Bale 

0.67 % 
1.30 
1.25 
0.35 
2.10 
2.93 
2.54 
3.37 
2.96 
3.15 
3.68 
4.11 
2.24 
0.33 
1.11 
1 .a8 
1.31 
1.71 
1 .86 
1.18 
1.95 
1.90 
1.48 
1.70 
1.87 
1.81 
1.74 
1.96 
3.39 
3.75 
3.91 
5.40 
4.57 
4.84 
4.41 
3.52 
3.55 
2.89 
8.63 
8.06 
6.86 
7.08 
6.66 
5.51 
5.33 
4.17 
6.54 
6.46 
7.35 
7.09 
7.62 
7.08 
6.38 
6.13 
5.65 
4.86 
7.50 
2.81 
8.86 

3.92 % 

Sowce: Return on BellSouth Stock fmm Schedule 9, page 1 of 2. 
Utility Bond Yields, Moody's Public Utility Manuals and 
Bond Survey. %Year Tmsury Bond Weld from Federal 
Reserve Bulletin and Value Line. 
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US West, Inc.: Expected Risk Premiums, 1984-1999 

Bond Yield Risk Premium 

Expected 
Return on 

Yr./Otr. USW Stock 

1984.3 
1984.4 
1985.1 
1985.2 
1985.3 
1985.4 
1986.1 
1986.2 
1986.3 
1986.4 
1987.1 
1987.2 
1987.3 
1987.4 
1988.1 
1988.2 
1988.3 
1988.4 
1989.1 
1989.2 
1989.3 
1989.4 
1990.1 
1990.2 
1990.3 
1990.4 
1991.1 
1991.2 
1991.3 
1991.4 
1992.1 
1992.2 
1992.3 
1992.4 
1993.1 
1993.2 
1993.3 
1993.4 
1994.1 
1994.2 
1994.3 
1994.4 
1995.1 
1995.2 
1995.3 
1995.4 
1996.1 
1996.2 
1996.3 
1996.4 
1997.1 
1997.2 
1997.3 
1997.4 
1998.1 
1998.2 
1998.3 
1998.4 
1999.1 

15.36 % 
18.34 
15.73 
15.25 
15.09 
15.31 
13.88 
13.21 
12.90 
13.11 
11.97 
11.33 
12.08 
11.38 
12.27 
12.64 
12.62 
11.30 
11.93 
11.45 
12.83 
13.15 
12.54 
12.97 
13.49 
12.61 
11.98 
11.94 
11.70 
11.62 
11.29 
11.93 
11.63 
10.66 
10.08 
9.41 
9.16 
9.35 
7.66 
8.25 
7.11 
7.02 
8.01 
6.83 
5.14 
4.54 
6.01 
6.61 
6.69 
7.16 
6.64 
6.32 
5.77 
5.56 
4.74 
3.92 
4.57 
4.08 
3.31 

30-Year 
Treasury 
&n& 

13.44 % 
12.29 
11.52 
11.81 
10.45 
10.61 
9.54 
7.96 
7.57 
7.62 
7.37 
7.55 
8.57 
9.59 
9.12 
8.63 
9.00 
9.06 
9.01 
9.17 
8.27 
8.15 
7.90 
8.55 
8.45 
9.01 
8.24 
8.29 
8.47 
7.95 
7.68 
7.97 
7.84 
7.33 
7.43 
6.82 
6.80 
5.99 
6.34 
6.91 
7.50 
7.71 
7.87 
7.45 
6.57 
6.55 
6.06 
6.60 
7.06 
7.03 
6.63 
6.93 
6.70 
6.50 
5.99 
5.95 
5.70 
5.20 
5.06 

Aaa Utility 
Bond Rate 

14.90 % 
13.43 
12.49 
13.08 
11.17 
11.27 
10.24 
8.75 
9.02 
8.91 
8.41 
8.21 
9.37 

10.53 
10.64 
9.72 

10.27 
10.15 
9.67 
9.87 
9.13 
9.10 
8.92 
9.48 
9.38 
9.73 
9.18 
9.04 
9.10 
8.65 
8.38 
8.39 
8.26 
8.04 
8.01 
7.64 
7.37 
6.76 
7.06 
7.60 
8.20 
8.41 
8.55 
8.18 
7.39 
7.42 
6.94 
7.45 
7.83 
7.76 
7.33 
7.70 
7.55 
7.33 
6.99 
6.96 
6.80 
6.66 
6.43 

Average 

Average 1984.3-1994.2 

On 
Treasury 
Rate 

1.92 % 
6.05 
4.21 
3.44 
4.64 
4.70 
4.34 
5.25 
5.33 
5.49 
4.60 
3.78 
3.51 
1.79 
3.15 
4.01 
3.62 
2.24 
2.92 
2.28 
4.56 
5.00 
4.64 
4.42 
5.04 
3.60 
3.74 
3.65 
3.23 
3.67 
3.61 
3.96 
3.79 
3.33 
2.65 
2.59 
2.36 
3.36 
1.32 
1.34 

-0.39 
-0.69 
0.14 

-0.62 
-1.43 
-2.01 
-0.05 
0.01 

-0.37 
0.13 
0.01 

-0.61 
-0.93 
-0.94 
-1.25 
-2.03 
-1.13 
-1.12 
-1.75 

2.24 % 

3.68 % 

On 
Utility 

Awe 

0.46 % 
4.91 
3.24 
2.17 
3.92 
4.04 
3.64 
4.46 
3.88 
4.20 
3.56 
3.12 
2.71 
0.85 
1.63 
2.92 
2.35 
1.15 
2.26 
1.58 
3.70 
4.05 
3.62 
3.49 
4.11 
2.88 
2.80 
2.90 
2.60 
2.97 
2.91 
3.54 
3.37 
2.62 
2.07 
1.77 
1.79 
2.59 
0.60 
0.65 

-1.09 
-1.39 
-0.54 
-1.35 
-2.25 
-2.88 
-0.93 
-0.84 
-1.14 
-0.60 
-0.69 
-1.38 
-1.78 
-1.77 
-2.25 
-3.04 
-2.23 
-2.58 
-3.12 

1.36 % 

2.80 % 

, 

Source: Return on BellSouth Stock from Schedule 9, page 2 of 2. 
Utility Bond Yields, Moody's Public Utility Manuals and 
Bond Survey. 30-Year Treasury Bond Yield from Federal 
Reserve Bulletin and Value Line. 



Independent Telephones: Value Line's Projected Earnings, 
Dividends, and Return on Equity, Retention Growth Rates, 

and Projected Dividend Growth Rates 

m Dividends 

11/04/77 
1 1/03/78 
1 1/07/79 
10/03/80 
1 0/30/8 1 
10/29/82 
10/28/83 
10/26/84 
10/25/85 
1 0124186 
10/23/87 
1 012 1 188 
10/20/89 
l o l l  9/90 
1 011 819 1 
l o l l  6/92 
l o l l  5/93 
l o l l  4/94 
lot1 3/95 
1 011 2/96 
l o l l  0197 
10/09/98 

$2.14 
2.34 
2.54 
2.78 
3.05 
3.11 
2.77 
2.82 
3.02 
2.73 
2.44 
2.94 
2.66 
1.59 
1.69 
I .74 
1.76 
1.49 
1.48 
1.52 
1.27 
1.14 

Earnings 

$3.59 
3.81 
4.16 
4.47 
5.22 
5.49 
4.96 
5.23 
5.56 
5.02 
4.32 
5.33 
4.99 
3.16 
2.88 
2.74 
3.10 
2.95 
3.25 
4.08 
3.06 
3.29 

Return on 
Equity (946) 

12.9 
13.1 
14.1 
14.4 
15.4 
15.2 
15.1 
15.0 
15.2 
14.5 
15.6 
17.9 
19.1 
18.1 
17.3 
15.9 
19.0 
18.8 
19.3 
23.7 
22.3 
21.7 

Retention 
Growth 

Rate (% j 

5.41 
5.25 
5.69 
5.63 
6.61 
6.81 
6.89 
7.14 
7.17 
6.84 
7.01 
8.25 
9.15 
9.24 
7.35 
5.99 
8.43 
9.55 

10.78 
15.18 
13.34 
14.51 

Exhi bit-( JBL-1) 
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Projected 
Dividend 

Growth f%j 

7.3 
7.9 
7.8 
7.2 
7.3 
6.3 
5.4 
4.9 
5.0 
4.1 
5.3 
8.4 

10.6 
6.4 
5.5 
5.2 
6.6 
4.8 
4.5 
4.2 
3.3 
3.3 

Source: Value Line. 



Year 

1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
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Independent Telephones: Historical DCF Estimates 

Retention 
Year End Growth Projected Projected 

Price Dividend Rate (%I Dividend Yield (%) 

$24.14 
23.13 
23.16 
22.64 
27.67 
32.38 
31.42 
32.28 
38.25 
43.41 
33.19 
43.55 
55.00 
29.61 
32.85 
35.45 
36.09 
26.44 
36.25 
39.96 
38.33 
47.90 

$1.62 
1.84 
2.05 
2.16 
2.30 
2.44 
2.24 
2.34 
2.42 
2.21 
2.05 
2.05 
1.66 
1.25 
1.29 
1.34 
1.35 
1.19 
1.21 
1.22 
1.12 
1.02 

5.41 
5.25 
5.69 
5.63 
6.61 
6.81 
6.89 
7.14 
7.17 
6.84 
7.01 
8.25 
9.15 
9.24 
7.35 
5.99 
8.43 
9.55 

10.78 
15.18 
13.34 
14.51 

$1.71 
1.94 
2.17 
2.28 
2.45 
2.61 
2.39 
2.51 
2.59 
2.36 
2.19 
2.22 
1.81 
1.37 
1.38 
1.42 
I .46 
1.30 
1.34 
1.41 
1.27 
1.17 

7.07 
8.37 
9.36 

10.08 
8.86 
8.05 
7.62 
7.77 
6.78 
5.44 
6.61 
5.10 
3.29 
4.61 
4.22 
4.01 
4.06 
4.93 
3.70 
3.52 
3.31 
2.44 

Expected 
Return (%I 

12.48 
13.62 
15.05 
15.71 
15.47 
14.86 
14.51 
14.91 
13.95 
12.28 
13.62 
13.35 
12.44 
13.85 
11.57 
10.00 
12.49 
14.48 
14.48 
18.70 
16.65 
16.95 



Year 

1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
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Independent Telephones: Historical DCF Estimates 

Value Line 
Year End Growth Projected Projected 

Price Dividend Rate (%) Dividend Yield (%) 

$24.14 
23.13 
23.16 
22.64 
27.67 
32.38 
31.42 
32.28 
38.25 
43.41 
33.19 
43.55 
55.00 
29.61 
32.85 
35.45 
36.09 
26.44 
36.25 
39.96 
38.33 
47.90 

$1.62 
1.84 
2.05 
2.16 
2.30 
2.44 
2.24 
2.34 
2.42 
2.21 
2.05 
2.05 
1.66 
1.25 
1.29 
1.34 
1.35 
1.19 
1.21 
1.22 
1 .I2 
1 . I4  

7.3 
7.9 
7.8 
7.2 
7.3 
6.3 
5.4 
4.9 
5.0 
4.1 
5.3 
8.4 

10.6 
6.4 
5.5 
5.2 
6.6 
4.8 
4.5 
4.2 
3.3 
3.3 

$1.74 
1.99 
2.21 
2.32 
2.47 
2.59 
2.36 
2.45 
2.54 
2.30 
2.16 
2.22 
1.84 
1.33 
1.36 
1.41 
1.44 
I .25 
1.26 
1.27 
1 . I6 
1 .I8 

7.20 
8.58 
9.54 

10.23 
8.92 
8.01 
7.51 
7.60 
6.64 
5.30 
6.50 
5.10 
3.34 
4.49 
4.14 
3.98 
3.99 
4.72 
3.49 
3.18 
3.02 
2.46 

Expected 
Return (%) 

14.50 
16.48 
17.34 
17.43 
16.22 
14.31 
12.91 
12.50 
11.64 
9.40 

11.80 
13.50 
13.94 
10.89 
9.64 
9.18 

10.59 
9.52 
7.99 
7.38 
6.32 
5.76 
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Expected Risk Premiums: Independent Telephones, 1978-1 999 
(Return based on Retention Growth) 

Year 

1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
I999 

Expected 
Return 

on Equity (%I 

12.48 % 
13.62 
15.05 
15.71 
15.47 
14.86 
14.51 
14.91 
13.95 
12.28 
13.62 
13.35 
12.44 
13.85 
11.57 
10.00 
12.49 
14.48 
14.48 
18.70 
16.65 
16.95 

30-Year Expected 
Treasury Risk 

Bond Yield Premium (%) 

7.94 % 
8.88 

10.12 
12.40 
13.45 
10.54 
1 I .88 
11.52 
9.54 
7.37 
9.12 
9.01 
7.90 
8.24 
7.68 
7.43 
6.34 
7.87 
6.06 
6.63 
5.99 
5.06 

Average 

Average 1995-99 

4.54 % 
4.74 
4.93 
3.31 
2.02 
4.32 
2.63 
3.39 
4.41 
4.91 
4.50 
4.34 
4.54 
5.61 
3.89 
2.57 
6.15 
6.61 
8.42 

12.07 
10.66 
11.89 

5.48 % 

9.93 % 

Source: Expected Returns from Schedule 12, page I of 2; 30-Year 
Treasury Bond Yield, Federal Reserve Bulletin. 
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Expected Risk Premiums: Independent Telephones, 1978-1 999 
(Return based on Value Line Growth) 

Expected 
Return 

Year on Equity (%) 

1978 
1979 
1980 
1981 
1982 
1983 
I984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 

14.50 % 
16.48 
17.34 
17.43 
16.22 
14.31 
12.91 
12.50 
11.64 
9.40 

11.80 
13.50 
13.94 
10.89 
9.64 
9.18 

10.59 
9.52 
7.99 
7.38 
6.32 
5.76 

30-Year Expected 
Treasury Risk 

Bond Yield Premium (%) 

7.94 % 
8.88 

10.12 
12.40 
13.45 
10.54 
11.88 
1 I .52 
9.54 
7.37 
9.12 
9.01 
7.90 
8.24 
7.68 
7.43 
6.34 
7.87 
6.06 
6.63 
5.99 
5.06 

Average 

Average 1995-99 

6.56 % 
7.60 
7.22 
5.03 
2.77 
3.77 
1.03 
0.98 
2.10 
2.03 
2.68 
4.49 
6.04 
2.65 
1.96 
1.75 
4.25 
1.65 
1.93 
0.75 
0.33 
0.70 

3.10 % 

1.07 % 

Source: Expected Returns from Schedule 12, page 2 of 2; 30-Year 
Treasury Bond Yield, Federal Reserve Bulletin. 



Year 

1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 

1982: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
N ovem be r 
December 

1983: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 
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Moody's Public Utility Bond Yields 

Aaa Aa A 

6.22 % 6.35 % 6.51 % 
7.12 
8.31 
7.72 
7.46 
7.60 
8.71 
9.03 
8.63 
8.19 
8.87 
9.87 
12.30 
14.64 

15.79 
15.88 
15.05 
14.86 
14.68 
15.32 
14.96 
13.98 
13.24 
12.42 
12.1 1 
12.32 

12.29 
12.48 
12.19 . 
12.00 
12.01 
12.23 
12.69 
13.04 
12.85 
12.66 
12.82 
13.00 

7.34 
8.52 
8.00 
7.60 
7.72 
9.04 
9.44 
8.92 
8.43 
9.10 
0.23 
3.00 
5.30 

6.48 
6.33 
15.57 
15.12 
15.01 
15.78 
15.67 
14.71 
13.92 
13.21 
12.92 
12.76 

7.54 
8.69 
8.16 
7.72 
7.84 
9.50 
10.09 
9.29 
8.61 
9.29 
10.49 
13.34 
15.95 

16.83 
16.84 
16.50 
16.31 
16.04 
16.42 
16.42 
15.83 
15.40 
14.79 
14.46 
14.43 

12.74 
13.02 
12.67 
12.43 
12.44 
12.64 
12.86 
13.18 
13.04 
12.88 
12.97 
13.14 

14.24 
14.26 
13.94 
13.61 
13.50 
13.64 
13.58 
13.57 
13.42 
13.25 
13.38 
13.52 

~- Baa 

6.87 % 
7.93 
9.18 
8.63 
8.17 
8.17 
9.84 
10.96 
9.82 
9.06 
9.62 
10.97 
13.95 
16.54 

17.83 
17.83 
17.16 
17.00 
16.68 
17.21 
17.09 
16.37 
15.68 
15.10 
14.81 
14.69 

14.56 
14.61 
14.33 
14.07 
14.05 
14.16 
14.01 
14.21 
14.10 
13.95 
14.12 
14.23 



Year 

1984: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1985: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

May 

1986: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

May 

Moody's Public Utility Bond Yields 

Aaa Aa A 

13.00 
12.66 
12.49 

12.47 
12.61 
13.08 
12.77 
12.18 
11.17 
11.18 
11.23 
11.27 
11.23 
10.71 
10.24 

10.14 
9.65 
8.75 
8.45 
9.07 
9.02 
8.66 
8.59 
8.91 
8.84 
8.59 
8.41 

13.02 % 
13.04 
13.66 
13.93 
14.66 
14.90 
14.42 
13.67 
13.43 
13.38 
13.00 
12.76 

12.68 
12.87 
13.50 
13.17 
12.65 
11.68 
11 55 
1 1.65 
11.68 
1 1.61 
11.10 
10.57 

10.44 
9.98 
9.16 
8.87 
9.38 
9.36 
9.05 
9.03 
9.28 
9.24 
9.01 
8.81 
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13.39 941 
13.41 
13.87 
14.16 
14.90 
15.09 
14.82 
14.43 
14.17 
13.80 
13.23 
13.11 

12.99 
13.08 

13.61 
13.12 
12.13 
12.07 
12.13 
12.13 
12.01 
1 1.49 
10.97 

I 3.87 

10.79 
10.26 
9.48 
9.14 
9.59 
9.62 
9.37 
9.29 
9.52 
9.52 
9.28 
9.12 

B a a  

14.05 % 
14.05 
14.56 
14.82 
15.28 
15.50 
15.50 
14.79 
14.51 
14.17 
13.72 
13.46 

13.36 
13.44 
14.19 
14.1 1 
13.62 
12.66 
12.70 
12.73 
12.72 
12.52 
12.04 
11.48 

1 1.24 
10.74 
9.91 
9.63 

10.02 
10.03 
9.69 
9.70 
9.96 
9.95 
9.69 
9.49 



Year 

1987: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1988: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1989: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
Decem be r 

Aaa 

8.23 % 
8.29 
8.21 
8.83 
9.34 
9.37 
9.56 
9.92 

10.53 
10.92 
10.43 
10.64 

10.39 
9.77 
9.72 

10.07 
10.29 
10.27 
10.50 
10.66 
10.15 
9.62 
9.52 
9.67 

9.72 
9.71 
9.87 
9.88 
9.60 
9.13 
8.98 
9.02 
9.10 
9.01 
8.92 
8.92 

Aa 

8.62 % 
8.69 
8.64 
9.15 
9.63 
9.61 
9.70 

10.05 
10.66 
11.11 
10.62 
10.78 

10.52 
9.91 
9.92 

10.29 
10.53 
10.52 
10.76 
10.85 
10.34 
9.79 
9.80 
9.90 

9.89 
9.93 

10.05 
10.02 
9.79 
9.37 
9.23 
9.27 
9.35 
9.28 
9.25 
9.26 
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Moody’s Public Utility Bond Yields 

A 

8.95 % 
9.00 
8.93 
9.38 
9.91 

10.02 
10.13 
10.45 
11.22 
11.34 
10.82 
10.98 

10.76 
10.10 
10.09 
10.54 
10.81 
10.79 
11.04 
11.17 
10.61 
9.97 
9.90 

10.06 

10.08 
10.07 
10.23 
10.18 
9.99 
9.64 
9.50 
9.52 
9.58 
9.54 
9.51 
9.44 

Baa 

9.27 % 
9.24 
9.19 
9.85 

10.40 
10.46 
10.62 
10.90 
1 1.58 
11.91 
1 1.40 
11.55 

11.34 
10.65 
10.69 
11.23 
1 I .38 
1 1.27 
11.52 
1 1.69 
11 . I3 
10.31 
10.35 
10.44 

10.38 
10.38 
10.50 
10.49 
10.29 
9.80 
9.64 
9.64 
9.70 
9.64 
9.64 
9.60 



Year 

1990: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1991: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1992: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

Moody's Public Utility Bond Yields 

__Aaa 

9.08 
9.35 
9.48 
9.60 
9.58 
9.38 
9.36 
9.54 
9.73 
9.66 
9.43 
9.18 

9.17 
8.92 
9.04 
8.95 
8.93 
9.10 
9.10 
8.81 
8.65 
8.57 
8.52 
8.38 

8.22 
8.30 
8.39 
8.36 
8.32 
8.26 
8.12 
8.04 
8.04 
8.06 
8.1 1 
8.01 

Aa 

9.39 
9.59 
9.60 
9.81 
9.83 
9.60 
9.61 
9.78 
9.87 
9.77 
9.59 
9.42 

9.39 
9.16 
9.23 
9.14 
9.16 
9.28 
9.26 
9.06 
8.95 
8.92 
8.87 
8.71 

8.63 
8.76 
8.82 
8.76 
8.69 
8.63 
8.45 
8.30 
8.28 
8.42 
8.51 
8.32 
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A 

9.56 
9.76 
9.85 
9.92 

10.00 
9.80 
9.75 
9.92 

10.12 
10.05 
9.90 
9.73 

9.71 
9.47 
9.55 
9.46 
9.44 
9.59 
9.55 
9.29 
9.16 
9.12 
9.05 
8.88 

8.84 
8.93 
8.97 
8.93 
8.87 
8.78 
8.57 
8.44 
8.40 
8.54 
8.63 
8.43 

Baa 

9.74 
9.96 

10.06 
10.13 
10.16 
9.96 
9.92 

10.12 
10.32 
10.28 
10.12 
9.96 

9.96 
9.68 
9.74 
9.64 
9.64 
9.79 
9.69 
9.47 
9.34 
9.32 
9.28 
9.07 

8.98 
9.09 
9.16 
9.1 1 
9.01 
8.90 
8.69 
8.58 
8.54 
8.76 
8.86 
8.69 



M r  

1993: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1994: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1995: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

1996: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

May 

May 

Moody's Public Utility Bond Yields 

Aaa 

7.94 
7.75 
7.64 
7.50 
7.44 
7.37 
7.25 
6.94 
6.76 
6.75 
7.06 
7.06 

7.05 
7.19 
7.60 
8.00 
8.1 1 
8.07 
8.21 
8.15 
8.41 
8.65 
8.77 
8.55 

8.53 
8.33 
8.18 
8.08 
7.1 7 
7.39 
7.51 
7.66 
7.42 
7.23 
7.13 
6.94 

6.92 
7.1 1 
7.45 
7.60 
7.73 
7.83 
7.78 
7.59 
7.76 
7.50 
7.21 
7.33 

_Ba 

8.14 
7.92 
7.76 
7.64 
7.64 
7.54 
7.38 
7.07 
6.89 
6.89 
7.17 
7.18 

7.18 
7.34 
7.74 
8.12 
8.24 
8.21 
8.38 
8.32 
8.56 
8.78 
8.90 
8.69 

8.66 
8.45 
8.29 
8.17 
7.80 
7.49 
7.60 
7.71 
7.48 
7.30 
7.22 
7.03 

7.02 
7.20 
7.55 
7.70 
7.79 
7.87 
7.83 
7.66 
7.84 
7.60 
7.32 
7.44 

A 

8.27 
8.04 
7.90 
7.81 
7.86 
7.75 
7.54 
7.25 
7.04 
7.03 
7.30 
7.34 

7.33 
7.42 
7.85 
8.22 
8.33 
8.31 
8.47 
8.41 
8.64 
8.86 
8.98 
8.76 

8.73 
8.52 
8.37 
8.27 
7.91 
7.60 
7.70 
7.83 
7.62 
7.46 
7.43 
7.23 

7.22 
7.37 
7.73 
7.89 
7.98 
8.06 
8.02 
7.84 
8.01 
7.77 
7.49 
7.59 
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_Baa 

8.57 
8.31 
8.10 
8.1 1 
8.18 
8.05 
7.93 
7.59 
7.35 
7.27 
7.69 
7.73 

7.66 
7.76 
8.1 1 
8.47 
8.61 
8.64 
8.80 
8.74 
8.98 
9.24 
9.35 
9.16 

9.15 
8.93 
8.78 
8.67 
8.30 
8.01 
8.1 1 
8.24 
7.98 
7.82 
7.81 
7.63 

7.64 
7.78 
8.15 
8.32 
8.45 
8.51 
8.44 
8.25 
8.41 
8.15 
7.87 
7.98 



Year 

1997: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1998: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1999: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

2000: 
January 
February 
March 
April 

May 

May 
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Moody's Public Utility Bond Yields 

2!3&3 

7.53 
7.47 
7.70 
7.88 
7.72 
7.55 
7.29 
7.39 
7.33 
7.18 
7.09 
6.99 

6.85 
6.91 
6.96 
6.94 
6.94 
6.80 
6.80 
6.75 
6.66 
6.63 
6.59 
6.43 

6.41 
6.56 
6.78 
6.80 
7.09 
7.37 
7.34 
7.54 
7.55 
7.73 
7.56 
7.76 

7.95 
7.82 
7.87 
7.87 
8.22 

Aa 

7.68 
7.60 
7.84 
8.00 
7.85 
7.68 
7.43 
7.46 
7.43 
7.28 
7.15 
7.07 

6.94 
6.99 
7.04 
7.02 
7.06 
6.91 
6.91 
6.87 
6.78 
6.79 
6.89 
6.78 

6.82 
6.94 
7.1 1 
7.1 1 
7.38 
7.67 
7.62 
7.82 
7.82 
7.96 
7.82 
8.00 

8.17 
7.99 
7.99 
8.00 
8.44 

A 

7.77 
7.64 
7.87 
8.03 
7.89 
7.72 
7.48 
7.51 
7.47 
7.35 
7.25 
7.16 

7.04 
7.12 
7.16 
7.16 
7.16 
7.03 
7.03 
7.00 
6.93 
6.96 
7.03 
6.91 

6.97 
7.09 
7.26 
7.22 
7.47 
7.74 
7.71 
7.91 
7.93 
8.06 
7.94 
8.14 

8.35 
8.25 
8.28 
8.29 
8.70 

Baa 

8.18 
8.02 
8.26 
8.42 
8.28 
8.12 
7.87 
7.92 
7.79 
7.67 
7.49 
7.41 

7.28 
7.36 
7.37 
7.37 
7.34 
7.21 
7.23 
7.20 
7.13 
7.13 
7.31 
7.24 

7.30 
7.41 
7.55 
7.51 
7.74 
8.03 
7.97 
8.16 
8.19 
8.32 
8.12 
8.28 

8.40 
8.33 
8.40 
8.40 
8.86 

Source: Moody's Public Utility Manuals and Mergent Bond Record. 
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Value Line and S&P Betas: Telephone Companies 

Bell Regional Holding Companies: 

Value 
Line S&P 

Company Beta Beta 

Bell Atlantic 
BellSouth 
SBC Communications 

0.85 0.63 
0.80 0.42 
0.80 0.79 

Average 0.82 0.61 

Independent Telephone Companies: 

ALLTEL 
CenturyTel 
GTE Corp. 
Sprint 
Telephone & Data 

0.70 0.47 
0.90 0.79 
0.85 0.66 
NMF 0.53 
0.75 0.78 

Average 0.80 0.65 
. . . . . . . . . . .  

Source: Value Line, April 7, 2000; 
Standard & Poor's Corporation, Stock Reports, January 2000. 
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Value Line Projected Returns: Telephones 

Bell Regional Holding Companies: 
2003- 

Company ~ 1 9 9 1 1 9 9 8 1 9 9 9 2 o o o 2 0 0 1 2 0 0 5  

Bell Atlantic 
Bel I Sout h 
SBC Communications 

23.4 % 29.0 % 32.5 % 30.5 % 29.0 % 29.0 % 26.0 % 
19.0 18.4 20.2 25.8 26.0 26.0 21.0 
30.7 34.0 32.2 27.8 25.5 24.5 21.5 

Average 24.4 K 27.1 x 28.3 x 28.0 x 26.8 K 26.5 x 22.8 x 
Independent Telephone Companies: 

ALLTEL 
CenturyTel 
GTE Corp. 
Sprint 
Telephone & Data 

17.4 % 18.1 % 17.7 % 18.0 % 18.5 % 19.0 % 20.0 % 
12.6 11.6 12.9 13.3 12.5 14.0 16.0 
38.0 34.8 28.4 31.5 30.5 28.5 23.5 
14.4 10.2 17.1 16.5 14.5 16.0 16.0 
3.0 NMF NMF 2.5 4.0 4.0 8.0 

Average 17.1 x 18.7 x 19.0 x 16.4 x 16.0 x 16.3 x 16.7 x 
. .  . . . . . . . . . . . .  . .  . .  . .  . . .  

Source: Value tine, April 7,2000. 
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Cost of Capital 

Based on February 2000 US West Communications-Arizona Capital Structure 

Components 

Net funded Debt 
Capital Leases 

Cost Weighted 
Amount Ratio Rate cost 

$750,608 38.77 % 7.56 % 2.93 % 
19,376 1 .oo 6.19 0.06 

Long-term Debt $769,984 39.77 7.54 3.00 

Notes Payable $62,313 3.22 % 5.85 % 0.19 % 
Current maturities 88,684 4.58 6.43 0.29 

Short-term Debt $150,997 7.80 6.61 0.48 

Total Debt $920,981 47.57 7.39 3.48 

Common equity $1,015,260 52.43 % 11.50 % 6.03 % 

Total Capitalization $1,936,241 100.00 % 9.51 % 

Source: Supplemental Direct Exhibits of Peter C. Cummings, Exhibit PCC-02 and 
testimony of John B. Legler. 
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1 

2 1. INTRODUCTION 
3 Q. 

4 A. 

5 

6 

7 Q. 

8 

9 A. 

10 

11 Q. 

12 A, 

13 

14 

15 

16 

17 

18 

19 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

Hugh Larkin, Jr.. My business address is: Larkin & Associates, 15728 Farmington Road, 

Livonia, Michigan 48 154. 

ARE YOU THE SAME HUGH LARKIN, JR. WHO PREVIOUSLY SUBMITTED 

TESTIMONY IN THIS CASE? 

Yes, I am. 

WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY? 

The purpose of my surrebuttal testimony on behalf of the Arizona Residential Utility 

Consumer Office (RUCO) is to respond to certain issues presented in the rebuttal 

testimony of Qwest Corporation, the regulated telecommunications subsidiary of Qwest 

Communications International, Inc. Qwest Corporation is the new name of the former U 

S West Communications, Inc. Consequently, in my surrebuttal testimony, I will refer to 

the former U S West Communications, Inc. as Qwest or the Company. In my surrebuttal 

testimony, I am addressing two areas in my initial testimony that were rebutted by Qwest, 

specifically incentive compensation and directory revenues. 

20 II. DIRECTORY REVENUE IMPUTATION 
21 Q. PLEASE DISCUSS ANN KOEHLER-CHRISTENSEN’S REBUTTAL TESTIMONY 

22 ON THE SUBJECT OF DIRECTORY REVENUE. 

23 A. In her rebuttal testimony, Ms. Koehler-Christensen attempts to rebut RUCO and Staffs 

24 position that the directory revenue imputation adjustment, which has been a regular 
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recurring adjustment for over ten years, should be discontinued. The imputation was part 

of the settlement agreement entered into by the parties in 1988 and has recently been 

upheld by the Court of Appeals. Ms. Koehler-Christensen’s rebuttal testimony is not 

persuasive and provides no compelling argument for reversing this long-standing and 

long accepted adjustment. 

Q. 

A. 

PLEASE DISCUSS MS. KOEHLER-CHRISTENSEN’S REBUTTAL TESTIMONY IN 

REGARDS TO STAFF WITNESS BROSCH’S ASSERTION THAT THE COMPANY 

SHOULD HAVE OBTAINED COMPETITIVE BIDS FOR THE PUBLICATION OF 

WHITE PAGES. 

Staff Witness Brosch claims in his direct testimony that the Company should have 

obtained competitive bids for the publication of the white pages. In rebuttal to his 

testimony, Ms. Koehler-Christensen asserts that Mr. Brosch has provided no evidence of 

what the results of such bids might have been and that none of the RBOCs have ever 

solicited bids. She indicates that “DEX has been publishing directories as a separate 

affiliate for the last sixteen years and has never been asked to bid for the right to be the 

official publisher of a CLEC or ILEC.” Her arguments ignore the fact that DEX is an 

affiliated company to Qwest. As such, there should be a higher level of scrutiny in 

regards to transactions between DEX and Qwest. Without Qwest undergoing a 

competitive bid process, there is no way to know whether or not the transactions between 

itself and its affiliate are reasonable or what the actual value of those services may be. 

Mr. Brosch had “no evidence of what the results of such a bid may have been” because 

the Company has not instigated a competitive bid process. 
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1 

2 Q. 

3 

4 

5 A. Yes, it is. 

6 

IS IT STILL YOUR POSITION THAT THE DIRECTORY REVENUE IMPUTATION 

ADJUSTMENT, WHICH INCREASES REVENUES BY $41.3 MILLION, SHOULD 

BE ADOPTED BY THE COMMISSION? 

7 111. INCENTIVE COMPENSATION 
8 Q. 

9 

10 A. 

11 

12 

13 

14 

15 

16 

17 Q. 

18 A. 

19 

20 

21 

22 
23 

PLEASE DISCUSS THE COMPANY’S OVERALL REBUTTAL TO YOUR 

ADJUSTMENT TO INCENTIVE COMPENSATION EXPENSE. 

Qwest’s overall stance in this case appears to be that if it incurs a cost, that cost should 

not be questioned and should automatically be flowed through to ratepayers. Under the 

Company’s overall annualization approach @e., December 1999 amounts times 12), it 

would not allow for the scrutiny of individual expense items. It appears that Qwest 

believes its overall cost levels are appropriate and that scrutiny of individual cost items is 

unwarranted. 

DO YOU AGREE WITH QWEST’S POSITION? 

No. One of the purposes of regulatory oversight is to ensure that captive ratepayers are 

not held responsible for costs which should not be allocated to them. The Company’s 

approach would essentially discontinue any sort of prudency reviews or analysis of 

specific cost items. 
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At page 6 of his Rebuttal Testimony, Mr. Grate contends that “Under cost of service 

regulation, ratepayers are protected from whatever market power utilities possess by the 

setting of rates based on cost and no more; Utilities are protected from confiscation by 

the setting of rates based on cost and no less.” His rebuttal ignores one of the purposes of 

regulation, which is to ensure that the captive ratepayers are not being harmed through 

the market power of the utilities. There remains a need to scrutinize the costs the 

monopoly utility incurs, not to merely accept them at face value with no analysis or 

review. 

Q. DID QWEST AGREE WITH ANY PART OF YOUR ADJUSTMENT FOR 

INCENTIVE COMPENSATION EXPENSE? 

Yes and no, depending on if you rely on Qwest’s rebuttal testimony, or its response to 

subsequent data requests. I my direct testimony, I recommended that 50% of the costs 

associated with the Short Term Incentive Plan (STIP), Annual Bonus Plan (ABP) and IT- 

Career Structure Bonus Plan be removed and 100% of the Long Term Incentive Plan 

(LTIP) be removed. In his Rebuttal Testimony, at page 5 ,  Mr. Grate indicates that he 

does not oppose adjusting LTIP expenses out of the test year. As stated in his rebuttal 

testimony, “The LTIP has been replaced with a plan that relies exclusively on stock 

options, which generate no operating expenses,”. He continues, stating “the Company 

expects to bear no expenses for LTIP after 2000.” Mr. Grate then acknowledges on lines 

11-12 of page 5 of his rebuttal testimony that he does not oppose the removal of the LTIP 

expense. However, in response to UTI 71-008 (which was responded to by Mr. Grate), 

the Company responded as follows: 

A. 
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Mr. Grate did not recommend adjusting the test year to eliminate LTIP expenses 
because the test year incentive compensation expenses, in total and with LTIP 
expenses being absent, are below the level the Company believes will be ongoing. 
See Mr. Redding’s testimony regarding year end annualization to better reflect 
ongoing levels of expense. 

7 Apparently, the Company agrees that the LTIP cost will not be incurred in the rate year 

8 and does not oppose the removal in its Rebuttal Testimony, then it directly opposes the 

removal in a subsequent data response. This once again demonstrates that the 9 

10 Company’s proposed methodology is to ignore the prudency and/or appropriateness of 

11 specific expense items, and recommends that the Commission just rubber stamp all costs 

incurred by the Company regardless of the appropriateness. Clearly, the inclusion of 

non-recurring costs in the adjusted test year is not appropriate. 

12 

13 

14 

15 Q. DO ANY ADDITIONAL RECOMMENDATIONS IN MR. GRATE’S REBUTTAL 

TESTIMONY CONFLICT WITH THE COMPANY’S OVERALL APPROACH 

REGARDING APPROVING OVERALL EXPENSE LEVELS AND NOT SPECIFIC 

16 

17 

18 EXPENSE ITEMS? 

19 A. Yes. At pages 29 - 30 of his rebuttal testimony, Mr. Grate addresses my assertion that 

20 some of the specific business unit goals are in direct conflict with ratepayer concerns, 

along with my recommendation that 50% of the AT3P costs be disallowed. As mentioned 

above, the Company would prefer that overall cost levels be approved and that specific 

21 

22 

23 components of the costs be essentially ignored. For example, the Company has agreed 

that the LTIP costs will not be incurred after the year 2000, yet asserts that the overall 

cost level that includes the LTIP is “reasonable” and should be adopted, inclusive of the 

24 

25 

I 26 non-recurring LTIP costs. However, at page 29 of his rebuttal testimony, when 
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~ 

4 

5 

6 

7 

8 

9 

10 Q. 

11 

12 

13 

14 

15 A. 

16 

17 

18 

19 

20 

21 

22 Q. 

~ 23 

addressing my concerns regarding the APB goals, Mr. Grate states that “I believe that the 

remedy for work that directly conflicts with ratepayer concerns is to determine whether 

the work is unnecessary or imprudent, and if it is, to disallow all the costs of it.” In one 

regard, the Company indicates that overall cost levels should be evaluated and not 

individual costs, in the other regard the Company indicates that the hundreds of 

individual goals included in the AE3P should be analyzed and quantified in making a 

recommendation for disallowance. Apparently, the Company wants the best of both 

worlds, depending upon which would better serve its interests. 

MR. GRATE’S TESTIMONY INCLUDES A HYPOTEHTICAL CALCULATION 

WHICH PURPORTEDLY DEMONSTRATES THAT RATEPAYERS ARE BETTER 

OFF IN SITUATIONS IN WHICH A UTILITY HAS AN INCENTIVE 

COMPENSATION PLAN. DOES THE HYPOTHETICAL INCLUDED IN HIS 

TESTIMONY PERTAIN SPECIFICALLY TO QWEST AND ITS SITUATION? 

No, it does not. The hypothetical presented by Mr. Grate is very simplistic and based on 

the assumptions he presents. When asked specific questions regarding the hypothetical 

calculations presented in h s  testimony and the intent of the hypothetical in UTI 71-015 

and UTI 71-016, Mr. Grate replied: “the purpose of the mathematical demonstration is 

pedagogical.” The hypothetical is overly simplistic, is not specific to U S 

West’s/Qwest’s experience and should be given no weight. 

DID MR. GRATE’S REBUTTAL TESTIMONY CAUSE YOU TO REVISE YOUR 

POSITION REGARDING THE INCENTIVE COMPENSATION COSTS? 
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1 A. 

2 

3 

4 

5 

6 

7 Q. 

8 

9 

10 

11 A. 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

No, it did not. I continue to recommend that 50% of the costs associated with the STIP, 

ABP and Information Technologies Career Structure Bonus Plan be removed, along with 

100% of the LTIP costs. The Company has not disputed the fact that shareholders also 

benefit from these plans and that several of the goals of these plans are driven by factors 

that serve to benefit shareholders, sometimes at ratepayer expense. 

AT PAGES 16 - 17 OF HIS REBUTTAL TESTIMONY, M R .  GRATE STATES THAT 

YOUR RATIONALE FOR DISALLOWING 50% OF THE INCENTIVE PLAN COSTS 

IS NOT SOUND RATEMAKING POLICY. PLEASE COMMENT ON HIS 

REBUTTAL. 

h4r. Grate indicates that my argument for allocating 50% of the costs to shareholders 

based on the fact that shareholders benefit from the targets in the incentive plans would 

discourage utilities from incurring costs to improve business efficiency and financial 

performance. He indicates that if my “rationale were consistently applied in ratemaking, 

then 50% of any cost aimed at fostering or improving business efficiency would be 

disallowed.. .” Mr. Grate misses the point. The implementation of the incentive 

compensation plan is at the discretion of the Company and its shareholders. It is the 

Company’s management who has complete control over what targets and goals are set 

within the various incentive compensation plans, As discussed in my direct testimony, 

the Company has chosen to set the targets and goals based on factors that serve to benefit 

the Company’s shareholders. Setting the annual goals and targets are within the complete 

control of the Company, with ratepayers having no input into the process. If such targets 

and goals serve to promote goals that are primarily within shareholders interest, they 
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4 

5 

6 Q. 
7 

8 

9 A. 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 
i 
I 21 

22 

~ 23 

should share in bearing the cost of the associated plans. In fact, as pointed out in my 

direct testimony, several of the specific business unit goals under the ABP are in direct 

conflict with ratepayer concerns. Clearly ratepayers should not be responsible for 100% 

of these costs. 

DID QWEST REBUT YOUR RECOMMENDATION THAT 50% OF THE COSTS 

ASSOCIATED WITH THE INFORMATION TECHNOLOGY CAREER STRUCTURE 

BONUS PLAN BE REMOVED? 

Yes. As pointed out in my direct testimony, the structure of the Information Technology 

(IT) unit has changed, with the employees having been transferred to an affiliated 

company, Qwest Information Technologies, Inc. RUCO specifically asked the Company 

if the IT bonus would continue at the level included in the 1999 test year and the 

Company did not directly answer the question posed. In his rebuttal testimony, Mi. Grate 

indicates that the costs of the employees who received bonuses under the IT Career 

Structure Bonus Plan (ITCSBP) have become employees of Qwest Information 

Technologies, Inc. and the costs are now recorded on that company’s books. He also 

indicates that Qwest bears the costs of the plan to the extent the costs of Qwest IT 

employees are affiliate-billed to Qwest. However, the Company has presented no factual 

evidence, nor even a discussion, regarding the level of costs that will now be allocated to 

Qwest for these employees and how that cost level compares to the costs included in the 

adjusted test year which still reflects those employees as employees of Qwest. Mr. Grate 

states that “The cost of the plan should follow and be allowed to the same extent as all 

other employee compensation costs included in charges affiliate billed to Qwest.” 
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1 

2 

3 

Despite this assertion, Qwest has provided absolutely no information regarding the level 

of the ITCSBP costs that will now be allocated to Qwest from Qwest IT and how that 

amount compares to the amounts actually incurred by Qwest prior to the employee 

I 4 

5 

6 

7 

transfers. Accordingly, there is no evidence to support Mr. Grate’s contention that future 

cost allocations of the IT costs will be commensurate with the level incurred during 1999 

prior to the transfer of these employees to an affiliate. 

~ 

8 IV. NON-PRODUCT ADS, OLYMPIC & SPORTS SPONSORSHIP 
9 Q. 

10 

11 

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 

21 Q. 

22 

I 

THE REBUTTAL TESTIMONY OF QWEST WITNESS REDDING, AT PAGES 35- 

40, ARGUES THAT CUSTOMERS SHOULD BEAR THE COST OF NON-PRODUCT 

ADVERTISING. PLEASE RESPOND. 

Non-product advertising, unlike product advertising, is of little or no benefit to the 

Arizona jurisdictional ratepayers. The purpose of non-product advertising is to promote 

the image of US WEST, now Qwest, and not to attempt to sell specific products to 

ratepayers, which would increase regulated revenue in Arizona. While the Company may 

argue that it is appropriate to promote the corporate or Company image, the link between 

non-product advertising and increased sales of regulated services in Arizona is remote 

and certainly not quantifiable. Therefore, it is appropriate to remove from the test year 

revenue requirement any non-producthmage advertising expenses. 

AT PAGE 39 OF HIS REBUTTAL, M R .  REDDING STATES THAT EVERY LARGE 

COMPANY, REGARDLESS OF INDUSTRY, ENGAGES IN IMAGE ADVERTISING 
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1 

2 

3 A. 

4 

5 

6 

7 

8 

9 

10 

11 Q. 

12 

13 

14 A. 

15 

16 

17 Q. 

18 

19 

20 A. 

21 

I 22 

23 

I 

AND INCLUDES IN ITS PRICE AN ELEMENT OF THAT COST. DO YOU AGREE 

WITH THIS? 

No. While large companies in many industries engage in image advertising, in 

competitive industries the price for service is based on market conditions, whereas for 

regulated telephone services, the price for non-competitive services is based on the 

recovery of costs associated with those products. Basic telephone service is considered 

an essential in today’s economy. Image advertising by Qwest does nothing to change 

this. Consequently, the cost of such image advertising should not be included in the price 

of regulated, non-competitive services. 

HAS QWEST DEMONSTRATED THAT THERE? IS A STRONG LINKAGE 

BETWEEN INCREASED SALES OF REGULATED TELEPHONE SERVICES TO 

ARIZONA CUSTOMERS AND IMAGE ADVERTISING? 

No. The quotes fkom author Tom Peters on pages 36-37 of Mr. Redding’s rebuttal 

testimony certainly do not demonstrate this. 

WOULD IT BE PUNITIVE TO DISALLOW THE COMPANY’S NON-PRODUCT 

ADVERTISING EXPENSE FOR ARIZONA INTRASTATE RATEMAKING 

PURPOSES? 

No, it would not. Disallowance of such expense for ratemaking purposes would merely 

protect ratepayers of regulated, non-competitive services &om paying a cost that provides 

them with no direct benefit. If Qwest management determines that there is benefit to the 

Company fi-om non-product advertising, and that such benefits outweigh the cost being 
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borne by shareholders, of course, the Company is free to engage in such image 

advertising efforts. 

Q. HAVE CORPORATE IMAGE-BUILDING ADVERTISING COSTS 

TRADITIONALLY BEEN DISALLOWED FOR RATEMAKING PURPOSES? 

A. Yes, they have. 

Q. 

A. Yes, it does. 

DOES THIS COMPLETE YOUR SURREBUTTAL TESTIMONY? 
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3 Q. 

4 A. 

5 

6 

7 Q. 

8 

9 A. 

10 

11 Q. 

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 

21 Q. 

22 A. 

23 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

Ralph C. Smith. My business address is: Larlun & Associates, 15728 Farmington Road, 

Livonia, Michigan 48 154. 

ARE YOU THE SAME RALPH C. SMITH WHO PREVIOUSLY SUBMITTED 

DIRECT TESTIMONY IN THIS PROCEEDING ON BEHALF OF RUCO? 

Yes, I am. 

WHAT IS THE PURPOSE OF Y O U R  SURREBUTTAL TESTIMONY? 

The purpose of my surrebuttal testimony on behalf of the Arizona Residential Utility 

Consumer Office (RUCO) is to respond to certain issues presented in the rebuttal 

testimony of Qwest Corporation, the regulated telecommunications subsidiary of Qwest 

Communications International, Inc. Qwest Corporation is the new name of the former U 

S West Communications, Inc. Consequently, in my surrebuttal testimony, I will refer to 

U S West Communications, Inc. (USWC) as Qwest or the Company on a current or 

forward-looking basis. When referring to prior rate cases and past events, I generally 

refer to the regulated telephone operation as USWC. 

WHAT ISSUES ARE ADDRESSED IN YOUR SURREBUTTAL TESTIMONY? 

I am addressing certain issues concerning rate base, net operating income, and adjustment 

summaries on behalf of RUCO in thu proceeding. Hugh Larkin, Jr., of Larkin & 
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Associates is also presenting surrebuttal testimony to address Qwest’s rebuttal to a 

number of recommended adjustments on behalf of RUCO in this proceeding. 

Q. 

A. 

Q- 
A. 

IN YOUR DIRECT TESTIMONY, YOU MENTIONED THAT THE COMPANY AND 

RUCO REACHED A POTENTIAL REMEDY FOR ALLOWING RUCO TO 

ADDRESS OTHER ISSUES, FOR WHICH LARKIN & ASSOCIATES HAD NOT 

COMPLETED ITS ANALYSIS OR QUANTIFICATION AS OF THE TIME THE 

DIRECT TESTIMONY WAS SUBMITTED. DO YOU RECALL THAT? 

Yes. In my direct testimony I mentioned that I was advised by RUCO counsel that US 

West and RUCO agreed that RUCO may submit with its surrebuttal testimony additional 

adjustments and testimony resulting from the completion of the analysis of USWC’s 

(now Qwest’s) 1999 test year filing. I noted that our ability to analyze issues is heavily 

dependent upon receiving responsive answers from USWC in response to discovery. 

HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED? 

The remainder of my testimony is organized in the following manner. I first respond to 

Qwest’s attempt to essentially convert the test year concept into a “test month.” I then 

respond to Qwest’s rebuttal concerning specific adjustments I am sponsoring on behalf of 

RUCO. I address three issues for which our analysis had not been completed as of the 
8 .  

time our direct testimony on behalf of RUCO was written. Finally, I identi6 the specific 

schedules that are being provided in Exlubit -(L&A-2), which is being filed with 

RUCO’s surrebuttal. 
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1 Q. 

2 ARIZONA INTRASTATE REVENUE REQUIREMENT? 

3 A. 

4 

5 

WHAT AMOUNT OF REVENUE SUFFICIENCY DO YOU SHOW FOR QWEST’S 

As shown on Schedule A Revised, included with this surrebuttal, the revenue sufficiency 

for Qwest’s Arizona intrastate revenue requirement is $34.1 million. T h s  indicates that a 

rate reduction amounting to $34.1 million of intrastate revenue is warranted. 

6 II. TEST YEAR 
7 Q. 
8 

9 

10 A. 

11 

12 

13 

14 

15 Q. 

16 

17 

18 A. 

19 

i 20 

21 

22 

23 

WHAT TEST YEAR HAS BEEN USED ON BEHALF OF RUCO FOR COMPUTING 

THE INTRASTATE REVENUE REQUIREMENT FOR QWEST IN THIS 

PROCEEDING? 

The test year that we have used on behalf of RUCO for computing the intrastate revenue 

requirement for Qwest in this proceeding is the calendar year 1999, adjusted for known 

and measurable changes and for disallowances of certain expenses that should not be 

charged to ratepayers. 

QWEST WITNESS REDDING’S REBUTTAL TESTIMONY ON PAGES 4 AND 5 

QUOTES FROM CERTAIN TEXTS REGARDING THE CONCEPT OF A “TEST 

PERIOD.” PLEASE COMMENT. 

On pages 2 through 4 of his rebuttal, Mr. Redding mentions the term “test period” 

numerous times. However, nothing he says wduld render this Commission’s traditional 

use of a test year inapplicable. To the best of my understanding, the Arizona Corporation 

Commission has traditionally used a test year (i.e.’ a fwll twelve month period) as the 

basis for determining the utility’s revenue requirement. In the instant proceeding, Qwest 

proposes a year-end annualization for non-labor expenses and other items. In the prior 
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8 Q. 
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10 

11 A. 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

USWC rate case, this Commission did not use across-the-board annualizations based on 

the last month of the test year for items such as non-labor expense. . Such blanket 

annualizations are improper and would essentially result in converting the 1999 test year 

into a December 1999 test month. The Commission should reject Qwest's attempt to 

scrap the use of a test year and replace it with a "test month" as the basis for determining 

the revenue requirement. 

DOES THE RESTATEMENT OF TEST YEAR NON-LABOR EXPENSE RESULT IN 

CONDITIONS THAT ARE NECESSARILY REFLECTIVE OF CONDITIONS WHEN 

NEW RATES ARE EXPECTED TO BE IN EFFECT? 

No. Making specific pro forma adjustments for known and measurable changes is the 

process designed to address this. However, annualizing all non-labor expenses merely 

results in a distortion to the recorded test year expenses. Specific known and measurable 

changes are reflected to the test year to make the recorded results better reflect known 

conditions. However, this does not mean that items such as non-labor expenses in the 

last month of the test year should replace the actual recorded expenses in the fwll twelve 

month period constituting the test year. The Company has failed to demonstrate that the 

test year recorded non-labor expenses are unrepresentative of normal conditions and 

require an across-the-board adjustment. The Cohmission should reject Qwest's 

inappropriate attempt at converting the 1999 test year into a December 1999 test month. 

The Company's proposed non-labor expense annualization should be rejected. 
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DO THE PASSAGES QUOTED ON PAGES 7 AND 8 OF QWEST WITNESS 

REDDING’S REBUTTAL SUPPORT THE COMPANY’S PROPOSED NON-LABOR 

ANNUALIZATION ADJUSTMENT? 

No, they do not. The statements quoted by Mr. Redding on pages 7 and 8 of his rebuttal 

merely describe the selection of the test year, “which is usually the latest 12 months for 

which there are complete data” and the well-recognized need for making pro forma 

adjustments for known and measurable changes occurring within the test year, and to a 

limited extent after the end of the test year. (Emphasis supplied.) One of the passages 

quoted by Mi-. Redding at pages 7-8 of his rebuttal states that: “For many years, 

commissions have adjusted test-year data for ‘known changes’ Le., a change that actually 

took place during or after the test period.” This suggests that the regulatory 

commission’s own prior treatment of a particular item can be used as some guidance for 

how the same item should be treated in subsequent regulatory proceedings. Qwest’s 

proposed blanket annualization of non-labor expense is not consistent with and goes well 

beyond this Commission’s method of adjusting test year expenses for known and 

measurable changes. 

AT PAGES 8 THROUGH 10 OF HIS REBUTTAL, QWEST WITNESS REDDING 

DESCRTBES A “TEST” HE PURPORTEDLYJMADE TO “OVERLAY” THE STAFF 

AND RUCO REVENUE REQUIREMENTS “ON 2000 ACTUAL RESULTS.” DO 

YOU AGREE WITH MR. REDDING’S ANALYSIS? 

No, I do not. Mr. Redding’s analysis is so severely flawed as to be essentially 

meaningless. First, he uses May 2000 year-to-date results, annualized, as the basis for 
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his comparison of net operating income. It is not accurate to describe this as “2000 actual 

results” because it does not reflect the full year’s results for calendar year 2000. There is 

no support for substituting five months of post-test year net operating income results for 

the 1999 test year results. To the best of my knowledge, this Commission has generally 

not accepted that type of blanket test year updating with post test-year results. Moreover, 

there is no indication that Mr. Redding reflected in his year-to-date May 2000 annualized 

results the types of adjustments that Staff and RUCO are recommending. To the extent 

that Mi.  Redding’s May 2000 results fail to include similar adjustments and expense 

disallowances to those being proposed by Staff and RUCO, he is making an “apples to 

oranges” comparison that proves nothing. 

Q. 

A. 

IS MR. REDDING ALSO ATTEMPTING TO IMPROPERLY TNFLATE THE RATE 

BASE IN HIS PURPORTED “TEST” OF THE REVENUE REQUIREMENT? 

Yes. The presentation on page 9 of Qwest witness Redding’s rebuttal attempts to use a 

May 2000 rate base of $1.630 billion. This is significantly higher than the $1.421 billion 

Arizona intrastate rate base filed by the Company using the 1999 test year. It is also 

significantly higher than the $1.399 billion Arizona intrastate rate base proposed in 

RUCO’s direct testimony, as shown on RUCO Exhibit -(L&A-l), Schedule B. Thus, 

Mr. Redding’s attempt to utilize a new higher fatebase by going out five months beyond 

the end of the 1999 test year contributes towards the distorted presentation of Staff and 

RUCO results on page 9 of his rebuttal. 
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DO YOU HAVE ANY OTHER COMMENTS REGARDING THE “RESULTS OF THE 

TEST” PRESENTED BY MR. REDDING AT PAGE 9 OF HIS REBUTTAL? 

Yes. As explained above, Qwest witness Redding’s purported “test” presented on page 9 

of his rebuttal is so severely flawed it cannot be relied upon for any conclusions 

regarding whether the Staff and RUCO revenue requirement recommendations are 

appropriate. However, Mr. Redding’s presentation shows in the “Qwest” column that the 

Company’s calculated revenue deficiency would produce a return on average investment 

of 11.04%’. This exceeds even Qwest’s own recommended rate of return,. Thus, even by 

the standards of Mr. Redding’s purported “test,” the Company’s calculated revenue 

deficiency is overstated. 

YOU MENTIONED THAT BECAUSE OF ITS SEVERE FLAWS, THE 

PRESENTATION ON PAGE 9 OF QWEST WITNESS REDDING’S REBUTTAL 

TESTIMONY DOES NOT LEAD TO ANY RELIABLE CONCLUSIONS 

REGARDING THE APPROPRIATENESS OF RUCO’S RECOMMENDED REVENUE 

REQULREMENT. WHERE SHOULD ONE LOOK WHEN EVALUATING THE 

APPROPRIATENESS OF RUCO’S PROPOSED REVENUE REQUIREMENT? 

When evaluating the appropriateness of RUCO’s proposed revenue requirement, one 

should look at Exhibit - (L&A-1) of RUCO’S dhect testimony and the update of that 

filed with RUCO’s surrebuttal. These exhibits contain the schedules which show in 

detail the development of RUCO’s recommended rate base, adjusted net operating 

income, rate of return, and the resultant calculation of the total change in the revenue 

requirement. As shown on Schedule A, for example, the revenues recommended on 
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behalf of RUCO are sufficient to produce RUCO’s recommended rate of return on the 

adjusted rate base, using RUCO’s adjusted net operating income. 

Q. 

A. 

AT PAGE 10, LINES 16-18, OF QWEST WITNESS REDDING’S REBUTTAL, HE 

INDICATES THAT, IN HIS OPINION, STAFF AND RUCO “ENGAGED IN A 

FAIRLY RIGOROUS DEVELOPMENT OF A REVENUE REQUIREMENT OR 

DEFICIENCY” AND SUGGESTS THAT THE “MUCH MORE GENERALIZED 

APPROACH’ HE ATTRIBUTES TO DOD/FEA AND AT&T “SHOULD BE 

ACCORDED LESS WEIGHT THAN STAFF & RUCO.” PLEASE COMMENT ON 

THIS OBSERVATIONy IN VIEW OF THE “REVENUE REQUIREMENTS TEST” 

PRESENTATION SHOWN ON PAGE 9 OF MR. REDDING’S REBUTTAL. 

The presentation on page 9 of Qwest witness Redding’s rebuttal does not even rise to the 

level of a “much more generalized approach’’ that he attributes to DOE/FEA and AT&T. 

Accordingly, applying Mr. Redding’s own suggestion on page 10 of his rebuttal, the 

presentation on page 9 of Qwest witness Redding’s rebuttal should be accorded less 

weight than the presentations of any of the parties mentioned on his page 10, lines 16-20. 

111. RECOMMENDED ADJUSTMENTS 

Non- L a bor Expense Ann ua Iiza tion 
Q. PAGES 13-18 OF QWEST WITNESS REDDm‘G’S REBUTTAL TESTIMONY 

ADDRESS THE COMPANY’S PROPOSED NON-LABOR EXPENSE 

ANNUALEATION ADJUSTMENT. DOES THAT TESTIMONY CONVINCE YOU 

THAT THE COMPANY’S PROPOSED NON-LABOR ADJUSTMENT IS 

APPROPRIATE AND SHOULD BE MADE? 
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No, it does not. A blanket annualization of non-labor expense, as proposed by Qwest, is 

not consistent with past Commission practice. Moreover, the analysis presented by Mr. 

Redding in his rebuttal is flawed. Consequently, the Company's proposed non-labor 

expense annualization adjustment should be rejected. 

HAVE YOU ACCEPTED SOME OF THE COMPONENTS OF U S WEST'S 

PROPOSED ANNUALIZATION ADJUSTMENTS? 

Yes, as explained in my direct testimony, I have accepted USWC's annualization of 

deregulated revenue, wages and benefits expense, property taxes, rent compensation, and 

uncollectibles. Additionally, I agree with the concept of adjusting test year revenues, 

where appropriate, for known changes. As described in the direct testimony of RUCO 

witness Larkin, there are a number of concerns regarding U S WEST's derivation of its 

revenue annualization adjustment. In his direct testimony, RUCO witness Larkin 

discussed an alternative revenue annualization adjustment which better reflects known 

changes and a normal, ongoing level of operations than U S WEST's proposed 

adjustment does. On Exhibit E-1, filed with RUCO's direct testimony, I removed the 

component of U S WEST's adjustment that addresses revenue annnalization. 

Additionally, in my opinion, the portion of U S WEST's adjustment which attempts to 

apply a blanket annualization of non-labor expense is not appropriate and is not 

consistent with past regulatory practice of this Commission. Therefore, I have also 

< I .  

removed U S WEST's proposed non-labor adjustment. In the direct and surrebuttal 

testimony submitted on behalf of RUCO Mr. Larkin and I discuss adjustments to a 

number of specific expenses for known changes and/or recommended disallowances. 
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T h s  approach is consistent with Commission practice, whereas applying a blanket 

annualization of non-labor expenses as proposed by Qwest, is not. 

Q. AT PAGE 14, LINES 17-19, OF HIS REBUTTAL, QWEST WITNESS REDDING 

STATES: “I WILL COMPARE THE COMPANY’S ANNUALIZATIONS SIDE BY 

SIDE WITH THE RESULTS OF STAFF AND RUCO AGAINST THE LEVEL OF 

ACTUAL RESULTS FOR THE YEAR 2000. THIS IS THE TRUE TEST OF THE 

ADJUSTED TEST PERIOD LEVELS OF REVENUES AND EXPENSES.” PLEASE 

RESPOND. 

First, the actual results for the year 2000 are not yet known. Consequently, at this time, 

Mr. Redding cannot be comparing anything to the actual results for the full year 2000. He 

has only attempted to make a comparison using the first few months of 2000. Moreover, 

without analyzing in detail what the Company actually recorded in those months, one 

does not know if those months are representative of normal operating conditions. 

Typically, months outside the test year would not be analyzed in such detail because this 

Commission has traditionally not adopted adjustments after the test year, unless there has 

been a compelling reason to do so. 

A. 

Remove Pension Asset from Rate Base 
Q. THE REBUTTAL TESTIMONY OF QWEST;WJTNESS GRATE, AT PAGE 46, 

CHARACTERIZES THE PENSION ASSET RESULTING FROM THE FORMER US 

WEST’S OVERFUNDED PENSION PLAN AS A “PRIMARY COMPONENT THAT 

MUST BE CONSIDERED FOR INCLUSION IN RATE BASE.” DO YOU AGREE 

WITH THAT CHARACTERIZATION OF THE PENSION ASSET? 
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No. Qwest has attempted to include $66.22 1 million in rate base for a pension asset. 

However, this asset has not been fimded by shareholders and does not belong in rate base. 

The pension asset is not a “primary component” of rate base. It does not belong in rate 

base at all. 

AT PAGE 42 OF HIS REBUTTAL, QWEST WITNESS GRATE CLAIMS THAT THE 

PENSION ASSET HAS BEEN FUND “FUNDED” BY QWEST’S INVESTORS IN 

THE FORM OF DEBT AND EQUITY ON QWEST’S BOOKS. PLEASE RESPOND. 

Mr. Grate apparently fails to recognize that a portion of the pension asset is related to an 

amount of Accumulated Deferred Income Taxes (ADIT), which is a deferred credit on 

the books of the former USWC (now Qwest). Moreover, merely pointing to the fact that 

USWC had, and Qwest has debt and equity on its books, is insufficient to demonstrate 

that investors have advanced excess pension amounts. 

WAS THIS SAME ISSUE ADDRESSED IN U S WEST’S PRIOR RATE CASE? 

Yes, it was. In U S WEST’s last Arizona rate case, Docket No. E-1051-93-183, the 

Commission issued Decision No. 58927. In that decision, the Commission denied U S 

WEST’s request to include the net amount of the Company’s pension asset in rate base. 

At page 5 of that decision, the Commission stdell specifically that: 

. . . we find the Company has not presented sufficient evidence to clearly 
demonstrate that its shareholders have advanced the excess pension amounts. 
Accordingly, we must deny the Company’s request to include the net amount of 
overfunding of $36,213,000 in rate base. 
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QQ 

A. 

Q. 

A. 

Q. 

A. 

IS QWEST ATTEMPTING IN THE INSTANT PROCEEDING TO RE-LITIGATE 

THE DECISION CONCERNCNG THE PENSION ASSET MADE BY THE 

COMMISSION IN THE PRIOR US WEST RATE CASE? 

It certainly appears so. Page 53, lines 20-21, of Qwest witness Grate’s rebuttal states 

that: “Qwest respectfully disagrees with the conclusion the Commission reached in the 

prior order.” Thus, the Company is attempting in the current proceeding to re-litigate this 

issue, whch it lost in the prior US WEST rate case. 

WHAT NEW AND DIFFERENT EVIDENCE HAS QWEST PRESENTED IN THE 

INSTANT CASE IN SUPPORT OF ITS ATTEMPTED RE-LITIGATION OF THIS 

ISSUE? 

None. It is the same issue and the same arguments that the Company presented in the 

prior USWC rate case. The Commission made the correct decision in that case, and there 

is nothing new or different in the current case that would require a change. The pension 

asset should be excluded from rate base in the instant case, just as it was in the prior 

USWC rate case. 

CONCERNING ITS RATE BASE CLAIM FOR A PENSION ASSET, WHAT 

EVIDENCE, IF ANY, IS THE COMPANY RELYING UPON THAT THE OVER- 

FUNDED BALANCE WAS PROVIDED BY SHAREHOLDERS? 

None. Data Request RUCO-9-1 asked the Company to provide such information. In 

response, the Company stated that: “In claiming that rate base should include the pension 

asset, the Company is relying upon its balance sheet upon which the pension asset 
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appears. The balance sheet shows that the pension asset is funded by investor supplied 

capital in the form of debt and shareholders' capital." 

However, the fact that a pension asset is on the balance sheet now is nothing new, 

and does not clearly demonstrate that the over funded pension balance was funded by 

shareholders. Moreover, the Commission has typically used lead-lag studies to determine 

cash working capital in rate base, and has not typically used balance sheet amounts for 

items such as pensions. 

IF THE OVER-FUNDED PENSION BALANCE WAS NOT FUNDED BY 

SHAREHOLDERS, BY WHOM WAS IT FUNDED? 

The over funded pension balance was produced by a combination of the following 

factors: (1) the switch to accrual accounting when Statement of Financial Accounting 

Standards 87 (FAS 87) was adopted by the Company; (2) ratepayer payments to the 

Company for amounts of pension expense that were reflected in rates; and (3) earnings on 

the pension trust assets. 

Additionally, there is an Accumulated Deferred Income Tax (ADIT) balance 

associated with the pension asset. The ADIT balance is a deferred credit on the balance 

sheet. 

,>\ .: 8 .  

HAS U S WEST OR QWEST CONTRIBUTED MONEY INTO THE PENSION PLAN 

SINCE IT ADOPTED FAS 87? 

No. No contributions have been made to the qualified pension plan by or on behalf of 

USWC since the adoption of FAS 87. In other words, the Company has not contributed 
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any funding into the qualified pension plan trust for many years, and has not contributed 

any since its last Arizona rate case. 

HOW ABOUT THE PERIOD 1994 THROUGH 1998, DID THE COMPANY MAKE 

ANY FUNDING CONTRIBUTIONS TO ITS QUALIFIED PENSION PLAN DURING 

THIS PERIOD? 

No. The Company's response to Data Request RUCO-2-8 indicates that, due to the 

previous funding and earnings growth on the Pension Trust, the Company did not have a 

requirement to fund the Pension Trust for the years 1994 through 1998, and no funding 

contributions were made to the Pension Trust for those years. The Company's response 

to RUCO-2-8 states further that: "Nothing has been collected in rates for pension 

expense in the years 1994 through 1998." This response was not updated by USWC in 

conjunction with its 1999 test year filing; however, given the vastly over-funded status of 

the qualified pension plan, it is unlikely that USWC made any funding payments in 1999 

either. Thus, the fund has grown during this period due to earnings on the pension trust 

assets, and not fiom any contributions fiom the Company's shareholders. 

WHAT RETURNS HAVE THE ASSETS IN THE QUALIFIED PENSION TRUST 

EARNED IN RECENT YEARS? 

The Company's response to Data Request UTI-20-7 listed the annual earnings return 

achieved by the pension fund for each year, 1987 through 1998. That information shows 

that the returns have generally been quite good. Moreover, U S WEST'S response to Data 

Request UTI-20-7, part b, indicates that the primary factor causing the pension credits is 

, k i. 
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the return on plan assets. In other words, the high returns earned on pension plan assets 

have contributed to the growing over funded status of the qualified pension plan. 

SHOULD THE PENSION ASSET BE INCLUDED IN RATE BASE? 

No, it should not. The Commission's decision in the prior USWC rate case rejected rate 

base inclusion for the pension asset. In the instant case, the Company has presented no 

new or different arguments. In the instant case, just like in the prior USWC rate case, the 

Company has not clearly demonstrated that the pension asset had been hnded by 

shareholders. Therefore, the pension asset should be removed from rate base. 

PAGE 54 OF THE REBUTTAL TESTIMONY OF QWEST WITNESS GRATE 

CONTAINS TWO NEW RECOMMENDATIONS FROM THE COMPANY: (1) 

ENSURE THAT NO FURTHER PENSION ASSET IS CREATED BY CEASING ANY 

FURTHER RECOGNITION OF NEGATIVE PENSION EXPENSE IN REGULATED 

RESULTS OF OPERATIONS AND COST OF SERVICE, AND (2) RETURN THE 

PENSION ASSET TO INVESTORS BY AMORTIZING IT INTO COST OF SERVICE 

OVER AN APPROPRIATE AMORTIZATION PERIOD. DO YOU AGREE WITH 

EITHER OF THESE NEW RECOMMENDATIONS BY THE COMPANY? 

No, I strongly disagree with each of these newCompany recommendations. The 

negative pension expense reflected in the 1999 test year resulting from the funding 

surplus and the application of generally accepted accounting principles (GAAP) such as 

FAS 87 should be included in the operating results. In the recent QwestAJS West merger 

proceeding, the Commission stated that it will take into account the surplus in the pension 
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trust fund in the current USWC rate case in establishing the on-going amounts to be paid 

by ratepayers. Ratepayers should receive the benefit of the lower pension expense 

resulting from the Commission’s adoption of FAS 87 for ratemaking purposes. 

Moreover, this benefit should not be reduced or negated by the imposition of a return 

requirement for an improper rate base item, as the Company has attempted in the prior 

USWC rate case and again in the current rate case. 

Including the pension asset in rate base is not only improper, but doing so would 

also largely negate the benefit to ratepayers fiom the negative pension expense resulting 

from the Commission’s adoption of FAS 87. 

The Company has failed to prove that the pension asset was funded by 

shareholders; consequently, there is no basis for requiring that the pension asset be 

“amortized into the cost of service” as Mr. Grate suggests. Moreover, such treatment 

would be contrary to GAAP, and the application of FAS 87, which the Commission has 

adopted for ratemaking purposes. In summary, these new proposals fiom Qwest are ill- 

conceived and should be rejected. 

These new proposals are also contradicted by some of the testimony presented on 

behalf of the Applicants in the recent Qwest/US West merger proceeding concerning 

pensions. 

r \ \ t  . , ”  

PLEASE ELABORATE UPON HOW THESE NEW PROPOSALS BY THE 

COMPANY ARE CONTRADICTED BY TESTIMONY PRESENTED BY 

APPLICANTS IN THE RECENT QWEST/US WEST MERGER PROCEEDING. 
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In the QwestAJS West merger proceeding, the rebuttal testimony of Applicant witness 

Carl Inouye stated at pages 7-8 as follows: 

It should be noted that the accounting practice, known as FAS 87, is a 
requirement that the Company must follow pursuant to Security and Exchange 
Commission rules. FAS 87 has been adopted by this Commission in prior rate 
cases. 

The claim that U S WEST shareholders are benefiting through inflated earnings is 
simply wrong. TRAA ignores that the requirement of FAS 87 to amortize the 
pension surplus as expense credits has caused Arizona customer rates to be lower 
than otherwise. Thus, any income effect of FAS 87, combined with ratemaking 
by this Commission, has not boosted the company’s earnings. The fact of the 
matter is that revenue reductions achieved through ratemaking offset the pension 
credit to expense such that the net effect on income disappears. 

At page 13, lines 18-21 , of that same rebuttal testimony, Applicant witness Inouye stated: 

There is no discernible reason why the Commission’s requirement for FAS 87 
accounting rules should be re-looked at in the Arizona rate case. As I stated 
earlier, the pension credits required under FAS 87 have had the effect of lowering 
customer rates, but have not changed the level of pension funds. 

Qwest witness Grate’s new proposals in the instant rate case are inconsistent with the 

application of FAS 87, and are directly contradicted by the above-quoted statements from 

Applicant witness Inouye’s rebuttal testimony in the recent Qwest/US West merger 

proceeding, Docket No. T-0105 1B-99-0497. The two new proposals by Qwest witness 

Grate are highly inappropriate and must be rejected. 

.e . 
WHAT IS YOUR CONCLUSION R E G A R D ~ G  THE APPROPRIATE 

RATEMAKING TREATMENT OF THE PENSION ASSET? 

Consistent with the Commission’s findings in the prior US West rate case, the pension 

asset should be excluded fiom rate base because the Company has failed to demonstrate 

that it was funded by shareholders. The associated amount of ADIT should also be 
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Q. 

A. 

Q. 

A. 

Q. 

removed. RUCO Adjustment E- 10, shown on Schedule E- 10, filed with my direct 

testimony, reflects the appropriate adjustment. 

S o h a r e  Capitalization (SOP 98-1) 
WHAT IS MCPA STATEMENT OF POSITION NO. 98-l? 

As noted in my direct testimony, the American Institute of Certified Public Accountants 

(“AICPA”) has issued a Statement of Position (“SOP”) No. 98-1 (“SOP 98-1”) 

addressing the capitalization of software costs. SOP 98-1 has become a part of generally 

accepted accounting principles (“GAAP”). In general, SOP 98-1 requires that soffware 

costs be capitalized. Prior to the adoption of SOP 98-1, many companies, including 

USWC, had been expensing internally developed s o h a r e  costs, which now must be 

capitalized in compliance with GAAP. 

WHAT REASONS DOES QWEST PRESENT IN ITS REBUTTAL FOR NOT 

ADOPTING SOP 98-1 FOR R A T E I ” G  PURPOSES? 

Qwest witness Redding’s rebuttal, at page 19, states his opinion that SOP 98-1 should not 

be adopted for intrastate ratemaking purposes because there is no change in cash flows 

coupled with short lives. Consequently, on page 20, he advocates that the Commission 

ignore t h s  accounting change for ratemaking $$oses. 

DO YOU AGREE WITH MR. REDDING’S ANALYSIS THAT THERE IS NO 

IMPACT ON CASH FLOWS? 
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No. Capitalization of software costs pursuant to SOP 98-1 results in a significant 

reduction in Qwest’s revenue requirement for Arizona intrastate telephone service in the 

current proceeding. Thus, if the Commission adopts this accounting principle for 

ratemaking purposes, which it should, there is an significant impact on the intrastate 

revenue requirement. The intrastate revenue requirement is lowered significantly under 

the accounting prescribed by SOP 98-1 because USWC (now Qwest) had been expensing 

large amounts for internally developed software, whereas SOP 98-1 requires that such 

costs be capitalized and amortized. 

HAS QWEST ADOPTED SOP 98-1 FOR ACCOUNTING AND FINANCIAL 

REPORTING PURPOSES? 

Yes, for financial and book accounting purposes, Qwest has adopted SOP 98-1. 

Qwest will be following SOP 98-1 for financial reporting purposes, but has not reflected 

the impact of this accounting principle in its 1999 test year Arizona rate filing. Th~s 

substantially increases the Arizona intrastate revenue requirement because millions of 

dollars of software cost that is now required to be capitalized, but whch has been 

reflected for Arizona ratemaking purposes by Qwest in its rate filing as a current period 

expense. On its books, and for financial reporting purposes, Qwest is capitalizing such 

cost and depreciating it over a five-year period$ c 

PLEASE DISCUSS THE ISSUE ASSOCIATED WITH THE “SHORT LIVES” OF 

CAPITALIZED SOFTWARE. 
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A. US WEST'S proposed treatment of software capitalization substantially increases the 

revenue requirement in the current case by not reflecting capitalization treatment in 

accordance with generally accepted accounting principles (GAAP). US WEST defends 

this treatment by pointing out that the relatively short time frame for depreciating 

software (usually five years) would cause a higher rate base, and approximately the same 

expense levels in five years, i.e., a higher revenue requirement at that time if 

capitalization is applied. However, in the instant rate case, we are setting rates for 

regulated services today. Five years from now, customers may have competitive choices 

for a variety of telephone services that exist only in very limited form today. 

Q. SHOULD THE ADOPTION OF SOP 98-1 BE REFLECTED FOR RATEMAKING 

PURPOSES? 

Yes, it should. This GAAP is appropriate for ratemaking purposes. It reflects the fact 

that software has a benefit lasting longer than a single year. It is appropriate to reflect the 

amortization into expense of software costs over a five year period, commencing with the 

adoption of SOP 98-1. 

A. 

Q. HAVE YOU CALCULATED AN ADJUSTMENT TO REFLECT SOP 98-1 FOR 

USWC'S ARIZONA INTRASTATE RESULTW''~ 

Yes. This adjustment is shown on Schedule E-15, which was filed with RUCO's direct 

testimony. Using a five-year amortization period, on Schedule E-15 I have reflected an 

adjustment for the generally accepted accounting treatment for software costs per SOP 

98-1 in the Arizona intrastate results for the first three years of implementing this 

A. 
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accounting change. The impact of this accounting change is greatest in the first year, so 

using a three-year average impact for the adjustment helps smooth the transition. The 

three year period also corresponds with the use by USWC and now Qwest of a three-year 

revenue requirement for certain items. For example, it is the same period used by USWC 

for the amortization of other items, such as the gain on sale of its interest in Bellcore. 

The Company’s 1999 test year filing, as reflected in Mi. Redding’s exhibits filed May 3, 

2000 reflects a column for a three-year revenue requirement. While I have not presented 

items in a similar column, my treatment of SOP 98-1 over the initial three-year period of 

adoption is similar to the Company’s calculation and use of a three-year revenue 

requirement for certain items. 

AT PAGE 23 OF HIS REBUTTAL, QWEST WITNESS REDDING CLAIMS THAT 

AN AUTOMATIC ADJUSTMENT RIDER WOULD BE NECESSARY IF SOP 98-1 

WAS ADOPTED FOR RATEMAKING PURPOSES. DO YOU AGREE? 

No, I do not. As noted above, my adjustment for the adoption of SOP 98-1 for 

ratemaking purposes reflects an average impact of the first three years, similar to Qwest’s 

calculation of three-year revenue requirement impacts for other items, such as the 

recognition of the gain on the sale of its interest in Bellcore. There is no need for an 

automatic adjustment mechanism for ratemakirgmdjustrnents to reflect generally 

accepted accounting principles. I note that Qwest is not proposing that a similar 

automatic adjustment mechanism be implemented for decreases in pension expense 

occurring between rate cases as the result of applying the provisions of FAS 87. There is 
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no need for an automatic adjustment mechanism associated with the adoption of SOP 98- 

1 for ratemaking purposes. 

Q. WHAT WILL HAPPEN AFTER THREE YEARS UNDER YOUR PROPOSAL 

CONCERNING SOP 98-l? 

A. Over a three-year period, Qwest's investment, revenue and expense will change. 

Accordingly, Qwest will have to review all items that contribute to its Arizona intrastate 

revenue requirements and determine if an Arizona intrastate rate filing is necessary at that 

time. There is no need to carve out one or two areas where costs could increase in the 

future for automatic adjustment mechanisms, when other items such as pension expense, 

computed pursuant to FAS 87 may be decreasing, and other cost savings may be realized 

as the result of work force downsizing and consolidation or operations after the 

Qwest/US West merger. 

Service Quality Plan 
Q. WHAT IS THE COMPANY'S "SERVICE QUALITY PLAN"? 

A. As described in my direct testimony, the Company's Service Quality Plan was 

established in a prior USWC regulatory proceeding and is part of the Company's tariff in 

Arizona. It contains measures, such as penalties, to be paid by the Company to the 

Commission if the Company fails to meet service quality standards. It also requires the 
\I 4 s .  

Company to pay for cellular phones, call forwarding, etc., when it cannot meet acceptable 

service standards, including timely installation of new services and repair of out-of- 

service conditions. 
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AT PAGES 40-41 OF HIS REBUTTAL TESTIMONY, QWEST WITNESS REDDING 

ATTEMPTS TO JUSTIFY CHARGING CUSTOMERS FOR SUCH COSTS 

“BECAUSE THEY ARE A REASONABLE COST OF DOING BUSINESS, AND 

BECAUSE QWEST IS INDEED PROVIDING SERVICE TO THE CUSTOMER, 

EVEN IF IT IS NOT THE PRECISE SERVICE THE CUSTOMER HAS 

REQUESTED.” (REDDING REBUTTAL, PAGE 41, LINES 3-5.) SHOULD SUCH 

COSTS BE CHARGED TO CUSTOMERS? 

No. The cost incurred by Qwest associated with the failure to meet acceptable service 

quality standards should not be charged to customers. Ratepayers should not be forced to 

pay extra when the Company fails to meet minimum acceptable service quality standards. 

Ratepayers should not bear the extra cost incurred by the Company for cellular vouchers, 

paging vouchers or other accrued expenses under its Service Quality Plan that relate to its 

failure to meet minimum acceptable service quality standards. Consequently, the excess 

cost incurred during the test year under the Service Quality Plan associated with the 

Company’s failure to meet minimum acceptable service quality standards should be 

disallowed. Shareholders, not ratepayers, should bear such cost. 

At page 41, lines 9-1 1 of his rebuttal, Mr. Redding asserts that alternative services 

including paging vouchers, remote call forwarding, and voice messaging are quite similar 

to traditional services, and Qwest provides su& Alternative services “at no cost to the 

customer.” That is just the point. When Qwest fails to meet the established quality of 

service standards, as specified in its Service Quality Tariff, it must provide such 

alternative services at no cost to the customer. RUCO’s adjustment for Service Quality 

Plan expenses assures that there is no cost being charged to the customer for such 
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QY 

A. 

alternative services, which are required under the Service Quality Plan, when the 

Company cannot meet the minimum service quality standards. 

DO YOU HAVE ANY OTHER CONCERNS REGARDING THE COMPANY’S 

ATTEMPT TO CHARGE RATEPAYERS FOR THE COSTS IT INCURS 

ASSOCIATED WITH ITS FAILURE TO MEET ARIZONA SERVICE QUALITY 

STANDARDS? 

Yes. Company management determines the level of Company resources to be devoted to 

meeting service quality standards. If the cost of non-compliance with service quality 

standards is borne by ratepayers, t h s  would inappropriately remove the economic 

responsibility fi-om the Company for its decisions regarding service quality compliance 

efforts, where such decisions lead to non-compliance situations. In recent years, USWC 

has failed to provide service that meets the minimum standards established by the 

Commission. As evidenced by the Service Quality Forum conducted by this 

Commission, and by the significant efforts devoted to addressing USWC service quality 

concerns in the QwesWS West merger proceedings before t h s  Commission and the 

regulatory commissions in a number of other USWC states, substantial regulatory 

difficulties have been encountered in getting US West to comply with service quality 

standards, particularly in the areas of timely installation of new service and prompt repair 

of out-of-service conditions. 

Requiring ratepayers to bear costs associated with the Company’s service quality 

failures - as Qwest is advocating -- would have the undesirable result of removing a 

substantial incentive to Qwest for acheving compliance with the Arizona quality of 
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~ 1 service standards set forth in the Company’s Service Quality Plan tariff. If the costs 

I 

~ 2 imposed by the Commission on the Company for failure to meet service standards are 

i 3 passed on to ratepayers as just another “cost of doing business,” this would remove an 

4 important economic incentive to Qwest for meeting the established Arizona service 

5 quality standards. By requiring that costs for failure to provide adequate service quality 

6 be borne by shareholders, and prohibiting the passing on of such costs to ratepayers, the 

7 Commission keeps the responsibility to meet service quality standards where it belongs - 

8 on the Company. 

10 Q. 
9 Sharing of Gain on Sale of 38 Arizona Exchanges with Traffic 

AT PAGE 3 1 OF HIS REBUTTAL, QWEST WITNESS REDDING ASSERTS THAT 

11 

12 

13 

14 

15 A. 

16 

17 

18 

19 
20 
21 
22 
23 
24 
25 
26 
27 
28 

YOU PROPOSE TO INAPPROPRIATELY ADDRESS THE DISPOSITION OF THE 

GAIN THE COMPANY IS REALIZING ON THE SALE OF ARIZONA EXCHANGES 

WITH TRAFFIC IN THIS CASE, RATHER THAN IN THE ACCESS LINE SALE 

DOCKET. PLEASE RESPOND. 

Contrary to Mr. Redding’s assertion, it is not inappropriate to reflect the quantification of 

RUCO’s recommendation in the concurrent proceeding addressing the sale of 38 

exchanges, with traffic, Docket No. T-01051B-99-0737, in terms of its impact on the 

instant Qwest Arizona rate case. As I stated in my direct testimony: 

This adjustment is shown on Schedule.&-‘?2 and reflects the sharing of the 
estimated after-tax gain anticipated to be realized by USWC on the sale of 38 
Arizona exchanges with traffic to Citizens Communications. The Commission is 
addressing the transaction in a concurrent proceeding, Docket No. T-0105 1B-99- 
0737. The sharing of the gain between shareholders and ratepayers is consistent 
with RUCO’s position in the sale proceeding, as discussed in the testimony of 
RUCO witness Marylee Diaz Cortez. On Schedule E-22, I have reflected the 
sharing of the gain over a three-year period. Three years is the same period used 
by USWC to reflect the sharing with ratepayers of 50% of the gain it realized 
upon the sale of its interest in Bellcore. 
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I was asked by RUCO to reflect in the instant rate case the impact of RUCO’s position in 

the concurrent proceeding, Docket No. T-01051B-99-0737, that the gain on the sale of 

the 38 Arizona exchanges, with traffic, be shared between shareholders and ratepayers, 

and have done so on Schedule E-22, whch was filed with my direct testimony. This 

treatment, including the sharing of the gain over a three-year period, is similar to and 

consistent with the Company’s reflection of the sharing with ratepayers of 50% of the 

gain it realized upon the sale of its interest in Bellcore and is consistent with prior 

Commission precedent, as discussed at length in RUCO’s testimony in Docket No. T- 

01051B-99-0737. 

A @us tmen f to In fras fa te Deprecia tion Expense 
ON SCHEDULE E-8, FILED WITH YOUR DIRECT TESTIMONY, YOU HAD 

MADE AN ADJUSTMENT TO CORRECT THE AMOUNT OF TEST YEAR 

DEPRECIATION FOR THE IMPACT OF THE COMPANY’S SALE OF 38 ARIZONA 

EXCHANGES, WITH TRAFFIC. HAS THE COMPANY ADDRESSED THIS ISSUE 

IN ITS REBUTTAL TESTIMONY? 

Yes. On pages 34-35 of his rebuttal testimony, in addressing a Staff adjustment for 

depreciation expense related to the sale of these Arizona exchanges, Qwest witness 

Redding agrees in principle that such an adjusth8nt should be made. 

22 Cash Working Capital 
23 Q. I PAGE 42 OF QWEST WITNESS REDDING’S REBUTTAL TESTIMONY STATES 

24 THAT YOUR CASH WORKING CAPITAL ADJUSTMENT IS BASED ON THE 



Surrebuttal Testimony of Ralph C. Smith Page 27 of 41 

1 

2 

3 A. 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 Q. 

14 

15 A. 

16 

17 

18 

19 

20 

21 

22 

TEST YEAR ENDED JUNE 30,1998, RATHER THAN THE UPDATED TEST YEAR 

OF CALENDAR 1999 AND SHOULD BE DISREGARDED. PLEASE RESPOND. 

The correct amount of intrastate rate base allowance for cash working capital for the test 

year ending December 3 1, 1999 is negative $46.232 million, according to the 

documentation provided by the Company in response to a number of data requests. On 

RUCO Exhibit -(L&A-l), Schedule B, line 4, filed with my direct testimony, I had 

only reflected a rate base deduction for cash working capital in the amount of $45.020 

million. Consequently, an adjustment to decrease the rate base amount shown on 

Schedule B by $1.212 million ($46.232 million less $45.020 million) is necessary. With 

my surrebuttal testimony, I am including a revised Schedule E-24 showing the 

appropriate adjustment, 

DID THE COMPANY STATE IN RESPONSE TO DATA REQUESTS THAT IT WAS 

NOT UPDATING THE JUNE 30,1998 CASH WORKING CAPITAL AMOUNT? 

Yes. The response to Data Request RUCO-28-6(a) stated that the Company confirms 

that the $41.772 million negative amount for cash worlung capital for the test year ending 

June 30, 1998 is not being updated. The Company’s response to Data Request UTI-43- 

14 stated that: “U S WEST did not conduct a new lead-lag study in connection with the 

update test year.” These responses by the Cordpiifly may not have been totally accurate 

in describing whether the Company had or had not updated the cash working capital 

allowance amount for the test year ending December 31, 1999. However, other responses 

fi-om the Company clearly indicate that the negative $46.232 million is the correct 
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amount of intrastate cash working capital allowance for use with the December 31, 1999 

test year. 

PLEASE DISCUSS THE RESPONSES WHICH ESTABLISH THAT THE NEGATIVE 

$46.232 MILLION IS THE CORRECT AMOUNT OF INTRASTATE CASH 

WORKING CAPITAL ALLOWANCE FOR USE WITH THE DECEMBER 31,1999 

TEST YEAR. 

The responses are included in Attachment RCS-S 1 to my surrebuttal testimony. The first 

two pages are from the response to Data Request UTI-42-1. The first page, at line 33 

shows the calculation of the Commission Basis Cash Working Capital amount for the 

Company’s Arizona intrastate operations for the test year ending December 3 1 , 1999 to 

be negative $46.232 million. The second page, at line 19, shows this same amount. 

Page 3 of Attachment RCS-S1 shows the Company’s response to Data Request RUCO- 

28-6. Part b of that request had asked the Company to “explain why the Commission 

Basis Cash Working Capital amount on line 19 is negative $46.232 million, as compared 

to the $41.772 million amount on the comparable USWC workpaper for cash working 

capital fi-om the June 30, 1998 test year filing.” The Company’s response attributed the 

change to the updated test year. The Company’s response to Data Requests RUCO-28-7 

and UTI-56-1, are shown on pages 4 and 5 of AGachment RCS-Sly and contain the 

Company’s admission that the cash working capital amount reflected in rate base in the 

Corrected Exhibits of George Redding, filed on June 12,2000 was in error, and state that 

the correct amount should the negative $46.232 million as the rate base adjustment. 

23 
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HAVE YOU REVISED SCHEDULE E-24 TO REFLECT THE NEGATIVE $46.232 

MILLION CASH WORKING CAPITAL ALLOWANCE AMOUNT? 

Yes. A revised Schedule E-24 is attached to my surrebuttal testimony. 

ARE YOU EXPRESSING AN OPINION REGARDING THE OTHER STAFF- 

PROPOSED ADJUSTMENTS TO CASH WORKING CAPITAL, WHICH QWEST 

WITNESS REDDING DISCUSSES AT PAGES 43-44 OF HIS REBUTTAL 

TESTIMONY? 

No, I am not. 

10 Interest Synchronization 
11 Q. DOES THE COMPANY PRESENT ANY REBUTTAL TESTIMONY CONCERNING 

12 INTEREST SYNCHRONIZATION? 

13 A. Yes. Qwest witness Redding’s rebuttal at page 48 merely notes that an interest 

14 synchronization adjustment should be recalculated once adjustments affecting rate base 

15 are finalized and accepted by the Commission. I agree with the concept of updating the 

16 interest synchronization calculation to reflect the Commission’s final determination of 

17 rate base, weighted cost of debt, etc. With my surrebuttal testimony, I have included a 

18 revised Schedule E-25 to reflect the revisions made to RUCO’s calculated adjustment. 

20 IV. SUPPLEMENTAL DIRECT TESTIMONY 
21 Q. AT THE TIME OF THE FILING OF RUCO’S DIRECT TESTIMONY, A NUMBER 

22 OF ISSUES WERE STILL UNDER INVESTIGATION, AND QWEST AND RUCO 

23 HAD AGREED THAT RUCO WOULD BE ALLOWED TO PRESENT ADDITIONAL 
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TESTIMONY ON SUCH ISSUES WITH RUCO’S SURREBUTTAL. ARE YOU NOW 

ADDRESSING SOME OF THOSE ISSUES IN YOUR SURREBUTTAL 

TESTIMONY? 

Yes. On behalf of RUCO, I am addressing in this surrebuttal testimony a few of the areas 

for which analysis had not yet been completed as of the date of writing of RUCO’s direct 

testimony in this proceeding. Because of time limitations, not all of the issues identified 

in my direct testimony have been analyzed and addressed for discussion and 

quantification in RUCO’s surrebuttal testimony. Consequently, silence on a particular 

issue should not be construed as agreement with Qwest’s proposed treatment. I have 

attempted to focus on those areas with the largest dollar impact, where a reasonable 

quantification of such impact could be made within the available time frame for 

preparation of surrebuttal. 

13 Reciprocal Compensation Revenue and Expense 
14 Q. 

15 A. 

16 

17 

18 

19 Q. 

20 

21 

22 A. 

23 
24 

WHAT IS RECIPROCAL COMPENSATION? 

Reciprocal Compensation refers to the revenue received by Qwest from other carriers and 

payments by Qwest to other carriers associated with traffic generated by customers of a 

local carrier that relies upon the facilities of another camer for completion of the call. 

WAS RECIPROCAL COMPENSATION Ow. QF THE ISSUES FOR WHICH YOU 

HAD NOT YET COMPLETED YOUR ANALYSIS FOR INCLUSION IN YOUR 

DIRECT TESTIMONY? 

Yes. In my direct testimony, concerning Reciprocal Compensation, I stated that: 

A response to Data Request UTI 49-1 S 1 was received on August 1. A response to 
UTI 64-15S1 was received August 2. We haven’t had time to digest or follow 
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through on USWC’s information. The treatment of reciprocal compensation is a 
controversial area, where USWC is asking for a revenue increase of $13.252 
million, and an automatic adjustment clause. This is an important area, and 
adequate time should be allowed in which to analyze the information. 

HAVE YOU CALCULATED AN ADJUSTMENT FOR RECIPROCAL 

COMPENSATION? 

Yes. On Schedule E-5, which is being filed with RUCO’s surrebuttal testimony, I have 

calculated an adjustment for Reciprocal Compensation. This adjustment removes the 

Company’s pro forma amounts of Reciprocal Compensation revenue and expense, and 

reflects the actual test year amounts. 

HAVE YOU USED THE SAME APPROACH ADOPTED BY STAFF TO ADDRESS 

RECIPROCAL COMPENSATION? 

Yes, I have. 

DOES QWEST ADDRESS RECIPROCAL COMPENSATION IN ITS REBUTTAL 

TESTIMONY? 

Yes. At page 49 of his rebuttal testimony, Qwest witness Redding addresses Staffs 

recommendations regarding Reciprocal Compensation. He acknowledges that the Staff 

treatment allows the Company to at least recmfi‘the test year level of reciprocal 

compensation, but criticizes Staffs recommendation because in his opinion it “makes no 

provision for the future.” (Redding rebuttal, page 49, lines 2-3.) The Company proposes 

an automatic adjustment clause be implemented for Reciprocal Compensation. 

25 
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SHOULD AN AUTOMATIC ADJUSTMENT CLAUSE BE ADOPTED FOR 

QWEST’S RECIPROCAL COMPENSATION? 

No. An automatic adjustment clause or “rider” should not be adopted for Reciprocal 

Compensation for the following reasons: 

1) The Company’s proposal represents improper, piecemeal ratemaking to single 

out one element of the overall revenue requirement. 

2) Reciprocal Compensation of approximately $1 1 to $13 million is 

approximately one percent of Qwest’s total Arizona intrastate operating revenues of 

approximately $1.2 billion. Moreover, the difference of approximately $1.6 million in 

revenue requirement ($13.2 million per Qwest versus $1 1.6 million per RUCO) resulting 

from Qwest’s attempt to use amounts beyond the end of the 1999 test year is only about 

one tenth of one percent of Qwest’s Arizona intrastate operating revenues. This is not 

material enough to warrant a departure from traditional regulation. 

3) Incentives for Qwest to prudently negotiate and administer reciprocal 

compensation arrangements are diminished if the costs are automatically passed onto 

ratepayers. 

4) The introduction of quarterly or semi-annual filings, reviews and rate 

adjustments for varying amounts of Reciprocal Compensation are not justified in view of 

the relative impact of such cost variations to the accurate measurement of Qwest’s 

Arizona intrastate revenue requirement. 

5)  Under Arizona law, automatic adjustment clauses are reserved for those 

expenses that are extremely volatile and which widely fluctuate. There is no evidence that 

these criteria are applicable to the Reciprocal Compensation issue. 
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DO YOU AGREE WITH STAFF WITNESS BROSCH’S CONCLUSION THAT, 

UPON INCLUSION IN THE ARIZONA INTRASTATE REVENUE REQUIREMENT 

CALCULATION OF QWEST’S ACTUAL 1999 AMOUNTS OF RECIPROCAL 

COMPENSATION, THERE IS NO NEED FOR A SEPARATE LINE ITEM ADDING 

$13.3 MILLION TO THE CALCULATED REVENUE REQUIREMENT, AND THERE 

IS NO NEED FOR FUTURE AUTOMATIC RATE ADJUSTMENT FOR CHANGES 

IN THIS LEVEL OF COSTS? 

Yes, I do. I also agree with Staff witness Brosch (direct testimony, page 89) that the test 

period recorded values for Reciprocal Compensation represent the only known and 

measurable amounts that are consistent with the other test period revenue and expense 

levels. 

WHAT IMPACT DOES YOUR ADJUSTMENT FOR RECIPROCAL 

COMPENSATION HAVE? 

The calculation of this adjustment is shown on Schedule E-5, which is being filed with 

my surrebuttal. In comparison with the “Per Company” amounts for Reciprocal 

Compensation included in Column A of Schedule C in RUCO Exhibit -(L&A-l), 

whch was filed with my direct testimony, using &e test year recorded amounts for 

Reciprocal Compensation reduces revenues by $1.371 million, and reduces operating 

expenses before income taxes by $2.943 million. After taking into account the income 

tax expense impacts (shown on lines 24 and 25 of Schedule E-5), net operating income 

increases by $941,000. 
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Put another way, as shown in the following table, the Company’s proposed - 1  

Description 
Net opera tingIncoIlEInpact 
Gross Revenue CmversicmFactor 
IntrastateRevenueRequirermnt Inpact 

2 $13.252 million revenue requirement for Reciprocal Compensation.is reduced by $1.605 

Per Qwzt Per RUCO Difference 
$ (7,770) $ (6,829) $ 941 

1.7056 1.7056 1.7056 
$ 13,253 $ 11,648 $ (1,605) 

3 million, to $1 1.648 million: 

5 FCC Deregulated/ACC Regulated Products 
6 Q. ARE YOU PROPOSING A RATEMAKING ADJUSTMENT RELATED TO THE FCC 

7 DEREGULATED/ACC REGULATED PRODUCTS? 

8 A. 

9 

10 

Yes. As stated in my direct testimony, it appears that an adjustment similar to the one 

presented by Staff in the prior USWC rate case would also be warranted in the current 

USWC rate case. As of the date of the writing of my direct testimony, we had not 

11 

12 

determined an adjustment amount. After additional analysis of t h s  issue, it appears that 

the adjustment calculated by Staff represents an appropriate resolution of this issue, and 

13 

14 

15 Q. 

16 

17 

~ 18 A. 

I 

19 

20 
I 

should be adopted in calculating Qwest’s intrastate revenue requirement. 

HAS QWEST INDICATED THAT IT IS IN AGREEMENT WITH THE 

CALCULATION OF STAFF’S PROPOSED ADJUSTMENT FOR FCC 

DEREGULATED/ACC REGULATED PROQUCTS? 

Yes. At pages 45-46 of his rebuttal, Qwest witness Redding indicates that he agrees with 

Staff witness Carver’s “financial end result” which is based on the premise that the FCC 

deregulated products should not cross subsidize regulated products. Staff witness Caner 
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imputed revenues for the FCC deregulatedACC regulated products to bring the return up 

to the level being recommended in the overall intrastate revenue requirement. 

DOES QWEST DISAGREE WITH ANY ASPECT OF STAFF’S ADJUSTMENT? 

At pages 45-46 of his rebuttal, Mr. Redding appears to disagree with the “methodology” 

Staff used but not with the actual results of the calculation or its financial impact. At page 

46, lines 14-1 6 ,  of his rebuttal testimony, Mr. Redding states: “Qwest would have no 

disagreement with removing these items fi-om regulation, thus achieving symmetry with 

their treatment in the interstate jurisdiction.” 

IS IT NECESSARY TO TOTALLY REMOVE SUCH SERVICES FROM 

REGULATION BY THE ACC IN ORDER TO PROTECT RATEPAYERS FROM 

CROSS-SUBSIDIZATION? 

Probably not. The Commission may want to keep such services as the provision of inside 

wiring maintenance services under regulation for some purposes, such as consumer 

protection, even though some other aspects of the service, such as pricing, are not subject 

to Commission regulation. That is, a particular product could conceivably be deregulated 

with respect to pricing, without it being totally removed from Commission regulation. 

- 1  .I 8 .  
‘ & 1 * ”  

HAVE YOU CALCULATED THE ADJUSTMENT FOR THE IMPUTATION OF 

REVENUE FOR FCC DEREGULATED SERVICES? 
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Yes. This is shown on Schedule E-6, attached to my surrebuttal testimony. As noted in 

my direct testimony, Schedule E-6 had been reserved for the purpose of calculating this 

adjustment. 

IS THE AMOUNT OF THE ADJUSTMENT FOR THE IMPUTATION OF REVENUE 

FOR FCC DEREGULATED SERVICES SLIGHTLY DIFFERENT FROM STWF’S 

CALCULATION WHEN RUCO’S RECOMMENDED RATE OF RETURN IS 

APPLIED? 

Yes. RUCO’s recommended overall rate of return of 9.5 1% differs from Staffs 

recommended rate of return of 9.68%. Tlvs difference results in a slight variance 

between my recommended adjustment and the Staffs adjustment. Staff also made an 

adjustment to the Uncollectibles portion of the Gross Revenue Conversion Factor 

(GRCF), which also contributes to the variance. 

ARE YOU SAYING THAT YOU DISAGREE WITH STAFF’S ADJUSTMENT FOR 

THE UNCOLLECTIBLES PORTION OF THE GRCF? 

No. I am just pointing out that my imputation of revenue for FCC deregulated services on 

Schedule E-6 does not include this impact. 

, t <. 
il‘ 

WHAT IS THE IMPACT OF YOUR ADJUSTMENT? 

The adjustment reduces the intrastate revenue requirement by $3.52 million. 

22 Broadband Cable W 
23 Q. PLEASE DISCUSS THE BROADBAND CABLE TV ISSUE. 
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A. U S West Communications, Inc., now Qwest, is providing services to a recently created 

affiliate, Broadband Services, Inc. (“BSI” or “Broadband”). In a concurrent docket, 

Docket No. T-01051B-99-0499, the Company has requested approval of a Company- 

proposed transfer of assets from USWC (now Qwest) to BSI and a Master Services 

Agreement between USWC (now Qwest) and BSI. When Qwest provides services to 

BSI, revenues and expense credits are recorded. Additionally, if the asset transfer from 

Qwest to BSI were to be approved by the Commission, in whole or in part, the transferred 

assets would need to be removed fi-om rate base. 

Issues are presented in the instant rate case concerning whether the revenues and 

expense credits associated with the provision of services to Broadband have been 

adequately reflected in the test year. The amount of rate base is also impacted by the 

uncertain status of the Company-proposed asset transfer. The concurrent asset transfer 

proceeding has been put on hold, while the telephone company, after being acquired by 

Qwest, re-evaluates whether it wants to pursue the asset transfer. As stated in my direct 

testimony (at page 21): 

Based on preliminary indications, it appears that USWC has understated the 
amounts of revenue it is receiving for services it is providing to BSI. USWC 
receives lease revenue from BSI for BSI’s use of USWC-owned assets. USWC 
also provides a wide range of other services to BSI. For example, BSI contracts 
with USWC for all customer service, installation and repair functions, as well as 
for many other types of services described in the Master Services Agreement. As 
a result, USWC records credits to operatifig expenses associated with the services 
it provides to BSI. Based upon preliminary indications, it appears that USWC has 
understated the amount of expense credits associated with services it provides to 
the affiliate, BSI. The test year should be adjusted to reflect normalized levels of 
revenues and expense credits associated with BSI’s use of USWC-owned assets 
and for the services USWC is providing to BSI. 



‘ 

2 

Surrebuttal Testimony of Ralph C. Smith Page 38 of 41 

3 A. 

4 

5 

6 Q. 

7 A. 

8 

9 

10 

11 

12 

13 

14 

15 Q. 

16 

17 

18 

19 A. 

20 

21 

22 

23 

HAVE YOU REFLECTED AN ADJUSTMENT FOR BROADBAND CABLE TV 

TRANSACTIONS? 

Yes. On Schedule E-7, which is attached to my surrebuttal testimony, I have reflected the 

adoption of Staffs proposed adjustments for Broadband revenues and expenses. 

DOES Q W S T ’ S  REBUTTAL ADDRESS SUCH STAFF ADJUSTMENTS? 

Yes. At page 47 of his rebuttal testimony, concerning the Staff adjustment for revenues 

and expenses related to Broadband, Qwest witness Redding states that: “Given the start- 

up nature of BSI’s operations, the Company does not believe that Mr. Brosch’s 

adjustments to the estimated billing between Qwest and BSI are unreasonable.’’ 

Concerning the asset amount, Mr. Redding states that, pending clarification of the 

Company’s intent with regard to the transfer of the assets, he has no disagreement with 

Staffs proposed adjustment. 

DO YOU HAVE ANY CONCERNS THAT THE STAFF ADJUSTMENT, WITH 

WHICH QWEST EXPRESSES NO DISAGREEMENT, MAY UNDERSTATE THE 

REVENUES AND EXPENSE CREDITS THAT QWEST IS RECEIVING FROM 

BROADBAND? 

Yes. At page 21 of my direct testimony, I disoikkkd the ongoing levels of revenues and 

expense credits that the telephone company has been realizing during the first six months 

of 2000. These are substantially higher than the amounts reflected in the 1999 test year, 

even after reflecting Staffs adjustment. 
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1 Q. 

2 

3 A. 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 Q. 

19 

20 A. 

21 

22 

WHY HAVE YOU ADOPTED STAFF’S ADJUSTMENT FOR BROADBAND 

CABLE TV-RELATED COSTS AND REVENUES? 

After additional review and analysis, I have concluded that the Staff adjustment appears 

to be a reasonable way of addressing the apparent understatement of test year revenues 

and expense credits associated with the provision of services by the telephone company 

(Qwest) to the affiliate, Broadband. While it appears that the ongoing level of revenues 

and expense credits, as evidenced in the data for the first six months of 2000, which was 

provided in response to Data Request UTI-51-8, is considerably larger than the amounts 

reflected in the test year, even after reflecting Staffs adjustment, to capture such ongoing 

levels would have required going outside of the 1999 test year. It is clear that the amounts 

recorded in the test year by the Company did not reflect a h l l  year of BSI operations. 

Rather than attempt to update the revenues and expense credits associated with 

Broadband by going outside the test year, with all of the attendant problems in doing so, I 

have adopted Staffs approach of annualizing the test year recorded amounts as a 

reasonable way of dealing with this issue in the context of the Company’s 1999 test year 

filing. 

HAVE YOU PRESENTED THE CALCULATION OF YOUR BROADBAND CABLE 

TV ADJUSTMENT? 

Yes. The calculation of this adjustment is shown on Schedule E-7, which is being filed 

\ < P  4 1 

with RUCO’s surrebuttal testimony. As mentioned in my direct testimony, Schedule E-7 

had been reserved for this purpose. As described above, my Broadband adjustment adopts 
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1 

2 respectively. 

3 

the Staff adjustment calculations whch were presented on Staff Schedules B-6 and C-6, 

4 Q. 

5 INTRASTATE REVENLTE REQUIREMENT? 

6 A. 

7 requirement of approximately $362,000. 

WHAT IS THE NET IMPACT OF YOUR BROADBAND ADJUSTMENT ON THE 

The net impact of my Broadband adjustment is a reduction in the intrastate revenue 

8 V. UPDATED INTRASTATE REVENUE REQUIREMENT CALCULATIONS 
9 Q. 

10 

11 

12 

13 A. 

14 

15 

16 

17 

18 Q. 

19 

AT THIS TIME, HAVE YOU UPDATED THE SUMMARY SCHEDULES 

SUBMITTED ON BEHALF OF RUCO WITH YOUR DIRECT TESTIMONY TO 

REFLECT A RE-CALCULATION OF THE COMPANY’S ARIZONA INTRASTATE 

REVENUE REQUIREMENT? 

Yes. As shown in RUCO Exhibit -(L&A-2), on Schedule A Revised, the Arizona 

intrastate revenue excess for Qwest is $34.1 million. Supporting details are included on 

the other schedules previously filed with RUCO’s direct testimony in Exhibit -(L&A- 

1) and in the revised schedules filed with RUCO’s surrebuttal in Exhibit -(L&A-2). 

WHAT SPECIFIC SCHEDULES ARE YOU PRESENTING WITH YOUR 

\J ‘W SURREBUTTAL TESTIMONY? 
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1 A. The following table identifies the schedules contained in Exhibit -(L&A-2), which is 
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2 being filed with RUCO’s surrebuttal testimony: 

B Rate Base 
C Adjusted Operating Income 
D 

E RUCO Adjustments 
Capital Structure and Cost of Capital 

E-5 Reciprocal Compensation 

E-6 FCC Nonregulated/ ACC Regulated 

Exhibit -(L&A-2) of Larkin 81 Associates (Surrebuttal) 
Schedule I Description I Pages I Witness I Redacted I Notes 

1 1 1  Smith I No I Revised A IRevenue Surdus or Deficiencv 
1 Smith No Revised 
1 Smith No Revised 
1 Smith No 
7 Smith Yes, Partially Revised 
1 Smith No Calculated 

E-7 
E-24 

E-25 

Imputation/Loss Adjustment 1 Smith No Calculated 
Broadband Revenues and Expenses 1 Smith No Calculated 
Cash Working Capital - Adjust to US WEST 
Calculated Rate Base Amount 1 Smith No Revised 
Interest Synchronization Adjustment 1 Smith No Revised 

TOTAL PAGES 16 
3 

4 Q. DOES THIS COMPLETE YOUR SURREBUTTAL TESTIMONY? 

5 A. Yes. 



19 Current Federal Income Tax 
20 Current Stab Income Tax 
21 DefenedTaxes 

23 InterestEXpense 
24 FederalExc*eTa~e~ 
25 SaiasTax 
26 Average Benefit Liabilily 

27 T o i a l M i i  (I23 .U6) 

28 Total Cash Working CapM Requinment 
(t6-w 
Deduct Nan cash Items 

29 oeprechdion 
30 D&nedTax 
31 Net Incrane (L6422~23) 
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928.693 
115,252 
22.413 
15.803 

116,039 

l.ma200 

e 3 2 2  
11.500 
52199 
2337 

23.571 
1.301 

219,291 
206.976 
49.804 
(1JW 
16,481 
328.884 

37.249 
9,821 

(R783) 

1.187.189 

50.058 
20.796 
62.755 

133,609 

29385.430 

328.884 
(52.783) 
(as,(n;r) 

237.051 

2544.4 warksheet 1 

61.4 Warkshaet3 
43.3wUkstmt4 

317.9 worksheets 

31s.a w-t 2 

32827compoJiteRevenue 

773.5 W-6 
31.5 Wuksket7  

143.0 Workahbet 8 
6.4 Mtotkshmat9 

64.6 Worksheet 10 
3.6 Worlcsheet fl 

600.8 Womhaet 12 
561.1 WOdWmet13 
136.4 Warkstwet 14 

-4.8 Worksheet15 
45.2 Wcrksheet 16 

901.1 

102.1 WOrltshact 17 
28.9 worksheet 18 

-144.6 

137.1 Worksheet 19 
57.0 wolt tshet 20 

171.9 Worhheet21 
Worksheet28 

901.1 CMIpOsite Rev 
-144.6 q b  Rev 
-107.0 canposits Rev 

Bodacd ~nba5late lnbartalsperoent 
954.933.510 

30,371363 30,318.408 
g03,Bggm 121.079275 

l . s a s ~ . O c n  l.lW331.193 69.6154% 

19.4 49,361 
42.0 13,262 
425 2.610 

24.6 7.821 
e o  1,818 

22.8 74.872 

22.5 (17,403) 
25.9 (816) 
39.9 (2.846) 
20.6 (132) 
43.8 (2.829) 
s.1 (196) 

26.3 (15,801) 
32.1 (181w) 

206.6 (28.130) 
(25.4) (123) 
22.8 (1.030) 
0.0 0 

38.0 (3.674) 
61.1 (1,644) 
0.0 

(13.406L 

(31.421). 



U S WEST 
Artmna rntraswaoperations 
co5 cash working Capital 
Test Year Ending Deamber31. iggg 
(In Thousands of Wbn) 

1 MaintenanceExpense 
2 EngineeringExpense 
3 NelworkOwationsErpense 
4 NehHork Adminismtim Eqense 
5 AccessExpense 
6 -Expense 

7 Customer Operations Expense 
8 Corporate Operations Expense 
C ProPertyTaxes 

10 Other Taxes (Exd Income Taxes) 
11 UncoIleCtiWes 

12 Current Federal Income Tax 
13 Current State Income lax 

14 Total Operating Ejlpenses(L 1 .. L13) 

15 Fede~alExciseTaxe~ 
16 SalesTax 
17 InteresiExperrse 
18 Average Benefit Liabiily 

19 Commission Basis Cash Warking Capital 

20 Revenue Lags not RecDginized in the Netting Method 
21 Depreciation 
22 Deferred Taxes and rrC Amortized 
23 Netlncome 
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11.500 
SA199 
2337 

23.571 
1,301 

219,291 
206,976 
49.804 
(1.764) 
16.481 

37,249 
9.821 

911.088 

20,796 
62.755 
50,058 

328.884 
(52.783) 
(39.047) 

31.5 W-7 
143.0 worksheet 8 

6.4 Worksheet 9 
64.6 Worksbet 10 
3.6 Worksheet 11 

600.8 Workshe& 12 
567.1 Worksheet13 
136.4 Warksheet 14 
4.8 Worksheet15 
45.2 workshaet 16 

57.0 woli&le& 20 
171.9 Workstreet21 
137.1 Worksheet19 

worksheet 28 

901.1 COmpmiteRev 
-144.6 Cornpasite Rev 
-107.0 Compcsi& Rev 

(13.2) (1.346) 
(38.3) (1.030) 

(349541 

0.2 (11) 
10.6 (1.822) 

(69.4) (9.517) 
1.072 

(46.232) e- 

22.8 m.Ss1 
22.8 (3,298) 
22.8 (2.440) 

14.813 

(31,419) 

So&lrcC '. u 7 / -  Y 2  - ov/ /+ 
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Arizona 
Docket No. T-1051B-99-105 
RUCO 28-006 

INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 006 

Cash working capital. Refer to the response to UTI 42-1, Attachment A and to 
the Company's original workpapers for C-05, Cash Working Capital for the test 
year ending June 30, 1998. 

a. Please confirm that USWC is not updating the negative $41,772 million 
negative amount for Commission Basis Cash Working Capital shown on its 
workpapers for C-05, Cash Working Capital for the test year ending June 30, 
1998. If this is not the case, please prbvide the updated Commission Basis 
Cash Working Capital amount, and all supporting workpapers and calculations. 

b. Referring to the response to UTI 42-1, Attachment A, for C-05, Cash 
Working Capital for the test year ending December 31, 1999, explain why the 
Commission Basis Cash Working Capital amount on line 19 is negative $46.232 
million, as compared to the $41.772 million amount on the comparable USWC 
workpaper for cash working capital from the June 30, 1998 test year filing. 
Identify exactly which items of the cash working capital calculation USWC has 
changed for its 1999 test year update filing, explain fully why each such 
item was changed, and provide the supporting workpapers and detail 
calculations showing how each new or revised amount in column a, "Fully 
Adjusted Test Year," and column d, "Net Lag,It on Azty-l999,xls, 
WP2-AzCWCnc(CA) and column d, lrLag,It on the preceding C-05 workpaper page, 
Azty-1999 .xls, WP1-AzCWCnc (CAI , were derived. 

RESPONSE : 

a. The Company does confirm that the $41,772M filed for the test year ending 
June 30, 1998 is not being updated. The updated test year is December 31, 
1999. 

b. Anytime a test year changes the CWC will change because all line items on 
the income statement column will change. $@$+.back up was provided in UTI 
42-001. 

Fran Bendever 
Finance Analyst 
1801 California St. Room 1240 
Denver, CO 80202 
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Arizona 
Docket No. T-1051B-99-105 
UTI 56-001 

INTERVENOR: Arizona Corporation Commission Staff (Utilitech) 

REQUEST NO: 001 

Re: Corrected Exhibits of Georae Reddina. f' 11 e d J u ne 1 2 , 2000 ) USWC's 
adjusted pro-forma Allowance for Cash Working Capital in rate base (GAR-S4) 
is $(39,211). However, the C-05 adjustment workpapers reflect "Commission 
Basis Cash working Capital of $(46,232). Please explain and reconcile this 
apparent discrepancy and provide additional calculation workpapers supportive 
of the Company's position, if other than $(46,232). 

I 

RESPONSE : 

The explanation is, an error occurred in the Company's adjustment. The 
correct amount should be $(46,232) as a rate base adjustment. 

Fran Bendever 
Finance Analyst 
1801 Cali€ornia St. 
Denver, CO 80202 
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Arizona 
Docket No. T-1051B-99-105 
RUCO 28-007 

INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 007 

Cash working capital. Refer to the response to U T I  42-1, Attachment A. Does 
USWC have any explanation for why it failed to reflect the Commission Basis 
Cash Working Capital amount on line 19 of on (sic) Azty-1999.xls, 
WP2-AzCWCnc(CA) of negative $46.232 million as the Rate Base adjustment 
amount on Adjustment C-05 for its updated 1999 test year? If so, provide a 
complete statement of such explanation, along with specific citations to any 
and all Commission orders and other authority being relied upon by USWC €or 
reflect an amount other than the Commission Basis Cash Working Capital in 
rate base. 

RESPONSE : 

The explanation is that the $14.8 M amount shown in the Company's adjustment 
is incorrect. The correct amount should be $46.232 Million as a rate base 
ad j us tment . 
Fran Bendever 
Finance Analyst 
1801 California St. Room 1240 
Denver, CO 80202 
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Q. 

A. 

Q. 

A. 

4. 

A. 

SURREBUTTAL TEST1 MO NY 0 F 

JOHN B. LEGLER 

BEFORE THE 

ARIZONA CORPORATION COMMISSION 

DOCKET NO. T-105 1 B-99-105 

WHAT IS YOUR NAME AND ADDRESS? 

John B. Legler, my business address is 1040 St. Andrews Court, Bogart, 

Georgia, 30622. 

ARE YOU THE SAMEJOHN B. LECLER WHO HAS PREVIOUSLY FILED 

DIRECT TESTIMONY IN THIS PROCEEDING? 

Yes, I am. A statement of my credentials and experience is  contained in 

my direct testimony. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY AT THIS TIME? 

I am responding to comments of Mr. Peter C. Cummings regarding my 

testimony, and in a limited manner, the testimony of Mr. Charles W. King, 

and u r .  Stephen G. Hill. 

L 
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Q. 

A. 

9. 

A. 

DO YOU AGREE WITH MR CUMMINGS THAT THE COST OF EQUITY 

RECOMMENDATIONS OF MR KING, MR HlLl  AND YOURSELF ARE TOO 

LOW? 

No, I do not agree with Mr. Cummings' assessment of  our testimonies 

and recommendations. Recognizing that all three of us excercised our 

professional judgments, I find the range of our recommendations 

surprisingly close. Mr. King and I both recommend a point estimate of 

11.5% and Mr. Hill rtcommends 11.75%. 

DO YOU AGREE WITH ANY OF MR CUMMINGS COMMENTS REGARDING 

THE TESTIMONIES OF MR KING, MR HILL, AND YOURSELF? 

Yes, I do. I agree with him that the Company's updated capital structure 

and embedded cost of  debt are acceptable for purposes of estimating the 

cost of capital. I further agree that telephone companies are an 

appropriate group to use in the analysis of the cost of equity. I agree 

with him the use of  other groups of companies, electric utilities, gas 

distributors and insurance companies are inappropriate for purposes of  

estimating the cost of equity to U S West (QWEST) and not comparable in 

riskiness to telephone companies. 1 also agree, that the arithmetric 

means rather than geometric means should be used in calculating risk 

prem i u ms. 

2 
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2 Q. 
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5 A. 

f. 6 
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8 Q. 
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10 A. 

11. 

12 Q. 

13 A. 

14 

15 
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2 0  

21 

DO YOU AGREE WITH MR CUMMINGS REGARDING THE TECHNICAL 

ASPECTS OF THE ESTIMATING METHODS USED BY MR KING AND MR 

HILL? 

I have not reviewed the testimonies of Mr. King and Mr. Hill and I am not 

prepared to comment on them. 

DO YOU AGREE WITH MR CUMMINGS' COMMENTS REGARDING YOUR 

TESTIMONY? 

No, I do not. 

PLEASE EXPAIN. 

For consistency, I have used the same methods in my testimony before 

commissions for many years. Therefore, I included all of  my estimates 

which admittedly produce an apparent wide range of estimates. I chose 

to include all of my estimates rather than eliminate companies from the 

sample or methods of  estimating the cost of equity. I agree with him 

that extremely low estimates (those below the cost o f  a company's debt) 

should be eliminated. For this reason, estimates below 8.2% from the 

DCF method were eliminated from consideration in making my 

recommendation. 

3 
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Mr. Cummings is  correct that my recommendation was based primarily 

on my risk premium and CAPM results. Although I used the DCF method 

in my analysis in the same manner as I have in other cases, I found the 

range produced by that method is too broad to be of much value. This is 

attributable to the broad range of growth rates. Line's direct Value 

estimate of dividend growth is rather low, on average, and retention 

growth estimated from Value Line data is rather high. The required 

growth rate in the DCF model is a long-term sustainable growth rate, and 

for the reasons set  forth in my direct testimony, I find growth rates in 

excess of  6 percent require unsustainable growth in either the payout 

ratio or the return on equity or both. 

* 

My comments regarding each of the methods, DCF, Risk Premium, and 

CAPM are meant to express the limitations of the models, and not to 

suggest that they should be eliminated from consideration in making a 

recommendation. I believe that my comments regarding the limitations 

of the models is consistent with my basis for arriving at my 

recommendation. 

Q. DO YOU AGREE WITH MR CUMMINGS' COMMENTS REGARDING YOUR 

RISK PREMIUM ANALYSI 

No, I do not. As stated by Mr. Cummings I based my analysis on two A. 

4 
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studies of the risk premium. One study was for U S WEST and the other 

was for independent telephone companies. My purpose in doing the 

studies was to arrive at forward looking premiums rather than historical 

risk premiums. The current yield on bonds is a forward looking yield. It 

is  the yield an investor will obtain if the bond is held to maturity. My 

DCF (and CAPM) estimates of the cost of equity are forward looking, and 

the resulting risk premiums are forward looking. Mr. Cummings is  

correct that I removed negative or near zero risk premiums not from 

1994 forward, but for all years. His criticism that my estimating method . 

produced single digit equity costs since the second quarter of  1993 i s  

inappropriate since these estimates produces negative risks premiums 

which I eliminated. 

Mr. Cummings calls my independent telephone companies risk premium 

study a "black box" since I did not identify the companies or how I 

calculated the dividend yields and growth rates or weighted them. The 

companies consist of the group of major independent telephone 

companies which have changed somewhat with mergers over the years, 

and the methods for calculating the dividend yields and growth rates are 

the same as in my DCF analysis. The calculated risk premiums for the 

1995-1 999 time period indicate extreme values 9.93% based on 

retention growth and 1.07% based on Value Line growth which is  why I 

5 
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4. 

A. 

4. 

A. 

based my risk premium analysis on longer-term average premiums. 

MR CUMMINCS STATES THAT THERE IS AN ALTERNATIVE SOURCE OF 

RISK PREMIUMS, AND CITES THE IBBOTSON ASSOCIATES STUDY. DO 

YOU AGREE WITH HIS COMMENTS? 

No, 1 do not. While I agree that the Ibbotson study is  used by analysts, i t  

is commonly used by analysts in implementing the CAPM. The difference 

between long-term stack returns and long-term bond returns is often 

used as a measure c f  the risk premium for average risk stocks. Frankly, I 

do not know where Mr. Cummings got his risk premium of 7.4% as 

shown on page 38, line 6 of his rebuttal testimony. I believe that the 

most recent average difference between arithmetic stock and bond 

returns is  over 8%. To estimate the cost of equity for any particular 

company would reqi!ire an adjustment to the market risk premium (his 

figure of 7.4%). This adjustment factor is beta. Since telephone betas 

are generally less  than 1 .O (the beta of an average risk company), the 

rswlt ing cost of equity would be lower than Mr. Cummings asserts. 

MR CUMMINCS ALSO CRITICIZES YOUR CAPM ANALYSIS, DO YOU 

AGREE WITH HIS CRITICISM? 

No, I do not. Mr. Cirmmings criticism i s  based on my use of both 

unadjusted and adjusted betas. The unadjusted betas are from Standard 

b 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

& Poor's and the adjusted betas are from Value Line. Contrary to Mr. 

Cummings assertion, I did not mix these betas, but separated them and 

base my CAPM results on separate sets of betas. In my direct testimony, 

I explain the difference between these two beta concepts and show how I 

arrived at my CAPM estimates. 

C @ P ! C LrJS I ON AND RECOMMENDATION 

WHAT IS YOUR REC?MMENDATlON FOR A FAIR RETURN ON EQUITV 

FOR U S WEST ( C M E W ?  

My recommendation remains at 11.5%. I find most of Mr. Cummings 

criticisms of my testimony to be without merit, and my recommendation 

is supported by t + n  ctLpr witnesses on the cost of  capital, Mr. King and 

Mr Hill .  We all 2gr-e.. thzt the Company's updated capital structure and 

embedded cost of ??!x i s  reasonable. 

WHAT IS YOUR REC@MMENDATlON FOR A FAIR OVERALL RETURN ON 

RATE BASE FOR I 1  S WFST (QWEST)? 

Based on the Ccrnp.nv's capital structure and embedded debt cost, my 

recommendation fcr 2 fair overall return on rate base is  9.55%. 

DOES THIS CONCLU74 YOUR SURREBUTTAL TESTIMONY? 

Yes, it does. 

7 
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PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

Ralph C. Smith. My business address is: Larkin & Associates, 15728 Farmington Road, 

Livonia, Michigan 48 154. 

HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY IN THIS DOCKET? 

Yes. On behalf of RUCO, I submitted prepared direct and surrebuttal testimony in this 

docket. 

WHAT IS THE PURPOSE OF YOUR SUPPLEMENTAL TESTIMONY? 

My testimony presents some of the concerns that RUCO has concerning the proposed 

Settlement Agreement between Staff and Qwest. Another witness on behalf of RUCO, 

Ben Johnson, is presenting testimony on other concerns regarding the settlement 

agreement and the alternative regulation plan provided for in the settlement. 

SHOULD QWEST BE GRANTED AN INCREASE IN ITS ARIZONA INTRASTATE 

REVENUES? 

No. Qwest’s Arizona intrastate revenues should be reduced, not increased. The 

testimony by RUCO in this proceeding, as well as other parties such as AT&T and 

DOEREA, each show that Qwest’s Anzona intrastate revenues should be decreased, not 

increased. The settlement would provide Qwest with a $42.9 million intrastate revenue 

increase, which, in my opinion, is not warranted. 

HOW WAS THE $42.9 MILLION OVERALL RATE INCREASE PROVIDED FOR IN 

THE SETTLEMENT DERTVED? 
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From the information presented by Staff and Qwest, it appears that the parties agreed to 

use the Fair Value Rate Base and rate of return proposed by Staff, and without an issue- 

by-issue negotiation, derived the $42.9 million revenue increase “needed” by Qwest and 

the adjusted net operating income number necessary to back into the $42.9 million. 

Apparently, Staff and Qwest considered the differences between their filed positions, 

mainly focusing on four items, specifically: (1) software capitalization, (2) overheads 

assigned to the sale of exchanges, (3) incentive compensation, and (4) out-of-period wage 

and salary increases, as quantified in Staffs presentation. See Qwest’s response to 

RUCO 35-001, appended to this testimony. 

IN DERIVING THE $42.9 MILLION REVENLJE INCREASE PROVIDED FOR IN 

THE SETTLEMENT, WHAT CONSIDERATION DID STAFF AND QWEST GIVE 

TO THE RECOMMENDATIONS MADE BY OTHER WITNESSES WHO 

PRESENTED TESTIMONY ON BEHALF OF PARTIES OTHER THAN STAFF? 

It does not appear that the revenue requirement calculations of the other parties, or their 

recommended adjustments, which in a number of instances were either different than, or 

supplemental to, Staffs rate base and net operating income adjustments, were factored 

into the Settlement Agreement revenue requirement. For example, the response to data 

request RUCO 3.9 to Staff concerning the settlement states that: “The revenue 

requirement calculations of the other parties included adjustments and positions not 

advocated by Staff that, upon review by Utilitech, were not explicitly factored into the 

Settlement Agreement revenue requirement.” In this proceeding, of the four parties - 

Staff, RUCO, AT&T and DODREA -- presenting revenue requirement 
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recommendations besides Qwest, Staff was the only one advocating a revenue increase 

for Qwest.’ As detailed on RUCO Exhibit -(L&A-2), Schedules E-1 through E-25 

(attached to Hugh Larkin’s surrebuttal testimony on behalf of RUCO), twenty-five 

adjustments to Qwest’s proposed revenue requirement were presented on behalf of 

RUCO. In many instances, these were different from, and in some instances 

supplemental to, the adjustments presented by Staff. I recognize that any particular party 

would not necessarily prevail on all of the adjustments it is sponsoring. The adjustments 

proposed by RUCO, as well as the testimony on revenue requirement adjustments 

proposed by other parties participating in this proceeding such as AT&T and DODBEA 

should receive consideration by the Commission in determining the revenue requirement 

for Qwest. Given the evidence presented by all of the parties in this proceeding 

concerning the revenue requirement, I do not believe that a revenue increase for Qwest is 

justified. The proposed settlement is unacceptable because it fails to give appropriate 

consideration to such evidence, and to the recommendations made by RUCO, AT&T and 

DOD/FEA showing that Qwest should have an intrastate revenue decrease. 

PAGE 2 OF STAFF WITNESS BROSCH’S TESTIMONY DISCUSSES THE 

DIFFERENCES BETWEEN STAFF’S PROPOSED AND QWEST’S PROPOSED 

RETURN ON EQUITY. WERE THOSE THE ONLY RECOMMENDATIONS ON 

COST OF CAPITAL MADE IN THIS PROCEEDING? 

No. Staffs and Qwest’s recommendations on the cost of equity and overall rate of return 

are not the only ones that have been presented for the Commission’s consideration in this 

Staff advocated a $7.242 million intrastate revenue increase versus the intrastate revenue requirement increase of 
$201 million on original cost rate base and approximately $265 million on fair value rate base proposed by Qwest. 

I 
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1 proceeding. RUCO witness John Legler has filed direct and surrebuttal testimony in this 

2 proceeding, and has recommended an overall return of 9.5 1% and an 11.5% return on 

I 3 equity 

4 i 
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17 A. 

BESIDES THE REVENUE REQUIREMENT, DO YOU HAVE CONCERNS 

REGARDING ANY OTHER PROVISIONS OF THE SETTLEMENT? 

Yes. The provisions of paragraph 13 of the proposed settlement are objectionable. 

Paragraph 13 of the settlement provides, among other things, that ". . . Qwest shall have 

no obligation to refund revenues collected during the period of time the Price Cap Plan is 

in effect" if the Arizona courts should ultimately find that the Price Cap Plan is unlawful. 

If the Price Cap Plan or the Settlement is found to be unlawful, Qwest should be required 

refund amounts that it collected. Removing Qwest's obligation to refund revenues 

collected under a Plan found to be unlawful appears to me to be contrary to the public 

interest. 

DOES THIS CONCLUDE YOUR SUPPLEMENTAL TESTIMONY? 

Yes. 

See ACC Staff Schedule A and RUCO Exhibit -(L&A-2) Schedule A Revised. 
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Arizona 
Docket No. T-1051B-99-105 
RUCO 35-001 

INTERVENOR: Residential Utility Consumer Office 

REQUEST NO : 001 

Refer to the October 27,  2000 Testimony of George Redding, which at page 4 ,  
lines 9-13, indicates that the income available from operations was not based 
on a compilation of specific adjustments, but "was the product of mutual 
agreement using the adjusted net operating income shown on the Staff's 
Schedule A and approximately one half the value of the adjustments described 
above. I' 

a. Are the "adjustments described above" the adjustments mentioned at Mr. 
Redding's testimony, page 3 ,  line 22, through page 4 ,  line 2 ,  specifically: 
capitalized software, overheads assigned to the sale of exchanges, incentive 
compensation and out of period wage and salary increases? If not, explain 
fully. 

b. Provide the calculation that results in "approximately one half the value 
of the adjustments described above" per Mr. Redding's testimony at page 5, 
lines 12-13. 

c. In reaching the settlement with Staff concerning the revenue increase of 
$ 4 2 . 9  million, what consideration, if any, was given to adjustments proposed 
by parties other than Staff (e.g., by RUCO, DOD and AT&T) that were in 
addition to or different from the adjustments affecting the intrastate 
revenue requirement proposed by Staff? 

RESPONSE : 

a. Yes - 

b. Please see Attachment A. 

c. Please see the Company's response to RUCO 35-3. 

Judy Steward 
State Finance Manager 
1 8 0 1  California St. 
Denver, CO 80202 
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Calculation that resulted in "approximately one half of the adjustments 
described above" . .. Mr. Redding's testimony at page 5, lines 12-1 3. 

From ACC Staff Exhibit E (page 1 of 2): 

Adiustments 

C-12 Incentive Compensation 
C-13 SOP 98-1 (Income Statement) 
8-2 SOP 98-1 (Rate Base) 

C-14 USWC Payroll Adjustment Reversal 
C-29 Exchange Sale Allocations Adjustment 

Total Adjustments 
Divide by Multiplier (1.6995) 
Divide by 2 . ' 

(000's) 
Revenue Requirment 

Income Available (ACC Staff Schedule A) 
Negotiated Income Available 

(Redding Testimony, page 5 & Brosch Testimony, page 4) 
Negotiated Difference 

$ (5,529) 
(32,840) 
(1,038) 

(1 3,322) 
(1 1,416) 

$ (64,145) 
(37,743) 
(18,872) 

134.3 

1 13.7 
20.6 
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Docket No. T-01051B-99-0105 

Introduction 

Q. 
A. 

Would you please state your name and address? 

Ben Johnson, 2252 Killearn Center Boulevard, Tallahassee, Florida 32308. 

Q. 

A. 

What is your purpose in submitting this testimony? 

In this supplemental testimony I will be commenting on certain aspects of the proposed 

settlement agreement filed by Staff and Qwest, including the attached price cap plan. My 

testimony has two major sections. In the first section of my testimony, I summarize Staff 

and Qwest’s proposed price cap plan, and the rate design aspects of Staff and Qwest’s 

proposed settlement agreement, and I briefly discuss price cap regulation as an alternative 

to traditional regulation. In the second section I comment on various aspects of Staff and 

Qwest’s proposed settlement agreement, including the attached price cap plan, and 

provide some concluding thoughts. 

1 
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Section One 

Q. 
A. 

Can you begin by summarizing the proposed settlement agreement? 

Yes. Staff and Qwest have agreed upon a revenue requirement deficiency of $42.9 

million. [Settlement Agreement, 7 21 This is lower than Qwest sought and higher than 

Staff initially recommended. These parties have further agreed to recover this deficiency 

through a combination of certain specific rate changes resulting in a net revenue increase 

of $17.6 million, and providing Qwest with the with broad flexibility to increase rates in 

certain other tariff categories by $25.3 million. The following table shows a summary of 

the revenue changes included in the $17.6 million revenue increase. 

2 
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Element 

Directory Assistance 

Complete-A-Call 

Residence NRC - Low Use Option 

I 1 

Revenue Increase (Decrease) 

$24,572,391 

($1,459,775) 

($30,015) 

2 

Residence Zone 1 Change 

3 

($1,497,276) 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 
23 

24 

25 

26 

I 

I 

I 

Residence Zone 2 Change 

Carrier Common Line 

Switched Transport 

Table 1 

($1,941,876) 

($ 1,189,627) 

($357,810) 

Interconnection Charge 

Wholesale Directory Assistance 

Private Line Service 

Total 

Residence NRC - Flat Rate Service 

($5,000,542) 

$5,224 

$13,697,701 

$17,399,740 

Residence NRC - Reseller 

Business Zone Connection Charge (NRC) 

Residence Zone Connection Charge (NRC) 

Business Zone 1 Change 

($7,968,113) 

($137,990) I 
($170,720) 

I ($2,267,789) 

' I ($189,312) 

Business Zone 2 Change 1 ($192,888) 

1 Local Switching 1 $1,528,156 

Finally, Staff and Qwest have proposed to have Qwest be regulated by the provisions of a 

price cap plan, rather than traditional rate of return regulation. 

3 
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Q. Can you now summarize the price cap plan which is included in the Staff and Qwest 

settlement proposal? 

Staff and Qwest have proposed a price cap plan which separates Qwest’s existing and 

future services into three baskets. Basket 1 is described as “Basic/Essential/Non- 

Competitive Services”. Basket 1 includes basic local services, custom calling and certain 

other vertical features, basic listing service, and various other services that Staff and 

Qwest consider to be “basic”, “essential” or “non-competitive”. Basket 2 consists of 

“wholesale” services, such carrier common line access, switched transport, local 

switching, interconnection, and UNEs. Basket 3 contains “flexibly priced competitive 

services’’. These are services “that have been classified as ‘competitive’ and also includes 

those services for which [Qwest] has obtained flexible pricing authority”. [Shooshan 

Direct, p. 111 This Basket will also contain all new services and service packages offered 

by Qwest. [Id.] 

A. 

Q. 

A. 

What are the proposed terms and conditions for Basket 1 services? 

Basket 1 is subject to an overall price cap based upon the weighted average price level of 

all services contained in Basket 1. Each year, the overall price cap will be adjusted for 

“inflation minus productivity.” The measure of inflation is the annual percent change in 

the Gross Domestic Product Price Index (“GDP-PI”), calculated and reported by the 

Department of Commerce. The productivity offset is set at 3.7% plus a .5% “consumer 

dividend” for a total of 4.2%. [Shooshan Supplemental, p. 51 This “inflation minus 

productivity” calculation is capped at zero, and has no lower bound. Thus, if inflation 

exceeds 4.2%, the price cap will not be raised. However, if inflation is less than 4.2%, the 

cap will be lowered and Qwest will be required to lower some of the rates within this 

basket. 

In addition to this overall cap on Basket 1, certain basic services are individually 

capped at their starting levels throughout the initial 3 year term of the Plan. The capped 

4 
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services include: flat rate residential, flat rate business, 2 & 4 party services, exchange 

zone increment charges, low use option service, service stations service, telephone 

assistance programs, individual PBX Trunks, including features, Caller ID block, toll 

blocking, 900/976 blocking and basic listing service. Rates for other services in Basket 1 

may be increased up to a maximum of 25% within a given year. 

Finally, it should be noted that all services in Basket 1 must be priced above their 

Total Service Long Run Incremental Cost (“TSLRIC”). 

Q. 
A. 

Q. 
A. 

What are the proposed terms and conditions for Basket 2 services? 

The price cap plan provides: “Basket 2 consists of wholesale services many of which are 

governed by their own specific pricing rules and will continue to be governed by such 

rules, as interpreted by the Commission and the Courts, under this price cap plan”. [I 3.b] 

The price cap plan does provide for a change in rates for intrastate switched access. Under 

the Plan, intrastate switched access rates will be reduced by $5 million per year for the 

duration of the initial 3 year term of the Plan. Qwest explains: “These $5 million 

decreases are intended to be revenue neutral and will be offset in the second and third 

year of the Price Plan by $5 million increases in the price cap applicable to Basket 3.” 

[Arnold Direct, p. 51 

What are the proposed terms and conditions for Basket 3 services? 

Services in Basket 3 are subject to a price cap equal to 110% of the weighted average 

price level of all of the services in the Basket. However, “the additional revenue level for 

purposes of headroom in Basket 3, shall be capped at $25.3 million, on a test year basis, 

for the term of the price cap plan”. [I 4.b] Further, the price cap will be “adjusted upward 

$5 million in the second year of the Plan and an additional $5 million in the third year of 

the Plan, to reflect the switched access charge reductions in those years.” [Id.] Thus, 

Qwest will be given broad flexibility to increase and decrease prices within this basket. 

5 
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The overall constraints are rather limited, given the “headroom” which is created by the 

settlement. Prices for individual services and packages of services in Basket 3 must be 

priced above their TSLRIC. 

A Basket 1 service may be moved to Basket 3 upon a showing that the criteria of 

Commission Rule R14-2-1108 have been met. Qwest may also package Basket 1 and 

Basket 3 services together and include the package in Basket 3. However, the Basket 1 

service must continue to be offered as a stand-alone service in Basket 1 at the rate set in 

Basket 1. 

Q. What is the main goal of a price cap system as an alternative to the type of 

regulation which has traditionally been used in Arizona? 

The main goal of a price cap formula is to eliminate, or at least weaken, the linkage 

between cost and rates, without greatly deviating from the desirable results which would 

normally be anticipated under traditional regulation or, for that matter, under effective 

competition (since traditional regulation is designed to simulate the results of 

competition). 

A 

Once the price cap is in place, it is fixed for a specified period, usually a year. In 

turn, the firm is expected to produce with the cost-minimizing input mix, invest in 

cost-effective innovation, and adjust optimally to changes in input cost conditions. The 

reason for this behavior is rooted in economic incentive. Since the firm is allowed to 

retain as profit (or, at least, a portion of the profit) any cost reductions achieved relative to 

the price cap, it will choose (in theory) to produce efficiently. 

With an appropriate price cap formula, prices are controlled by the price cap 

formula; in turn, this reflects the normal variations in the prices of inputs used by the 

firm, offset by the expected productivity improvements encompassed by the formula. 

This contrasts with traditional regulation, where prices remain constant between rate 
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cases, and are varied within the context of a rate case based upon whatever changes have 

occurred in costs and productivity since the prior proceeding. 

With a price cap system, prices are regulated by focusing on changes in the overall 

level of costs that the firm faces (inflation of input costs), and subtracting the impact of 

productivity or expected productivity growth as it impacts the industry generally. 

Although the price cap should logically rise if the prices of a firm's inputs rise, the price 

cap is not linked directly to changes in the specific cost of service of the firm in question; 

instead, the system looks at inflation generally. Thus, carrier-specific cost changes do not 

necessarily lead to price changes, and management's incentive to minimize costs is not 

diluted. 

Q .  Can you clarify how a price cap formula differs from traditional rate base 

regulation? 

Yes. When a price cap system is initially instituted, it closely resembles traditional A. 

regulation, since the price cap will most likely be based upon the existing tariffs, or some 

traditional measure of a reasonable set of prices. Over time, however, the two systems can 

diverge somewhat. The price cap approach allows the firm to vary its overall price level 

in accordance with industry-wide factors, while traditional regulation allows it to vary its 

price level in accordance with Company-specific data (in a rate case). 

Section Two 

Q. Lets turn to the second major section of your testimony. What specific aspects of 

the proposed settlement agreement will you discuss? 

First, I will discuss the proposed beginning rates and associated rate design. Second, I 

will comment on the proposed inflation index and productivity offset. Third, I will 

discuss the specific baskets used to group existing services and classify new services 

A. 
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under the proposed settlement agreement. Fourth, I will comment on the pricing freedom 

within each basket. Finally, I will discuss the service quality provisions of the proposed 

settlement agreement. 

Beginning Rates 

Q. Let’s discuss the first aspect of the settlement agreement that you mentioned. Are 

the beginning rates important under a price cap plan? 

Yes. The initial starting point, the price that is established when first going into price cap 

regulation, must be the “correct price” for this system of regulation to yield optimal 

results. These rates are typically based on the same cost-of-service and rate of return 

criteria used under traditional regulation. If the initial price cap is set too high, the firm 

may generate monopoly profits, unrelated to the skills and performances of its labor and 

management. If the price cap is set too low, the firm may incur losses or achieve a return 

which is far below its cost of capital. In that case, it will turn to the regulator in order to 

seek a higher price cap, abandonment of the price cap system, or other changes which will 

bail it out of its difficulties. Most regulators adopting price cap plans have either started 

with the firm’s existing tariffs, or have required a downward reduction in those rates at 

the time the plan is initiated. 

A. 

When initiating a system of price cap regulation, current and anticipated profit 

levels are of special concern. If the firm is not earning its cost of capital, capping prices at 

their existing level may deny the firm an opportunity to overcome the existing deficiency, 

and thus hold profits below a normal level for many years into the future. The converse is 

also true. If current rates are yielding a return that is significantly above the cost of 

capital, by capping prices at the current level, excess profits may continue for many years 

into the future. 

8 
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Q. Do you think it would be appropriate for the Commission to accept the proposed 

starting rate levels included in the proposed settlement? 

No. It is my understanding that the Commission is looking at the proposed settlement 

without evaluating all of the evidence concerning Qwest’s current profit level. In my 

opinion, the level at which prices will be capped is crucially important. This issue cannot 

be adequately resolved without examining the evidence that current rates are too high, or 

the evidence that current rates are generating excess profits-profits which will increase 

even hrther as the merger “synergies” are achieved. 

A. 

The proposed $42.9 million increase is certainly more reasonable than the 

Company’s previously requested $86 million revenue increase. However, as explained by 

RUCO witnesses Ralph Smith and Hugh Larkin in their previously filed testimony, 

RUCO is convinced that Qwest is currently earning more than its cost of capital, and thus 

a substantial revenue reduction would be appropriate. Furthermore, in other jurisdictions 

LECs have often accepted, or been required to implement, rate reductions in order to gain 

the increased pricing freedom and other benefits of price cap regulation. These reductions 

are in addition to the price adjustments associated with productivity offset and other 

features of the actual price cap mechanism. Thus, from RUCO’s perspective, one of the 

most disturbing aspects of the proposed settlement is that it “fast-tracks” a substantial rate 

increase under circumstances where a rate decrease would be much more appropriate. 

Moreover, the impact of this rate increase will tend to be even greater than if traditional 

regulation were to continue to be in force. The price cap plan could “lock in” excess 

profits for years to come. To the extent the Qwest merger results in substantial cost 

savings and other “synergies,” for example, ratepayers may not have any opportunity to 

share in the benefit of these synergies, if the price cap plan is accepted-particularly if the 

plan is renewed or extended beyond its initial three year duration. 
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Q. Are you aware of any instances in which other jurisdictions have required a 

reduction in starting rates at the time a price cap plan is implemented? 

Yes. In Illinois, Ameritech was required to reduce its starting rates by $93,000,000, based 

upon an authorized Return on Equity of 1 1.97% [Regulatory Reform - A Nationwide 

Summary, Issue No. 17, BellSouth Telecommunications, June 19951. In Maine, Nynex 

accepted a $14,400,000 reduction in starting rates, based upon a Return on Equity of 

12.5%. [Id.] In Wisconsin, Ameritech accepted a 10% reduction in basic service prices, 

followed by a three year freeze on residential and small business local service. [Id.] In 

New York, Nynex accepted a $170,000,000 (3.5%) reduction in its rates, based upon a 

10.8% Return on Equity. [Id.] Southwestern Bell agreed to a $84,600,000 reduction in its 

rates in Missouri at the onset of an alternative regulatory system. In North Carolina, 

BellSouth agreed to a $15 million revenue reduction at the beginning of price regulation, 

and an additional $45 million reduction phased in over the 3 year life of the plan. 

[BellSouth Telecommunications, Inc.’s Statement of Acceptance of Price Regulation, 

Docket No. P-55, Sub 10131. Other LECs have agreed to phased-in reductions in certain 

A. 

rates over the first few years of the plan, or have committed to substantial increases in 

their infrastructure investments, either in lieu of, or in addition to, reductions in starting 

rates as part of the “quid pro quo” for being granted authority to operate under price cap 

regulation. [Regulatory Reform - A Nationwide Summary] 

These examples stand in stark contrast to the substantial rate increase which is 

included in the proposed settlement agreement. It is not unusual for an LEC to accept a 

substantial rate decrease as the “price of admission” into a price cap plan. Under the 

terms of the proposed settlement agreement, in contrast, Qwest would get increased 

pricing flexibility and other benefits of price cap regulation without having to reduce its 

overall rate level; to the contrary, if the settlement were accepted, it would be given the 

bonus of being allowed to increase its revenues. 
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Q. How would this proposed revenue increase be spread across the three service 

baskets? 

Schedule 1 is adapted fiom Attachment B to the settlement agreement. It shows the 

proposed rate and revenue changes for the three service baskets. As shown, Staff and 

Qwest propose to reduce annual Basket 1 and Basket 2 revenues by $14.4 and $5.0 

million, respectively, and increase Basket 3 revenues by $62.1 million. 

A. 

As shown on Schedule 1, Basket 1 revenues will be decreased by: 

0 Lowering Residential non-recurring charges 

0 

0 

Eliminating the residential and business zone connection charges, and 

expanding zone 1 and zone calling areas 

Basket 2 revenues will be reduced by: 

0 

0 

0 

0 Reducing the interconnection charge 

Lowering the carrier common line rate 

Raising and lowering various switched transport rates 

Adding 2 new switched access rate elements, and 

Basket 3 revenues will be increased by: 

0 

0 Eliminating the complete-a-call charge 

0 

0 

Increasing the directory assistance charge 

Raising and lowering various private line rates 

Increasing unspecified rates by $25.3 million 
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Q. 

A. 

How does this compare to your previous rate design recommendation? 

Schedule 2 shows my earlier recommendations, as set forth in revised Schedule 5 which 

was attached to my surrebuttal testimony, organized around the three baskets included in 

the proposed settlement. For instance, I recommended a $4.8 million reduction in Basket 

2 revenues, which is roughly the same as the $5.0 million first year decrease included in 

the settlement agreement. However, the settlement calls for two additional $5 million 

decreases to switched access rates, which go far beyond Qwest’s original request or my 

recommendation. As shown on Schedule 2, I have recommended a $26.6 million increase 

in Basket 3 revenues, compared to the $62.1 million increase allowed under the 

settlement agreement. For basket 1 revenues, I have recommended a $47.8 million 

decrease, compared to the $14.4 million decrease proposed by Staff and Qwest. 

Q. What is your conclusion with regard to the rate changes which are set forth in the 

settlement agreement? 

Obviously, the proposed $43 million increase is a significant improvement over the $83 

million increase previously requested by Qwest. Further, the entire increase (and then 

some) would be borne by Basket 3 services, which would also be a significant 

improvement over the Company’s previous proposal, which included an excessive 

increase in local rates. If the Commission accepts the proposed $43 million increase 

(which I don’t recommend), my primary concern is the potential increase in Basket 3 

rates, particularly if additional services are subsequently moved into this basket. The 

$25.3 million of “headroom” provides an opportunity for dramatic increases in individual 

services. This headroom will be increased to $35.3 million by the third year of the plan. 

Further, as I explain in more detail later, the price cap plan allows virtually unlimited 

freedom to increase rates for individual Basket 3 services, particularly if Qwest decides to 

reduce some of the rates in this basket. Even without makmg any reductions, it could 

A. 
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place the entire $35.3 million increase on a single service, or a small handful of services, 

thereby giving it the freedom to increase these particular rates by ten-fold, or more. 

Inflation Index and Productivity Offset 

Q. Let’s discuss the next aspect of the proposed price cap plan. Would you please 

elaborate on the inflation variable? 

Certainly. One of the key variables in the proposed plan, as with most price cap plans, is 

the inflation index that will be used to determine the annual price cap. Once appropriate 

starting rates are set, an appropriate index is typically used as an indication of the extent 

to which overall price levels should be changing over time. In competitive industries, in 

the market clearing price level tends to equilibrate in the vicinity of the average level of 

costs incurred by members of the industry. Furthermore, one of the factors which 

influence price levels in the short run is the level of input costs incurred by the firms. 

Hence, if a price cap system is to be reasonably consistent with the pattern in competitive 

markets, prices should be determined, at least in part, by changes in the overall level of 

input costs experienced by firms in the industry. 

A. 

Ideally, prices would be indexed to an accurate measure of the overall composite 

level of input costs borne by local exchange companies like Qwest. This composite would 

consider the cost of materials, labor and services that are used by the firm to produce the 

services whose prices are controlled by the price cap system. With such an index, 

regulators would be able to focus on industry-wide changes in input costs, without linking 

prices too closely to the individual firm’s cost level. If Qwest is able to operate more 

efficiently, and thus incurs lower than average costs, it will gain the benefit of that 

efficiency. Yet, all firms are given the benefit of the opportunity to increase prices when 

their input costs are increasing, and customers are given the benefit of potentially lower 

prices when input costs are declining. 
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Unfortunately, no industry-specific index of input prices exists. Hence, regulators 

normally turn to one of the broader inflation indices, as a reasonable proxy for an index of 

telecommunications input costs. One option is the Consumer Price Index (CPI). While 

it’s widely known and well understood, the CPI measures changes in the cost of final 

goods purchased by households, and thus it isn’t very representative of changes in the 

cost of input factors used by carriers. Another alternative is the Producer Price Index 

(PPI). The PPI measures changes in the prices purchased by producers. However, the PPI 

in the aggregate includes numerous components that may not be inputs specific to the 

telecommunications industry. The Department of Commerce, Bureau of Economic 

Analysis also reports changes in the individual components that comprise the PPI. 

Theoretically, one could choose those PPI subindices that best reflect the specific 

inputs used in the industry, and combine these with an index of labor costs, in order to 

arrive at a reasonable estimate of changes in input costs. For example, one could weight 

the changes in the PPI for communications equipment, computers, and other items 

purchased by LECs with an index of labor costs. However, there would be at least three 

disadvantages to this approach: it would be time consuming, it would be controversial, 

and it would not necessarily be reliable. All price indices have limitations; these 

limitations potentially become more significant as one moves fi-om the macro to the 

micro level. Thus, for example, the PPI subindex for telecommunications equipment is 

potentially influenced by data gathering limitations, calculation errors, or other problems 

that tend to be far less significant or noticeable in the overall PPI. 

In their proposed settlement agreement, Staff and Qwest use the GDP-PI in 

developing the price cap each year. The GDP-PI looks at the entire economy, as measured 

by Gross Domestic Product. Thus, it is an even more broadly based index than the CPI 

and PPI. Therefore, it is less volatile and potentially less subject to data gathering 

limitations and other problems. However, if the GDP-PI is used, it must be clearly 

understood that it is not an accurate index of changes in the production factors faced by 
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any one particular industry. The GDP-PI is a reasonable proxy for the overall rate of 

inflation in the U.S. and it can reasonably be relied upon in developing a price cap system 

for a particular industry, provided that appropriate downward adjustments are made. 

Q. 

A. 

Could you explain these adjustments? 

Ideally, if a broad inflation measure, such as the GDP-PI, is used, an adjustment should 

be made to account for the differences between the rate of inflation in input prices within 

the particular industry and the overall rate of inflation. Historically, inflation has 

fluctuated widely, with large up swings and down swings. Input costs within a particular 

industry will not necessarily follow the same inflation pattern experienced by the overall 

economy. For example, in recent years LEC input prices have not increased as rapidly as 

price levels in the economy generally. It is well known that electronic equipment is not 

increasing in cost as rapidly as the overall rate of inflation. In fact, some equipment, such 

as computers, is actually declining in cost. Because of the importance of electronic 

equipment to the telecommunications industry, the GDP-PI tends to overstate the rate of 

inflation applicable to the items purchased by the LECs. 

Q. In addition to input price discrepancies, are there any other reasons why a 

downward adjustment should be made to the inflation index in developing a price 

cap system? 

In price cap regulation, an adjustment for productivity changes is needed, to ensure that 

reasonably anticipated increases in LEC productivity are reflected in the price cap index, 

and thus in end user rates charged by the LECs. Such an adjustment would allow 

ratepayers to share not only in the long-term benefits of price-cap-induced efficiencies, 

but in the short-term benefits as well. Ideally, the productivity differential would reflect 

changes in telecommunications productivity in a manner that simulates the impacts of 

productivity changes in a competitive industry. However, if the selected productivity 

A 

15 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Supplemental Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO, Docket No. T-0105 1 B-99-0105 

measure is inaccurate, it cannot serve these stated purposes. Furthermore, even if a 

reasonable figure is selected based upon historic data, there is no assurance that hture 

productivity changes will be equivalent to the past. In a competitive industry, if there is a 

technological breakthrough, or if the total volume of production increases enough to 

increase economies of scale for the typical firm, most of the benefits will flow to 

consumers, though possibly after a lag. 

With price cap regulation, in contrast, an increase in productivity over the historic 

trend will tend to result in windfall gains to the carrier, since the price cap will not decline 

as rapidly as costs are declining, or as rapidly as prices would drop in a competitive 

market. 

Q. 

A. 

Q. 
A. 

Have any studies been performed to measure changes in productivity in the 

telecommunications industry? 

Yes. Probably the most widely cited studies are those relied upon by the FCC to establish 

productivity offsets for price cap regulation of certain local exchange companies. In 

various proceedings over the past 10-1 5 years, the FCC has reviewed numerous 

productivity studies prepared by FCC staff, industry participants, and other interested 

parties. 

What has the FCC concluded from its review of these studies? 

The FCC has concluded that the telecommunications industry is one of the sectors of the 

economy where productivity is growing very rapidly. [-See, e.g., In the Matter of Policy 

and Rules Concernins Rates for Dominant Carriers, Report and order, April 17, 1989, 

Docket No. 87-3 13, FCC 89-91, para. 2001. Furthennore, the FCC’s conclusions in this 

regard have been strengthened and expanded over the years. 
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In 1989, citing several productivity studies, the FCC concluded that 2.5% was the 

best estimate of LEC productivity. The FCC also concluded that the productivity offset 

should include a .5% “Consumer Productivity Dividend”. [Id., para. 6931. 

In 1990, after reviewing additional studies the FCC concluded that the 

productivity offset should be increased to either 3.3% or 4.3% depending upon the level 

of profit sharing an LEC chooses. [In the Matter of Policy and Rules Concerning Rates 

for Dominant Carriers, Second Report and Order, September 19, 1989, Docket No. 

87-313, FCC 89-91, para. 741. 

In 1994, the FCC initiated a docket to review LEC performance under the price 

cap rules established in 1990. [In re: Price Cap Performance Review for Local Exchange 

Carriers, CC Docket No. 94-1, FCC 95-132.1. After evaluating an array of new studies 

and evidence, the FCC concluded that a range of 4.0% to 5.3% would be appropriate for 

the productivity offset, depending upon the extent of profit sharing, if any, that would be 

applicable. Although this factor is only applied to the interstate jurisdiction, the FCC 

accepted the arguments of the U.S. Telephone Association (USTA) that it should base its 

productivity factor on the overall industry productivity rate, including both interstate and 

intrastate services. 

In 1997, based upon additional productivity studies, the FCC revised its price cap 

“X-Factor” to 6.5%, reflecting 6.0% productivity and a 0.5% consumer dividend. 

However, it should be noted that this decision was appealed and subsequently remanded 

to the FCC for further proceedings. During those proceedings, various parties proposed 

X-Factors ranging from 3.7% to 11.2% [See., Sixth Report and Order, Docket 94-1, May 

3 1 , 2000,7 1391 On remand, the FCC adopted an access charge reform proposal put 

forth by the Coalition for Affordable Long Distance Service (“CALLS”). [Id.]. The 

CALLS proposal included a 6.5% “X-Factor”. However, under the CALLS proposal, the 

X-Factor is used as a transitional mechanism to reduce access charges to targeted levels, 

rather than simply as a productivity offset. This decision has also been appealed. 
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Q. What is your reaction to the productivity offset included in the proposed settlement 

agreement? 

While this is probably less than the factor which would be justified by a detailed 

examination of the evidence, this is one of the less objectionable aspects of the settlement 

agreement. An productivity offset of 3.7% plus a consumer dividend of 0.5% results in a 

4.2% offset, which is a bit higher than the analogous factors adopted in other states, 

where offsets of 3% to 4% are not unusual. 

A. 

However, it is significantly less than the 6.5% offset which was most recently 

adopted by the FCC, and it is significantly less than the 5.3% offset chosen by most LECs 

under the FCC’s previous sliding scale. The latter figure is particularly significant, since 

it provides an indication of the actual level of productivity improvement these firms 

believe they will be able to achieve. When given the opportunity to choose from a sliding 

scale of 4.7, 5.0 and 5.3 percent offsets with associated profit sharing levels, most LEC’s 

chose the 5.3 percent offset. This allowed them to retain any and all excess profits they 

may be able to achieve under the price cap system. However, unless they anticipate 

achieving at productivity improvements in this range, any such excess profits would not 

materialize. Accordingly, the 5.3% choice is logically consistent with an expectation that 

productivity will grow in the range of 5.3% or more. Further, some states that set 

productivity factors in the 3% to 4% range several years ago, are discovering that 

companies operating under such price cap plans are significantly overearning-another 

indication that the 3% to 4% range is too low. 

Moving from a known (traditional regulation) to an unknown (price caps) 

involves a certain amount of risk for customers. By selecting a relatively high offset 

factor, the Commission could help ensure that consumers will be treated fairly under the 

new system, by ensuring that consumers benefit fi-om decreases in cost and increases in 

productivity that can be expected in the future. 
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Q. Are you suggesting that the Commission should accept Staff and Qwest’s 

productivity offset? 

No, not unless the “going in” rates are substantially reduced. As I said, 4.2% is within a 

plausible range for this particular variable, when looked at in isolation. However, under 

the current circumstances, RUCO cannot endorse this figure. For one thing, Qwest is 

expecting to achieve substantial cost savings and “synergies” as a result of its recent 

merger, which will effectively allow it to achieve higher than normal productivity gains. 

Also, the settlement calls for a revenue increase despite the fact that Qwest is currently 

earning excess profits, as explained in the testimony of RUCO witness Ralph Smith. 

Given this factual context, the 4.2% productivity offset is too low. 

A. 

Service Baskets 

Q. Let’s discuss the third aspect of the settlement agreement you mentioned. Are the 

baskets proposed by Staff and Qwest appropriate? 

A. The plan appropriately separates wholesale and retail services into distinct baskets. I 

strongly approve of placing all of the wholesale services offered to Qwest’s competitors 

into a distinct “wholesale” basket, which is separate from the analogous retail services. 

As the Commission knows, the level and structure of the incumbents’ wholesale rates will 

play a key role in either promoting or discouraging effective competition, particularly 

where incumbents retain a de facto monopoly on the provision of needed facilities. By 

separating these categories, the Company will have less opportunity to use its pricing 

flexibility in an anticompetitive manner. 

W l e  I approve of this aspect of the proposed plan, other related aspects of the 

plan are seriously deficient. In general, the three service baskets are too broad, and the 

basis of classification is too ambiguous and confusing. Further, the rules governing the 

classification of new services should be clarified and strengthened. 
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Q. Why should the price cap plan utilize more baskets than proposed by Staff and 

Qwest? 

As I explained earlier, the Plan distributes all services into just three service 

classifications. (“Basic/Essential Non-competitive”; Wholesale”; and, “Flexibly Priced 

Competitive”). This is the bare minimum number of classifications which is feasible, and 

I believe a larger number of baskets (or sub-baskets) would be desirable. To begin with, I 

have some concerns with the proposal to lump residential and business customers in the 

same category, since this could facilitate a drastic restructuring of the rates paid by these 

two groups. 

A. 

Both business and residential customers purchase essential services that are 

currently provided in a quasi-monopoly environment. However, these groups are not alike 

in their competitive characteristics. It is likely that the greatest degree of competitive 

pressure will be experienced in the business market--at least in these early stages of 

competition. Competitors have reason to anticipate that the business market will have the 

highest profit margins. Also, the total volume of service purchased by each customer 

tends to be higher (particularly for multi-line business customers); this means that 

competitors can more easily gain a given level of revenues by focusing on relatively few 

buyers. Finally, many business customers are viewed as quality-conscious, and thus 

carriers can more easily follow an entry strategy that does not simply emphasize cost 

savings. Given the likely differences in competitive pressure facing the business and 

residence categories, the Company will have strong incentives to reduce business rates 

and increase residence rates, to the extent allowed by the Plan. 

Q. 
A. 

Doesn’t the cap on flat rate residential service ameliorate this concern? 

Yes, to a substantial degree. However, it is unclear how long this cap will last. The plan 

provides that the caps will last “throughout the term of the plan”. [T[ 2(c)(i)] At least 

initially, the term of the plan is just 3 years. [y 6(a)] After t h s  initial term, Qwest may 
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propose to renew the plan with the same terms and conditions or with proposed revisions. 

Further, the proposed settlement agreement provides: “Renewal or modification of the 

price cap plan at the end of the initial term is subject to approval by the Commission. 

Until the Commission approves the price cap plan, or orders a termination of the Plan 

after its term, the Plan shall continue in effect.” [Settlement Agreement, p. 61 Therefore, 

as explained by Qwest, “if the Commission takes no action on the application for 

extension or revision, the plan remains in effect”. [Response to RUCO 33-41. While these 

provisions seem adequate to initially protect residential customers against excessive rate 

increases, I am concerned that the absolute cap on prices may seem anachronistic after 3 

years, and thus t h s  protection may not last. 

In my opinion, it would be preferable to protect residential customers from 

excessive rate increases through caps on individual rate elements (as I discuss elsewhere 

in my testimony), or through structural separation (placing residential and business rates 

in separate baskets or sub-baskets). Ideally, the Commission would place residential and 

business local exchange services into separate baskets, with appropriate rate element 

pricing restrictions for each. If business service is placed in a different basket than 

residential service, the Company will not have as much freedom or incentive to 

“rebalance” rates by increasing residential rates and decreasing business rates. As a result, 

differences in market conditions or the degree of competitive pressure will tend to 

translate into differences in the rate of decline in rates, rather than decreases in some 

market segments, offset by increases in others segments. Also, the Company will have 

less freedom to engage in anti-competitive pricing strategies if the plan were structured in 

this manner. 
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Q. In addition to separating business and residential services into separate baskets, do 

you recommend further differentiation between services? 

Yes. The proposed settlement would divide retail services into 2 baskets; one in which 

prices are strictly controlled, and one in which the Company has virtually unlimited 

pricing freedom. Accordingly, any attempt to reclassify Basket 1 services will potentially 

initiate a high stakes battle. It would be better to structure the plan in a way that avoids 

this “all or nothing” approach. With more baskets, the Commission would have more 

flexibility in achieving a gradual progression from strict price regulation to complete 

pricing freedom. 

A. 

For example, retail services could be grouped into the following baskets or sub- 

baskets: Residence Basic; Business Basic; Discretionary; Emerging Competitive; and, 

Fully Competitive. Qwest would be given a limited degree of freedom to modify prices in 

the “Discretionary” basket, and it would be given even more freedom to adjust prices in 

the “Emerging Competitive” basket. Near-total pricing freedom, as contemplated for 

basket 3 under the proposed settlement, would be reserved for the “Fully Competitive” 

basket under this approach. Establishmg additional subcategories makes it easier to vary 

the pricing rules that apply to each group, based upon differences in the characteristics of 

these services, and it avoids the problems which arise when subtle variations in the 

degree of competition are ignored. Under the approach used in the proposed settlement, 

for example, prices are rigidly controlled until the moment the service is declared to be 

“competitive” and thereafter Qwest would have virtually unlimited pricing freedom. This 

extreme dichotomy in pricing flexibility completely ignores the fact that competition 

tends to emerge gradually, and that few markets can be characterized as purely 

competitive or purely monopolistic. The typical market will display some of the 

characteristics of competition, at least to a limited degree, whle  also displaying some of 

the characteristics of market power. Given these typical circumstances, under the 

proposed settlement the Commission will be forced to make a black and white decision 
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between two extremes-either by emphasizing the competitive aspects of the situation and 

ignoring the evidence of lingering market power, or by emphasizing the monopolistic 

aspects of the situation and ignoring the evidence of emerging competitive pressures. The 

Commission should not be forced to make a simplistic distinction between “competition” 

and “monopoly.~~ A good price cap plan will provide it with an opportunity to classify 

each service in accordance with the subtle nuances of actual market conditions. 

Q. 
A. 

Q. 

A. 

What about wholesale services? 

It is desirable to keep these separate fi-om retail services. This is one of the good features 

of the proposed settlement. However, this category would ideally be subdivided into at 

least 2 separate baskets or sub-baskets, for essentially the same reasons I just discussed. 

Moreover, some wholesale services must be priced in accordance with federal law (e.g. 

UNEs), and thus pricing flexibility isn’t really appropriate, while other wholesale services 

are regulated under state law. An example of the latter category might include the services 

that Qwest provides to the competitive firms that operate pay phones, or customer owned 

coin operated telephones (COCOT), as they are sometimes called. It might be legally 

feasible to provide Qwest with a degree of flexibility in pricing these wholesale service. 

For example, as competitive local exchange carriers like MCIWorldcom gain a larger 

share of the local exchange market, they may increasingly provide a viable alternative for 

COCOT operators, and thus it might be appropriate to provide Qwest with additional 

flexibility in pricing the services it provides to the COCOT operators. 

You mentioned that the basis for classifying services into individual baskets is 

ambiguous and confusing. Can you explain this criticism? 

Basket 1 is labeled “Basic/Essential Non-competitive Services”. Basket 3 is labeled 

“Flexibly-Priced Competitive Servicesy’. As I explained earlier, Mr. Shooshan stated in 

his direct testimony that Basket 1 consists of “all services that [Qwest] currently offers 
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which have not been classified as ‘competitive’ or which are not currently afforded 

flexible pricing”. The proposed Plan further provides that Basket 3 includes “those 

services that have been accorded pricing flexibility or have been determined by the 

Commission to be competitive under A.A.C. R14-2-1108”. [I 4(a)] Rule 14-2-1 108 

provides: 

A telecommunications company may petition the Commission to classifjl 
as competitive any service or group of services provided by the 
company .... The petition for competitive classification shall set forth the 
conditions within the relevant market that demonstrate that the 
telecommunications service is competitive.. . . 

The rule further provides a list of specific information that must be provided as evidence 

of the competitiveness of the service or group of services in question. 

Although the operative distinction between Basket 1 and Basket 3 seems to be the 

degree of competitiveness associated with the service, the Basket 1 label seems to imply 

that a further distinction is the degree to which the service is “basic” or “essential”. This 

creates potential for confusion in the not uncommon situation where a service is not basic 

or truly essential, but it is not fully competitive either. By having only 2 retail baskets, the 

Plan effectively assumes that all non-competitive services are basic and essential, and that 

all competitive services can appropriately be grouped together as being neither basic nor 

essential. If this simplistic dichotomy were to be retained, any retail service which is not 

fidly competitive should remain in Basket 1, regardless of whether 01; not it is basic, and 

regardless of whether or not it is essential. If this is the intent, then it would be 

appropriate to change the name of this basket to eliminate the words “basic” and 

“essential,” thereby clariqing that the distinction between baskets is strictly based upon 

whether or not a service is competitive. However, an even better solution would be to this 

awkward dichotomy by adding additional baskets, or sub-dividing the baskets into more 

logical groupings, as I suggested earlier. 
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Q. Can you illustrate the approach you are recommending with regard to the service 

baskets? 

Retail services could be separated into at least 4 baskets or sub-baskets, and wholesale 

services could be separated into at least 3 subbaskets, as shown below: 

A. 

a Retail Services 

t Basic Residence 

t Basic Business 

t Discretionary 

t Emerging Competitive 

t Fully Competitive 

a Wholesale Services 

t U N E ’ S  

t Switched Access 

t Special Access and Other Wholesale Services 

Q. 

A. 

What are the problems associated with classification of new services? 

The plan provides that all new services and service packages will be placed into the 

competitive basket, subject to Commission consideration as provided in A.R.S. fj 40-250. 

This statutory provision sets forth certain procedural requirements regarding hearings on 

rate changes and other proposed changes in operations. 

This approach is fatally flawed, because it doesn’t contemplate the possibility that 

a new service or service package might more appropriately be classified as non- 

competitive. Just because something is new doesn’t automatically ensure that competitive 

alternatives exist, or that Qwest should be given total pricing freedom. The proposed 

settlement and referenced statutory provisions doe not contain any criteria or provisions 
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which would allow the Commission to determine whether a new service properly belongs 

in Basket 3, or whether it more appropriately belongs in a different basket. 

In addition to the requirements of A.R.S. 4 40-250, new product offerings should 

be subject to the criteria and procedures contained in Commission Rule 14-2-1 108. This 

will reconfirm the Commission’s authority to control rates and protect the public interest. 

The mere fact that services are new does not mean that the public interest will best be 

served by providing Qwest with extreme pricing flexibility. To the contrary, as 

technology continues to advance, it is reasonable to expect that many newly offered 

services will be important to users of the “information superhighway” and as such will 

also be of considerable concern to the Commission. 

Pricing Provisions 

Q. 

A. 

Q. 
A. 

Let’s turn to the fourth aspect of the settlement agreement you mentioned. Are there 

any problems with the pricing flexibility provisions of the proposed price cap plan? 

Yes. The proposed plan contains a combination of price ceilings and price floors which 

place some limitations on Qwest’s pricing freedom. There are problems with both of 

these aspects of the proposed plan. 

What are the problems associated with the price ceilings? 

First, as I explained earlier, there is some potential uncertainty regarding the status of the 

plan after the initial 3 year term. Qwest may request an extension or propose changes to 

the plan, but it is not required to do so. Similarly, there may be a delay before the 

Commission acts upon such a request. Yet, the caps on individual services in Basket 1, 

and the Price Index mechanism for all services in Basket 1 only apply for the first three 

years of the plan. It is unclear what would rule after three years, if the plan has not been 

formally extended or modified. Qwest could be fiee to charge “what the market will bear’’ 

for Basket 1 services. 

26 



9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Supplemental Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO, Docket No. T-01051B-99-0105 

Second, the proposed settlement would cap rates for certain Basket 1 services at 

current levels, and limit increases to rates for other Basket 1 services to 25%. This 

provides Qwest with too much pricing freedom because 25% is too loose a constraint, 

and because it would be applied to services as a whole. Instead, the Plan should include 

reasonable pricing limits on individual rate elements. This element-based approach 

provides significant additional protection for customers--particularly those who use more 

of a particular rate element than the average customer, and thus would be vulnerable to 

extreme increases in their bills under the settlement proposal. 

To illustrate this point, consider Measured Service (TIMCODE E5.2.1). This 

tariffed service includes a monthly rate element, a weekday rate element and a 

night/weekend/holiday rate element. It also includes a detailed billing rate element and a 

nonrecurring rate element. Staff and Qwest’s proposal does not place any constraints on 

these individual service elements, provided the overall price increase for the service as a 

whole stays below 25%. As a result, for example, Qwest could dramatically increase the 

night/weekend/holiday rates while lowering certain other rates, such as the non-recurring 

rates. Thus, customers that make most of their calls during the night/weekend/holiday 

period could face severe rate increases. There is no reason to assume the impact on 

individual customers would be reasonable merely because the service as a whole is 

subject to a 25% limitation. The best way to protect customers from “rate shock” is to 

limit the annual rate of increase in each individual rate element. 

If the Commission were to provide Qwest with pricing flexibility, it should 

impose reasonable constraints on t h s  flexibility, in order to protect consumers from 

extreme rate increases, and to ensure that any rate rebalancing is introduced gradually. By 

capping individual rate elements, the Company is given less freedom to rapidly increase 

rates, and customers will be given greater protection from rate shock during the interim 

period while competitive pressures are building. Eventually, these pressures should make 

it difficult for Qwest to impose extreme rate increases, and thus capping of individual rate 

27 



T 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Supplemental Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO, Docket No. T-01051B-99-0105 

elements will be a moot issue. In the meantime, this is a needed protection which also has 

the benefit of reducing Qwest’s ability to engage in unreasonable price discrimination. 

Q. 

A. 

What limits do you recommend for individual rate elements? 

Reasonable annual percentage limits should be imposed, over and above the other 

protections provided in the proposed plan. These rate element limits should be more 

restrictive in categories where customers have the fewest opportunities to avoid price 

increases. For example, the most essential services in the proposed baskets 1 and 2 (other 

than UNEs) should be subject to a limitation on individual rate element increases of no 

more than 3% in a year. Less stringent limits, such 5% per year, could be allowed for the 

rate elements in other services. Finally, the limits on rate increases for elements in 

services which are highly discretionary, but are not fully competitive, should be the least 

strict of all, perhaps as high as 20% per year. 

Q. What about rate elements for services which have been declared to be fully 

competitive? 

Under the settlement proposal, Qwest will have essentially unbridled discretion to price 

services in basket 3 at profit maximizing levels. No caps will be needed on these rate 

elements, as long as there is effective competition for all of the services in this basket. If 

the Commission is concerned that the Company may have a lingering degree of monopoly 

power in some of these markets, then the Commission should impose appropriate caps on 

increases to individual rate elements in those services. 

A. 

Q. Can you now explain the problems associated with the pricing floor provisions of 

Staff and Qwest’s proposal? 

For retail services, the proposed Plan provides that each service must be priced above its 

TSLRIC. The Plan provides the following: “Nothing in thls price cap plan is intended to 

A. 
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change or modify in any way the imputation requirements contained in A.A.C. R14-1- 

1310”. [y 3(g)] Given the context in which this language appears, it appears that this 

provision of the Plan might be limited to wholesale services. Rule 14-2-1310(C) 

provides: 

An incumbent local exchange carrier shall recover in the retail 
price of each telecommunications service offered by the company 
the TSLRIC of all nonessential, and the imputed prices of all 
essential services, facilities, components, functions, or capabilities 
that are utilized to provision such telecommunications service, 
whether such service is offered pursuant to tariff or private 
contract. 

Rule 14-2-1302 defines “Essential Facility or Service” as 

any portion, component, or function of the network or service 
offered by a provider of local exchange service: that is necessary 
for a competitor to provide a public telecommunications service; 
that cannot be reasonable duplicated; and for which there is no 
adequate economic alternative to the competitor in terms of 
quality, quantity, and price. 

Q. 
A. 

Is 14-2-1310(C) limited to wholesale services? 

It does not appear to be. Rule 14-2-1301 provides that Article 13 applies “to the provision 

of local exchange services 

confusion, if the proposed plan were to be approved, paragraph 3(g) s‘hould be moved 

fiom the wholesale section to a more generic location, thereby making it clear that the 

existing imputation rules apply to all services and all baskets. 

and between local exchange carriers ...” To avoid and 

Q. 

A. 

Do you have any other concerns with regard to this provision of the proposed plan? 

Yes. For example, the Commission should clarify that the requirement to impute the price 

of essential facilities and services applies even if the facility or service in question is not 
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essential for some competitors. For example, switched access service should be imputed 

into the price floor for retail message toll service because this is essential for most 

competitors, even though other options may exist for at least some competing carriers. 

Similarly, the price of an unbundled loop should be imputed in the calculation of the 

TSLRIC floor for a package of local exchange, custom calling and toll service, despite the 

fact that the local loop may not be “essential” for Cox cable or the wireless carriers. 

Service Quality 

Q. 

A. 

Q. 
A. 

Finally, let’s discuss the fifth aspect of the settlement agreement you mentioned. 

Could you describe the service quality provisions of the proposal? 

The proposed settlement agreement provides that for any year in which Qwest becomes 

subject to penalties under two or more of the five categories defined in Section 2.6 of the 

Service Quality Plan Tariff, additional credits shall be implemented. The additional 

credits will be in the form of one-time credits of $2.00 for each residential and business 

access line in Arizona. The Agreement further provides: 

No service quality penalties or credits will be assessed during the initial 
term of the price cap plan other than those provided for in the Service 
Quality Plan Tariff as modified by Decision No. 62672 and in this 
Agreement, except for any wholesale standards and penalties adopted in 
Docket No. T-00000B-97-0238 or in any other Commission proceeding 
addressing wholesale service quality standards or penalties. [§ 51 

Are these service quality provisions adequate? 

No. This is an area that clearly needs further scrutiny. The existing regulatory provisions 

have not been adequate to ensure that every customer consistently receives high quality 

service. While the settlement proposal takes some modest steps towards encouraging 

better quality, these are not adequate, especially considering the increased incentives 

which will exist under a price cap plan for Qwest to sacrifice quality in search of higher 
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profits. To the extent it can cut costs under a price cap system, even if this results in a 

deterioration in service quality, this will enhance Qwest’s profits, except to the extent any 

resulting penalties or credits exceed the cost reduction in question. Furthermore, in an 

increasingly competitive environment, Qwest will have a strong incentive to let its 

wholesale quality (e.g. service connection intervals for unbundled elements) 

deteriorate-since the adverse impact of this deterioration will primarily fall on its 

competitors. If the Commission were to consider adopting a price cap plan, it will be 

important to provide strong, comprehensive incentives for Qwest to improve and 

maintain service quality, particularly for its UNEs and other wholesale offerings. 

Concluding Thoughts 

Q. Do you have any concluding remarks you would like to make concerning the 

proposed settlement? 

Yes. RUCO believes that the price cap plan as proposed in the settlement agreement 

affords Qwest far too much pricing freedom, given the lack of effective competition for 

most of Qwest’s services in the state. In addition, existing provisions in the Arizona 

Constitution which contemplate fair value rate base regulation impose limitations on the 

type of regulation which is appropriate to use in this state. Moreover, it would be 

inappropriate to enact sweeping changes in the Anzona regulatory structure through a 

partial settlement involving just a few of the parties to this proceeding, and without 

providing RUCO and other parties a full opportunity to thoroughly examine the 

ramifications of the proposed changes, as well as various related issues. Finally, there are 

specific aspects of the proposed settlement which are clearly not in the public interest, 

including the excessive “going in” rate level and the lack of appropriate restrictions on 

changes to individual rate elements. Accordingly, I would urge the Commission to reject 

this proposal. 

A. 
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1 Q. 

2 A. Yes, it does. 

3 

Does this conclude your direct testimony, prefiled on November, 13,2000? 
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Staff-Qwest Settlement Proposal 
Net Revenue Change by Basket 

Element 
Current Proposed Revenue 

Rate Rate Difference Effect 

Basket 1 Services 

Residence NRC - Low Use Option $ 46.50 $ 
Residence NRC - Flat Rate Service 46.50 
Residence NRC - Reseller 35.47 
Business Zone Connection Charge (NRC) 53.30 
Residence Zone Connection Charge (NRC) 53.30 

1 .oo 
Business Zone 2 Change 3.00 

1 .oo 
Residence Zone 2 Change 3.00 

Business Zone 1 Change 

Residence Zone 1 Change 

Total Revenue Effect of Changes in Rate for Basket 1 Services 

Basket 2 Services 

Carrier Common Line $ 0.01657 $ 
Switched Transport 
Local Switching 
Interconnection Charge 0.0062 
Wholesale Directory Assistance 0.2255 

1 

1 

Total Revenue Effect of Changes in Rate for Basket 2 Services 

Basket 3 Services 

Directory Assistance 
Complete- A-Call 
Private Line Service 

$ 0.47 $ 
0.35 

2 

35.00 $ (11.50) $ 
35.00 (1 1 SO) 
26.70 (8.77) 

(53.30) 
(53.30) 

1 .oo 
3.00 
1 .oo 
3.00 

(30,015) 
(7,968,113) 

(137,990) 
(170,720) 

(2,267,789) 
(1 89,3 12) 
(192,888) 

(1,497,276) 
(1,941,876) 

$ (14,395,979) 

0.01586 $ (0.00071) $ (1,189,627) 
(357,811) 

1,528,156 
0.0025 (0.0038) (5,000,542) 
0.3544 0.1289 5,224 

1 

1 

$ (5,014,600) 

0.85 $ Q.38 $ 24,572,391 

13,697,701 
(0.35) (1,459,775) 

2 

- Increase in Available Additional Revenue in Basket 3 Services 
Except Directory Services for One Year $ 25,300,000 

Total Revenue Effect of Changes in Rate for Basket 3 Services 

Overall Revenue Effect for All Baskets 

See Additional Detail in Attachment B to the Settlement Agreement 
See Additional Detail in Appendix A to the Settlement Agreement 

1 

2 

$ 62,110,317 

$ 42,699,738 
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BJA Recommended Revenue Changes 
Net Revenue Change by Basket 

Element 
Current Proposed 

Revenue Revenue 

Basket 1 Services 

Local Residential Service 
Local Business Service 
Market Expansion Line 
Listings 
Optional Features 
Toll Restriction Services 
Other Services 

$ 352,322,341 $ 
163,565,380 

3,543,776 
14,774,548 
38,993,527 
2,730,280 

8,918 

Total Revenue Effect of Changes in Rate for Basket 1 Services 

Basket 2 Services 

Switched Access Services 
Other Services 

$ 69,018,636 $ 
10,305,422 

Total Revenue Effect of Changes in Rate for Basket 2 Services 

Basket 3 Services 

Long Distance Service 
Switched Access Services 
Private Line Transport Services 
Public Access Line Services 
Directory Assistance 
Other Services 

$ 30,135,952.23 $ 
1,414,301 

26,308,198 
55 1,288 

21,192,762 
355,844 

Total Revenue Effect of Changes in Rate for Basket 3 Services 

304,0843 15 $ 
141,607,589 

2,984,232 
24,224,536 
46,413,060 

8,790,438 
11,219 

$ 

64,004,038 $ 
10,484,880 

29,524,174.04 $ 
1,436,475 

31,937,577 
2,205,151 

40,936,058 
590,038 

Overall Revenue Effect for All Baskets $ 

Difference 

(48,237,826) 
(21,957,791) 

9,449,989 
7,4 19,533 
6,060,158 

2,301 

(559,544) 

(47,823,181) 

(5 ,O 14,598) 
179,459 

(4,835,140) 

(61 1,778.19) 
22,174 

5,629,379 
1,653,863 

19,743,296 
234,194 

26,67 1,128 

(25,987,192) 
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9 Introduction 

10 

11 Q. Would you please state your name and address? 

12 A. Ben Johnson, 2252 Killearn Center Boulevard, Tallahassee, Florida 32308. 

13 

14 Q. 

15 A. 

16 

17 

18 

19 

20 

21 

What is your purpose in submitting this additional testimony? 

In this additional supplemental testimony I will briefly comment on one aspect of the 

proposed settlement agreement filed by Staff and Qwest, based upon discovery responses 

which were recently received from these parties. For convenience, I have attached copies 

of their response to my testimony. 

In particular, I want to provide some additional comments regarding the 

provisions of the proposed settlement agreement which purport to impose a minimum 

price floor, below which Qwest would not be allowed to set rates. 

22 

23 Q. Would you please explain your concern? 

24 A. 

25 ' 26 

27 

Yes. Price cap plans are designed to give carriers increased pricing flexibility during the 

transition to a more competitive market. However, pricing flexibility can potentially be 

abused in ways that will slow the transition to effective competition, or enable a carrier to 

retain or regain its market power. 

I 
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Generally speaking, price cuts which are responsive to competitive pressures are 

considered a desirable outcome of the competitive process, and thus regulators should be 

reluctant to prevent or discourage price cutting of this type. However, there can be 

circumstances in which an incumbent carrier may use rate reductions in an anti- 

competitive manner. For instance, targeted price cuts may be used to discipline or punish 

certain of its competitors. Moreover, rate reductions may be used in a pre-emptive 

manner, to make competitive entry more difficult or impossible. Similarly, prices may be 

reduced to the point where competing carriers cannot cover their costs, including the cost 

of winning customers and gaining market share. 

At first glance, it appears that the proposed settlement agreement contains some 

limited protection from anti-competitive underpricing. More specifically, the plan 

requires services in Baskets 1 and 3 to be priced above their Total Service Long Run 

Incremental Cost (“TSLFUC”). However, this portion of the plan relies heavily on cross 

referencing existing provisions of the Commission’s rules, and it is not self-evident how 

these provisions will be applied or interpreted in this context. 

To illustrate my concern, consider the relatively simple issue of whether Qwest 

will be required to set prices for its retail toll service which exceed its switched access 

rates. Access rates are paid to Qwest by its toll competitors under most circumstances. If 

Qwest is given the freedom to price its retail toll service below these wholesale rates, the 

competitors will incur costs which exceed their revenues, a condition which is sometimes 

describes as an anti-competitive “price squeeze.” If Qwest is given the freedom to price in 

this manner, it will be able to force its toll competitors to choose between losing money 

and abandoning the market. Either way, setting toll prices below access is not in the 

public interest, although it may be in Qwest’s corporate interest, since it will discourage 

competition and help it maintain or regain a large share of the market. 

In response to this policy concern, regulators in various state jurisdictions have 

taken care to ensure that the incumbent LEC’s retail toll rates remain above their access 

rates. One way this can be accomplished is by imposing an “imputation” requirement, 

which requires access charges to be included in calculating the cost of providing toll 
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service. Clearly, an appropriate imputation requirement is a valuable and appropriate 

element of a price cap plan, since it will help protect against anti-competitive pricing 

practices. 

Q. 
A. 

Does the proposed price cap plan include an adequate imputation provision? 

No. Further clarification and improvement is needed. W l e  it appears that Staff intended 

to include a pricing floor in the proposed settlement agreement, the proposed provision is 

too weak, and there is some ambiguity concerning how it stringently it would be applied. 

For instance, in Qwest’s response to our discovery, it seemed to indicate that it 

intends to impute access costs only to the extent access is deemed “essential” under the 

Commission’s rules, and it concedes that “terminating” access is identified in the existing 

rules as an “essential” service. Thus, Qwest apparently intends to exclude originating 

access charges from its price floor calculations even though its toll competitors are 

generally forced to pay Qwest for originating access. 

Admittedly, originating access isn’t “essential” for some toll carriers under some 

circumstances. However, it represents an unavoidable expense for most toll carriers under 

most circumstances. To the extent carriers try to avoid paying originating switched 

access, they will incur other costs (e.g. special access charges). The fimction performed 

by originating access service (enabling retail customers to originate calls with the toll 

carrier of their choice) is clearly essential and cannot be avoided. While other options 

exist (e.g. special access) these are typically more expensive than switched access-at least 

when serving most residential and small business customers. While one might argue that 

switched access isn’t “essential” since carriers have the option of using special access, 

that doesn’t provide an adequate excuse for excluding one or the other of these costs in 

the pricing floor for toll service. If originating access is excluded from the price floor for 

toll service, Qwest will be free to subject its competitors to an anti-competitive pricing 

squeeze. 

As I indicated earlier, RUCO submitted some discovery to both Qwest and Staff 

concerning this issue, in an effort to clarify the intent of t h s  portion of the settlement 
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agreement. While none of the responses are completely enlightening, they tend to confirm 

my concern that the proposed settlement is ambiguous and could potentially provide 

Qwest with too much downward pricing freedom. For example, with regard to the 

relatively straightfonvard issue of toll pricing, Qwest doesn’t explicitly explain whether it 

will include originating access in the price floor calculations, but it leaves the impression 

that it doesn’t want to. Staff doesn’t say whether, or under what circumstances, Qwest 

will be allowed to set retail toll prices below access charges, nor does the Staff indicate 

whether, or under what circumstances, a distinction might be made between originating 

and terminating access (see the attached discovery responses). 

Q. 

A. 

Is your concern limited to the imputation of switched access? 

No. The same concerns apply to many other retail services, and ensuring that retail rates 

remain above the corresponding wholesale UNE rates paid by competitors. A price 

squeeze can easily result if an incumbent LEC is allowed to set retail prices below the 

level of UNE rates. If this is permitted, it will tend to discourage competitive entry, and 

make it difficult or impossible for competitors who are dependent upon UNEs to recover 

their costs and earn a profit. 

An order issued by the Hawaii Public Utilities Commission provides a good 

explanation of this issue, and the need to maintain an appropriate balance between retail 

and wholesale rates: 

Imputation 
For competition to thrive, there must be a level playing field fqr all local 
service providers. This requires all players to price their services based on 
a common benchmark. It is equally important that the incumbent, GTE 
Hawaiian Tel, not cross-subsidize those services that become subject to 
competition. Cross-subsidization occurs when: (1) any fully competitive 
or partially competitive service is priced below the TELRIC of providing 
the service; (2) fully competitive services, taken as a whole, fail to cover 
their direct and allocated joint and common costs; or (3) fully competitive 
and partially competitive services, taken as a whole, fail to cover their 
direct and allocated joint and common costs. 
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Q- 

A. 

Q .  

A. 

To ensure a level playing field and discourage cross-subsidization, we 
require GTE Hawaiian Tel to base its own prices for retail services on the 
same benchmark we set in this decision and order. That is, GTE Hawaiian 
Tel must price its services as if it were an entity separate and apart from 
the entity that controls and manages the physical facilities currently owned 
by GTE Hawaiian Tel. Thus, its services must be priced according to the 
same TELRIC (plus a reasonable allocation of common costs) for 
interconnection and unbundled network elements that it charges to CLECs. 
We do not, by this condition, require GTE Hawaiian Tel physically and 
organizationally to separate itself into different entities. We only require 
that GTE Hawaiian Tel price its services on the same benchmark as its 
competitors. [Decision and Order No. 16777, Docket No. 7702, page 18.1 

The Commission already has some rules concerning imputation. Aren’t these 

sufficient to deal with these concerns? 

No. Among other concerns, the rules in question are somewhat ambiguous, and there 

doesn’t exist a large body of orders from the Commission which clarify or interpret these 

ambiguous provisions. 

Staff argues that the “interpretation of these rules is not at issue at the present time 

in this Agreement.” What is your response? 

Admittedly, the proposed settlement agreement simply cross references the existing rules. 

However, if the proposed price cap plan were to be accepted by the Commission, this 

would have the effect of making the correct interpretation and implementation of these 

rules far more important than before. Under the existing system of regulation, these 

pricing rules perform a “belt and suspender” function, providing some additional 

protection from anti-competitive pricing. However, the primary protection is provided by 

the Commission, and this is not dependent upon the correct interpretation of these rules. 

Under the current system, the Commission regulates Qwest’s retail rates, and it 

retains the discretion to reject rates which seem to be unreasonably low. Furthermore, if a 

competitor complains that Qwest is trying to drive them out of business by pricing below 

the imputed cost of essential services like access, the Commission can investigate the 
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specific circumstances and make a determination whether or not the proposed tariff 

should be allowed. Thus, for example, the Commission can determine whether special 

access or switched access is most appropriately used in evaluating proposed prices 

included in any particular tariff. 

The proposed settlement agreement would take away the protection provided by 

the Commission, leaving nothing but the specific pricing limitations which are included 

in, or cross referenced by, the plan. Furthermore, at least with regard to services which 

involve a package of residential basic exchange and other services, the proposed 

settlement might have the effect of overriding, or negating, the limited protection 

currently provided by the Commission’s rules. 

Q. In your previously filed direct testimony concerning the settlement, you indicated 

that UNE rates should be considered in a price floor. Would you please discuss the 

Qwest and Staff responses to this issue? 

Yes. We asked Qwest and Staff some questions concerning UNE rates, but their 

responses did little to clarify the overall situation. One tlvs is clear, however: Qwest and 

Staff both imply that Qwest would be free to price packages of competitive and basic 

local exchange service below the corresponding UNE rates, thereby subjecting 

competitors to an anti-competitive price squeeze. 

A. 

Our discovery focused on a straightforward example: a package whch includes 

basic local exchange service, call waiting, call forwarding and 100 minutes of toll service. 

If these services were bundled together and sold for a modest discount below the normal 

retail prices for the individual components, a competitor can profitabl; compete with 

Qwest while paying the UNE loop and switching rates. However, under Qwest’s 

interpretation of the settlement agreement, it believes it will have the fkeedom to price far 

below its UNE rates, at levels that UNE-based competitors cannot possibly match. Qwest 

notes that the basic exchange rate is lower than the UNE loop rate, and it explains that 

“the current price of the residential basic exchange access line will be considered the 

price floor for any packages containing a residential access line.” 

6 



8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

I 25 I 

26 

27 

28 

Staffs response to this question is somewhat ambiguous, but it seems to leave 

open the possibility that Qwest would be allowed to drive its competitors out of business 

by pricing packages of basic exchange, vertical and toll services at levels which are equal 

to, or just slightly above, the price of basic exchange service alone. While a competitor 

doesn’t need to recover the entirety of its UNE costs from basic exchange rates when this 

service is priced on a stand alone basis, it certainly needs to recover these costs from the 

combination of basic and other services provided to its customers. The proposed 

settlement agreement apparently would give Qwest the freedom to price packages of 

basic, vertical and toll services at levels which are below the UNE switching and loop 

rates, and thus it will have the opportunity to squeeze its UNE-based competitors out of 

business. 

Q. 

A. 

What is your recommendation regarding this aspect of the proposed plan? 

Given the discovery responses received from Qwest and Staff, this is an aspect of the 

proposed settlement agreement which is deeply deficient. While the plan cross references 

certain portions of the Commission’s rules, these existing rules are not adequate in the 

context of the proposed settlement agreement, which would remove most of the 

Commission’s discretion to prevent underpricing of services. The price cap plan provides 

Qwest with too much discretion, and it takes away too much of the Commission’s 

discretion. Moreover, some of the language in the proposed settlement seems to weaken 

what limited protections currently exist in the Commission’s rules, potentially allowing 

Qwest to slash prices on bundled packages to levels whch are just slightly above the 

price for basic local exchange service-levels which would make it impossible for 

competitors to profitably use UNEs to compete with Qwest in the residential market. In 

my opinion, the proposed settlement agreement should be rejected, because it does not 

establish adequate protections against anti-competitive pricing tactics. 
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1 Q. 

2 November, 15,2000? 

Does this conclude your further supplemental testimony, which was prefiled on 

1 3 A. Yes, it does. 
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ARIZONA CORPORATION COMMISSION STAFF’S RESPONSES 
TO RUCO’S FIFTH SET OF DATA REQUESTS TO 

THE AFUZONA CORPORATION COMMISSION STAFF 

NOVEMBER 13,2000 
DOCKBT NO. T-0105lB-99-0105 

5.1 Please refer to page 3 of the proposed Settlement Agreement, which shows Staff and 
Qwest’s proposal to raise Private Line revenues by $13.7 million. Are all Private Line 
services included in the calculation of this amouni included in the Basket 3 list of services 
attached as Exhibit 3 to the proposed Settlement Agreement? If not, identify each service 
included in the caIcufahon of this amount, and the Basket in which Staff and Qwest 
propose to place such service. 

RESPONSE: Yes. 

RESPONDENT(S): William Dun kel, ACC Consultant 



ARfZONA CORPORATION COMMISSION STAFF’S RXSPONSES 
TO RUCO’S FIFTH SET OF DATA REQUESTS TO 

THE ANZONA CORPORATION COMMISSION STAFF 
DOCKET NO. T-0105 I B-99-OIO5 

NOvEMBER 13,2000 

The following questions refer to ACC Rule 14-2-13 IO(C), which provides: 

An incumbent local exchange canier shall recover in the retail price of each 
telecommunications service offered by the company the TSLlclC of all 
nonessential, and the imputed prices of all essentiaf services, facilities, 
components, functions, or capabiIities that are utilized to provision such 
telecommunications service, whether such service is offered pursuant to tariff or 
private contract. 

Rule 14-2-1302 defines “Essential Facility or Service” as 

any portion, component, or function of the network or service offered by a 
provider of local exchange service: that is necessary for a competitor to provide it 
public telecommunications service; that cannot be reasonable duplicated; and for 
which there is no adequate economic alternative to the cornpetitor in terms of 
quality, quantity, arid price. 

5.2 In the context of setting a price floor for message toll service under the proposed Price 
Cap Plan, would you ever consider switched access to be an “essential service” as that 
term is defined in Rule 14-2- 1302? Please explain under what circumstances switched 
access would be cansidcred an “essential service” and explain under what circumstances 
switched access would not be considered an “essential servicr.” 

RESPONSE: Section 3(g) of the Price Cap Plan states: 

Nothing in this Price Cap Plan is intended t o  changeir modify 
in any way the imputation requirements contained in ACC 
RI 4-Ll3fO. 

Since the interpretation o f  these rules is not changed, the interpretation of 
these rule3 is not at  issue at the present time in this Agreement. 

The proposed Settlement does not change the rules cited in the Requcsts, 
nor does it change the interpretation of any of the above rules. 

RESPONDENT(S): William Dun kel, ACC Consultant 

P. 94/12 



NOU-13-2900 1648 ACC LEG% DIVISION 
P .  E1912 

ARIZONA CORPORATION COMMISSION STMF’S RESPONSES 
TO RUCO‘S FIFTH SET OF DATA REQUESTS TO 

THE ARlZONA CORPORATION COMlWSSlON STAFF 

NOVEMBER L3,ZOOO 
D O C m T  NO. T-OlOSB-99-OIOS 

5.3 Should the price of switched access be included as an imputed cost when cdculating a 
price floor for any toll services under the proposed Price Cap Plan? If so, please identify 
the circumstances (e.g. specific tariffs) where this would be appropriate. If not, please 
explain why such imputation would not be appropriate. 

RESPONSE: Section 3(g) of the Price Cap Plan states: 

Nothing in this Price Cap PIan is intended to change or modify 
in any way the imputation requirements contained in ACC 
R14- 1-1 3 1 0. 

Since the interpretation of these rules is not changed, the interpretation of 
these rules is not at issue at the present time in this Agreement. Please see 
the response to Request 5.2. 

RESPONDENT(S): William Dunkcl, ACC Consultant 



1 ’ NO;-13-289Ef 16:48 GCC LEiGFIL DIVISION 

AFUZONA CORPORATION COMrvIlSSION STAFF’S RESPONSES 
TO RUCO’S FIFTH SET OF DATA REQUESTS TO 

THE ARIZONA COTiPORATXON COMMISSION STAFF 
DOCKET NO. T-01051B-99-0105 

NOVEMBER 13,2000 

5.4 Assume that Qwest offers a packaged service which includes basic local service, calI 
waiting, call forwarding and 100 minutes of toll service. h the context of setting a price 
floor for this package under the proposed Price Cap Plan, wodd you ever consider the 
Iocal loop to be m “essential facility” as that term is defined in Rule 14-2-1302? Please 
explain under what circumstances the local loop would be considered an “essential 
facility” and explain under what circumstances the local loop would not be considered an 
“essential facility.” 

RESPONSE: See 3(g) of the Price Cap Plan, which states: 

Nothing in this Price Cap Plan is intended to change or modify 
in any way the imputation requirements contained in ACC 
R14-1-1310. 

Since the interpretation of these rules is not changed, the interprctation of 
these rules is not a t  issue at the present time in this Agreement. Staff has 
not had sufficient opportunity to consider the specific package included 
in the Request and thus does not have a specific position at this time. 

Staff notes, however, that the Agreement requires that the packages in 
Basket 3 that rely on basic service as a component of the package must 
impute the retaii price of the basic service (LFR) in the TSLFUC to 
determine the price floor for the Basket 3 package. 

RESPONDENT(S): William Dunkel, ACC Consultant; and Peggy Rettle,. ACC Consultant 



NOU-13-2484 16: 48 FiCC LEGRL DIUISION 
P. 47/12 

ARIZONA CORPORATION CXXMiMISSION STAFF'S RJSPONSES 
TO RUCO'S FIFTH SET OF DATA REQUESTS TO 

THE ARIZONA CORPORATION COMMISSION STAFF 

NOVEMBER 13,2000 

Should the price of t he  unbundled local loop be included as an imputed cost when 
calculating a price ff oor for the service package described in rhe above question under the 
proposed Price Cap Plan'? If so, please identify the circumstances where this would be 
appropriate. I f  not, please explain why such imputation would not bc appropriace. 

DOCKET NO. T-010SlB-99-0105 

5.5 

RESPONSE: Section 3(g) of the Price Cap PIan states: 

Nothing in this Price Cap Plan is intended to change or modify 
in any wny the imputation requirements contained in ACC 
R14-1-1310. 

Since the interpretation of these rules has not changed, the interpretation 
of these rules is not at issue at the present time in this Agreement. See the 
response to  Request 5.4. The switched access line is used to provide a 
family of services. The loop i s  an "essential facility" far the entire group 
of services that is provided using that facility. As EL result of that, Staff's 
position has typicalIy been that it would be inappropriate to place the full 
cost of that shared facility on the cost of just one of the services that share 
that facility. (Please see, including but not necessarily limited to, pnges 
40-59, and any schedules referenced therein of Mr. Dunkel's Direct 
Testimony find ScheduIes on Rate Design in this proceeding.) 

Staff notes, however, that the Agreement calls f6r using the retail price of 
IFR to determine the price floor of packages in Basket 3 that include 
1 FR. 

RESPONDENT(S): William Dunkel, ACC Consultant; and Peggy Rettle, ACC Consultant 
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ARIZONA CORPOR4TION CO.MMISSXON STAFF’S RESPONSES 
TO RUCO’S FIE?“ SET OF DATA REQUESTS TO 

THE ARIZONA CORPORATION COMMISSION STAFF 
DOCKET NO. T-01051B-99-0105 

NOVEMBER IS, 2000 

5.6 In the context of setting a price fIoor for basic local service under the proposed Price Cap 
Plan, wouId you ever consider the local loop to be an ‘‘essential facility” as that, term is 
defined in Rule 14-2-1302? Please explain under what circumstances the local loop 
would be considered an ‘‘essential facility” and expIain under what circumstances the 
local loop would not be considered an ‘’essential facility." 

RESPONSE: Section 3(g) of the Price Cap plan states: 

Nothing in this Price Cap Plan is intended to change or modify 
in any way the imputation requirements contained in ACC 
Rl4-1-1310. 

Since the interpretation of these rules are not changed, the interpretation 
of these rules is not a t  issue at the present time in this Agreement. The 
term ”ever“ is a broad and vague term. However, in general principle, at 
lens? the full amount of the local loop would not normally be inctuded as 
being part of the price floor for  basic local exchange service. The 
switched access line is used to provide a family of services. Therefore, 
Staffs position is that it w o d d  be inappropriate to place the full cost of 
that shared facility on the cost of just one of the services that share that 
facility. (Plcase see, including but not necessariiy limited to, pages 40-53 
and the Schedules referenced therein of Mr. Dunkel’s Direct Testimony 
and ScheduIes on Rate Design in this procceding.) 

Staff notes, however, that the Agreement calls for using the retail price of 
1FR to determine the price floor of packages in Basket 3 that include 
IFR. 

K L x v n u u i  I (5): w~lliarn uunkel, ALL‘ Consultant; and Peggy Rettle, A L L  L‘onsultnnt 



NOU-13-2899 16348 RCC LEGFL D I I I  I S I ON P. 09/12 

ARIZONA CORPORATION COMfilISSION STAFF’S RESPONSES 
TO RUCO’S FIFTH SET OF DATA REQUESTS TO 

THE ARIZONA‘CORPORATION COMiVlISSION STAFF 
DOCKET NO. T-01051B-99-0105 

NOmMBER 13,2000 

5.7 Should the price of the unbundled local loop be included as an imputed cost when 
caIculating a price floor for basic local service under the proposed Price Cap Plan? If so, 
please identih the circumstances (e .g  specific tariffs) where this would be appropriate. If 
not, please explain why such imputation would not be appropriate. 

RESPONSE: Section 3(g)  of the Price Cap Plan states: 

Nothing in this Price Cap Plan is intended to change or modify 
in any way the imputation requirements contained in .4CC 
R14-1-13 10, 

Since the interpretation of these rules is not changed, the interpretation of 
these ruIes is not at issue at the present time in this Agreement. Please see 
the response to Request 5.6. 

Staff notes, however, that the Agreement calls for  using the retail price of 
1FR to determine the price floor of packages in Basket 3 that includc 
1FR. 

RESPONDENT(S): William Dunkel, ACC Consultant; and Peggy Kettle, ACC Consultant 



Arizona 
Docket No. T-1051B-99-105 
RUCO 36-001 

INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 001 

please refer to page 3 of the proposed Settlement Agreement, which shows 
Staff and Qwest's proposal to raise Private Line revenues by $13.7 million. 
Are all Private Line services included in the calculation of this amount 
included in the Basket 3 list of services attached as Exhibit 3 to the 
proposed Settlement Agreement? If not, identify each service included in the 
calculation of this amount, and the Basket in which Staff and Qwest propose 
to place such service. 

RESPONSE : 

Yes, all Private Lines services in the S13.7M revenue increase are Basket 3 
services. 

Maureen Arnold 
Director of Regulatory Affairs 
3033 No. 3rd St. 
Phoenix, A2 



Arizona 
Docket No. T-1051B-99-105 
RUCO 36-002 

INTERVENOR: Residential Utility Consumer O€fice 

REQUEST NO : 002 

In the context of setting a price floor for message toll service under the 
proposed Price Cap Plan, would you ever consider switched access to be an 
fressential service" as that term is defined in Rule 14-2-1302? Please 
explain under what circumstances switched access would be considered an 
ifessential service" and explain under what circumstances switched access 
would not be considered an "essential service.11 

RESPONSE : 

TO the extent that elements of switched access service are defined as 
loessential" in R14-2-1307 (c) (2) , which classifies the "termination of long 
distance calls" a s  essential, Qwest will continue to consider termination of 
intraLATA long distance calls to be essential until the Commission determines 
it to be otherwise in a rulemaking proceeding. 

David Teitzel 
Witness - Pricing and Policy 
1600 7th Avenue 
Seattle , WA 



Arizona 
Docket No. T-10513-99-105 
RUCO 36-003 

I INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 003 

Should the price of switched access be included as an inputed cost when 
calculating a price floor for any toll services under the proposed Price Cap 
Plan? If so, please identify the circumstances (e.g. specific tariffs) where 
this would be appropriate. If not, please explain why such imputation would 

. not be appropriate. 

RESPONSE : 

Qwest will include the price of any switched access elements defined by the 
Commission as essential, as well as the TSLRIC of any elements defined to be 
non-essential, in'the price floor of any Qwest intraUTA long distance 
service under the proposed Price Cap Plan. 

David Teitzel 
Witness - Pricing and Policy 
1600 7th Avenue 
Seattle, WA 



Arizona 
Docket No. T-10513-99-105 
RUCO 36-004 

INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 004 

Assume that Qwest offers a packaged service which includes basic local 
service, call waiting, call forwarding and 100 minutes of toll service. In 
the context of setting a price floor for this package uqder the proposed 
Price Cap Plan, would you ever consider the local loop to be an "essential 
facility" as that term is defined in Rule 14-2-1302? Please explain under 
what circumstances the local loop would be considered an loessential facility" 
and explain under what circumstances the local loop would not be considered 
an Ilessential facility.Il 

RESPONSE : 

Qwest concurs that the Qwest unbundled loop can be considered to be an 
Itessential facility" for setting price floors under the Price Cap Plan, until 
the Commission determines the unbundled loop to no longer be an essential 
facility, with the exception of establishment of price floors for residential 
basic exchange service. Since residential basic exchange service is currently 
priced below cost, parties have agreed that the current Drice of the 
residential basic exchange access line will be considered the price floor €or 
any packages containing a residential access line (see Price Cap Plan 4E). 

David Teitzel 
Witness - Pricing and Policy 
1600 7th Avenue 
Seattle, WA 



Arizona 
Docket No. T-1051B-99-105 
RUCO 3 6 - 0 0 5  

INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 005 

Should the price of the unbundled local loop be included as an imputed cost 
when calculating a price floor for the service package described in the above 
question under the proposed Price Cap Plan? 
circumstances where this would be appropriate. 
such imputation would not be appropriate. 

If so, please identify the 
If not, please explain why 

RESPONSE : 

For Business services, the price of the unbundled loop will be included in 
calculating the price floor for service packages incorporating business basic 
exchange services, SO long as the unbundled loop is classified by the 
Commission as "essential." For Residential services, see response to Ruco 
36-004. 

David Teitzel 
Witness - Pricing and Policy 
1600 7th Avenue 
Seattle, WA 



1. 

Arizona 
Docket No. T-10518-99-105 
RUCO 36-006 

I INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 006 

In the context of setting a price floor for basic local service under the 
proposed Price Cap Plan, would you ever consider the local loop to be an 
"essential facility" as that term is defined in Rule 14-2-1302? Please 
explain under what circumstances the local loop would be considered and 
"essential facility" and explain under what circumstances the local loop 
would not be considered an "essential facility." 

RESPONSE : 

See response to Ruco 36-004. 

David Teitzel ' 

Witness - Pricing and Policy 
1600 7th Avenue 
Seattle, WA 



Arizona 
Docket No. T-10513-99-105 
RUCO 36-007 

INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 007 

Should the price of the unbundled local loop be included as an imputed cost 
when calculating a price floor for basic local service under the proposed 
Price Cap Plan? If so, please identify the circumstances (e.g. specific 
tariffs) where this would be appropriate. If not, please explain why such 
imputation would not be appropriate. 

RESPONSE : 

See response to Ruco 36-005 

David Teitzel 
Witness - Pricing and Policy 
1600 7th Avenue 
Seattle, WA 



Arizona 
Docket No. T-1051B-99-105 
RUCO 35-006 

INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 006 

Under Qwest's understanding of the Staff-Qwest rate case settlement agreement 
(see Qwest witness Maureen Arnold Exhibit dated October 2 7 ,  2 0 0 0 ) ,  will all 
of the Qwest-US West merger savings related to or attributed to Arizona 
intrastate operations flow to the benefit of Qwest shareholders? 

a. If not, what provision is made within the Staff-Qwest rate case 
settlement agreement, to provide Arizona jurisdictional ratepayers with some 
portion of any Qwest-US West merger savings realized during the period 
covered by the settlement that are related to or attributed to Arizona 
intrastate operations? 

RESPONSE : 

Any potential savings (or risks) associated with the merger fall outside of 
the test year and do not meet the requirements for pro forma adjustments. 
For that reason, they should not be considered. The parties agreed to the 
productivity off -set to pass on to ratepayers benefits of improved 
productivity, including those arising from merger. 

Reed Peterson 
Regulatory Affairs Manager 
3033 No. 3rd Street 
Phoenix, AZ 



Arizona 
Docket No. T-1051B-99-105 
RUCO 35-001 

INTERVENOR: Residential Utility Consumer Office 1 
I REQUEST NO: 0 0 1  

Refer to the October 2 7 ,  2 0 0 0  Testimony of George Redding, which at page 4, 
lines 9-13, indicates that the income available from operations was not based 
on a compilation of specific adjustments, but "was the product of mutual 
agreement using the adjusted net operating income shown on the Staff's 
Schedule A and approximately one half the value of the adjustments described 
above. 

a. Are the "adjustments described above" the adjustments mentioned at Mr. 
Redding's testimony, page 3 ,  line 2 2 ,  through page 4, line 2, specifically: 
capitalized software, overheads assigned to the sale of exchanges, incentive 
compensation and out of period wage and salary increases? If not, explain 
fully. 

b. Provide the calculation that results in "approximately one half the value 
of the adjustments described above" per Mr. Redding's testimony at page 5, 
lines 12-13. 

c. In reaching the settlement with Staff concerning the revenue increase of 
$42.9 million, what consideration, if any, was given to adjustments proposed 
by parties other than Staff (e.g., by RUCO, DOD and AT&T) that were in 
addition to or different from the adjustments affecting the intrastate 
revenue requirement proposed by Staff? 

RESPONSE : 

a. Yes. 

b. Please see Attachment A. 

c. Please see the Company's response to RUCO 35-3. 

Judy Steward 
State Finance Manager 
1801 California St. 
Denver, CO 80202 



I .  
ARIZONA 
DOCKET NO. T-01051B-99-105 
RUCO 35-001 
ATTACHHENT A 

1 F-?. Qwest Inc. 
I f .  :'-) RUCO 35-1(b) 

Attachment A 1 -  

I 
I Calculation that resulted in "approximately one half of the adjustments 
, described above" . . . Mr. Redding's testimony at page 5, lines 12-1 3. 

From ACC Staff Exhibit E (page 1 of 2): 

Adiustments 

C-12 Incentive Compensation 
C-13 SOP 98-1 (Income Statement) 
8-2 SOP 98-1 (Rate Base) 

C-14 USWC Payroll Adjustment Reversal 
C-29 Exchange Sale Allocations Adjustment 

To tal Ad justmen ts 
Divide by Multiplier (1.6995) 
Divide by 2 

(000's) 
Revenue Reauirment 

$ (5,529) 
(32,840) 

(1,038) 
(1 3,322) 
(1 1,416) 

$ (64,145) 
(37,743) 
(18.872) 

- 
i' 

Income Available (ACC Staff Schedule A) 
Negotiated Income Available 

(Redding Testimony, page 5 & Brosch Testimony, page 4) 
Negotiated Difference 

134.3 

113.7 
20.6 



ARIZONA CORPORATION COMMISSION STAFF’S RESPONSES 
T O  RUCO’S FOURTH SET OF DATA REQUESTS TO ACC STAFF 

RE PROPOSED SETTLEMENT 

NOVEMBER 5,2000 
DOCKET NO. T-01051B-99-0105 

RUCO-4.3 Would a $7.242 million revenue requirement deficiency (as recommended by 
Staff on its Schedule A) afford Qwest a reasonable opportunity to earn a fair 
return on its fair value rate base, while resulting in just and reasonable rates and 
revenues to be paid by customers? If not, explain fulIy why not. 

R3ESPONSE: S taf fs  prefiled case would have provided Qwest with a reasonable 
opportunity to earn a fair return on its fair value rate base, if the 
Commission had adopted S taf fs  case in its entirety. No other party 
proposed that S ta f fs  case should be adopted without change. As explained 
by Staff witness Michael Brosch in his Supplemental testimony, Staff has 
considered its prefiled position and the attached litigation risks and, through 
negotiation with Qwest, believes that the terms and conditions described in 
the Settlement Agreement will result in just and reasonable rates and 
revenues to be paid by customers. The Settlement Agreement represents a 
compromise of certain issues, as explained in the Supplemental Testimony of 
Mr. Brosch. Please see also the S taf fs  response to RUCO-4.1. 

Respondent(s): Michael Brosch, ACC Consultant 
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(M) Material moved to 105.4,14. 

W S WEST EXCIYANCF AND NETWORK 
I SERVlCES 'r ARIPF COMMUNICATIONS 

ARIZONA 

SECTION 5 
Page 89 

Rclense 2 

T S S U C ~ :  7-26-95' Fffective: 8-30-99 

5. EXCliIhNGE SERVICES 

5.4 P~ekirUivr EXCIi..rNG'E SERVICES 
5.4.10 U S  "ESTC~ISTOM RINGING SERVICE (Conr'd) 

C. Rates and Charges 

1. This service is subject 10 the teims, conditians, rites nnd charges applicable to 
othcr exchange services and is in addition to h e  basic rates and charges for lhe 
service with which it is associated. 

N ON REC u R R ~ N  G .&lo N T ii LY usoc CHARGE11) RATE 

a. Custom Ringing 

Residence - First additional number RGG 1 + S 13.00 
~ . _ ~  . - Second additional number RGCi2+ 13.00 

- Third addirional number RGG3-t 13.00 

El us i ne s s 
- First additional number RCrGlt 13.00 
- Second additional number RGG2t 13.00 - Third additional nuinbcr RGG3-t 13.00 

u.00  
2.80 
2.80 

7.45 
5.25 
5.25 

[I1 Oiily one nonrecurring charge will apply per order to install Custom Ringing 
Service, 

(D) 
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ARIZONA CORPORATION COMMISSION STAFF’S RESPONSES 
TO RUCO’S THIRD SET OF DATA REQUESTS T O  ACC STAFF 

RE PROPOSED SETTLEMENT 

NOVEMBER 2.2000 
DOCKET NO. T-01051B-99-0105 

RUCO-3.9 In agreeing to an overall revenue increase of $42.9 million, what consideration, if 
any, did Staff give to the fact that each of the other parties who presented 
testimony on the revenue requirement in this proceeding, including RUCO , DOD 
and AT&T, recommended an overall revenue decrease based upon their 
calculations which each showed significant revenue sufficiency for Qwest’s 
Arizona intrastate operations? 

RESPONSE: The revenue requirement calculations of the other parties included 
adjustments and positions not advocated by Staff that, upon review by 
Utilitech, were not explicitly factored into the Settlement Agreement 
revenue requirement. See, for example, the responses to RUCO 3.5, 
above. 

Respondent(s): Michael Brosch, ACC Consultant 

c; 



ARIZONA COWORATION COMMISSION STAFF’S SUPPLEMENTAL 
RESPONSES TO RUCO’S THIRD SET OF DATA REQUESTS TO ACC STAFF 

RE PROPOSED SETTLEMENT 
DOCKET NO. T-0 105 1 B-99-0 105 

NOVEMBER 13.2000 

RUCO-3.2 Refer to the Supplemental Testimony of Michael Brosch. At page 1, line 31, he 
states that: “My advice to Staff was based upon judgments associated with the 
litigation risk of presenting and arguing the many issues set forth in Staffs and 
other parties’ prefiled evidence.” Did Staff or its consultants perform any written 
analysis or quantification of the differences between (1) the adjustments that Staff 
recommended in its testimony that affected the calculation of the Arizona 
intrastate revenue requirement for Qwest and (2) the adjustments recommended in 
the testimony of witnesses for RUCO, DOD and AT&T that affected the 
calculation of the revenue requirement? If so, provide a copy of such written 
analysis and quantifications. 

SUPPLEMENTAL RESPONSE: 

Staff objects to this question. Any answer would require disclosure of 
information which is privileged and protected as attorney work product. 
Without waiving this objection, Staff files the following supplemental 
response. 

Yes. Upon receipt of RUCO’s filing, Utilitech prepared and provided to 
Staff a comparison of its filings to RUCO’s, by appending columns to 
Staff Schedule E. That schedule is attached. 

Respond en t (s) : Mi c h ae 1 B r o s c h , AC C Cons u 1 tan t 
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US WEZT COMMUNICATIONS 
DOCKETNO. T-105159~105 

RECONCILUnON OF POSITIONS 
TESTYEAR ENDING DECEMBER 31. 1999 

INTRASTATE (000’~) 

ACC S l d  
Sa.dul. E 
Page 1012 

1;: 
it,. 

I “  REVENUE RUCO ISSUBS 
DIFFERENCE IN REQUIREMENT Per RavRqrntSumm 

AMOUNT PRETAX RETURN VALUE VALUE REFERENCE 

sen./ 
AOJ. 
NO. OESCRIPTION 

LINE 
NO 

1 

2 

3 

4 
5 
6 
7 
I )  
9 
10 
11 

12 

13 

14 

15 
16 
17 zj 21 

22 
23 
24 
25 
26 
27 
20 
29 
30 
31 
32 
33 
34 
35 
36 
37 
30 
39 
40 
41 
42 
43 
44 
4s 
46 
47 
48 

49 

50 

S l  
52 
53 
54 

55 
56 

57 

(A) 

U W C 5  Revenue Requlmmont 

R Q m  DfRnrance At USWC‘S R u b  8-13 

S&azd Revenue Requirement 

(C) (0) 

s201.221 

-2.05% (29.158) 

172,082 
PRE-TAX 
RETURN 

~ 3 . s e ~  0 

13.39% (5.924) 
13.98% (1.325) 
13.93% 9.032 
13.99% 950 
13.00% 148 

1.845 

13.99% (1 .03~  

SCH. A 

scn. B 

8-1 
8-2 
5 3  
84 
8-5 
e.4 
5 7  

SCH. A 

Gl  
G2 
c-3 
C 4  
C-5 
C b  
G7 

G 9  
G e  

c-10 
G l l  
c-12 
G l 3  
‘2-14 
C-15 
c-10 
G17  

c-19 
c-20 
Ct l  
c-22 
C- 23 
C-24 
C-25 
C 2 8  

c-ia 

C-27 

C-29 
C-30 
C-31 
G32 
C-33 

~ 2 a  

scn. A 

5CH. A 

(32.21 1) S1.422.100 

/%CC S A F F  RATE EASE AOJUSTMENTS 
UNREC3RDED RETIREMENTS 
SOP 9-1 (INTERNAL-USE SOFWARE) 
F m  FENSION ASSET 
CASH WORKING CAPITAL 
PRCFORVA DEPRECIATION - RESERVE REVERSAL 
BROC98AND CABLE TRANSACTIONS (ASSET TFMNSFER) 
FCC U W E G  - SEPARATlONS AOJUSTMENT 

T a m  Vzba d ACC Staff Rats Ease Aduetments 

ACC S t d  Rats Baa. Rcwmmendation 

REVENUE 
C O M R S I O N  
MULTIPLIER 

Uswt Ne Opemthg lnmme 

ACC S t d  NET OPERAllNG INCOME AWUSTMENTS 
R W E  ANNUALlZATION - RECURRING L O W  SERVICE 5,314 

215 
(1.091) 

24,722 
950 
81 

( w  

5.747 
(650) 

5.751 
8.151 
3,251 

19.323 
7.B39 
1.763 

46 
2.128 

(2,169 
452 

282 
1.721 

0 
740 

(1.233) 
1,392 
5,939 

99 
6.717 

(8,8JO) 
0 
0 

6 a3 

1.6995 
16995 
1.6905 
1.6905 
1,6695 
1.6995 
1.6995 
1.6905 
1.6905 
16995  
1.6395 
1.6935 
1.6995 
1,69?S 
1.6855 
1.6995 
1.8995 
1.6965 
1.6995 
1.6995 
1.6995 
1.6995 
1 0995 
1.6995 
1.6995 
1.6995 
16995 * 
16995 

1.6995 ’ ‘. 
1.6995 
1.6995 

i.es9s 

(20.075) E-2 
.A”LY\LUATlON OF INTRASTATE TOLL REVENUES 
REVB(54L OF ACCESS ANNUALlUTlON 

lnmrnplefe E-5 

Incrrrnplde E-7 
(42.166) E-3 

(10,047) E-23 

MISCELLANEOUS REVENUE NORMALIZATION 
D(RECX)RY IMPU7ATlON PER AGREEMENT 
BRCXDGAND CAELE TRANSACTIONS 
UNCOLLECTlBLES ANNUAUZAnON 
sER\nCE QUALITY PROGRAM COST ELlMlNAnON 
AFFiUATE TRANSACTION TRUE-UP NORMALlZATlON 
KIP NOMAROR REVERSAL 
M A R E N D  WAGE h SAURY ANNUALIUTION 
INCENTIVE COMPENSATlON 
SOP Sl (INTERNAL-USE SOFIWARE) 
USWC PAYROLL ADJUSTMENT REVERSAL 
P R C F O W  DEPREClATlON ANNUAUZATlON 
INTE??EzT SYNCHRONlZATlON ADJUSTMENT 
F C t  ZEiiEGULATED SERVICES REVENUE IMPUTATION 

P U 8 L K  WFAIRSIREUTIONS EXPENSE DISALLOWANCE 
US WEST INC. OEPARTMENTM DISALLOWANCES 
EMFWYEE CONCESSION ALLOCATION TO INTERSTATE 
DDaECUTION ON UNRECOROEO RETIREMENTS 
R E S G M D  RUCO Pmd. Advert 
PROFEKiy TAX CORRECTlON 
OUT OF PERIOD PROPERTY AN0 OTHER TAXES 
OUT OF PERIOD INCOME TMES 
IFMGE ADVERTISING, OLYMPIUSPORTS SPONSORSHIP 
REKT COMPENSATION 
EXU-WKGE SALE AUOCATlON AOJUSTMENTS 
R E C f P R G W  COMPENSATION 
R-D RUCO USF 
RESE?VED RUCO Gam Erch 
RE-D RUCO ITC amoft 

FCC OEREG - SEPARATIONS ADJUSTMENT 

(1 .m)  E-11, ~ - 1 4  
(8,084) E 4  

lnmmpleh E 4  
648 E-25 

(877) E-16 

(744) E-18 

(2.372) E-21 
(11.392) E-17, E-19. E- 

1,397 E 4  
(22.435) E-21 

0 (559) E-9 1.0995 
(229.214) 

(1 53,620) 

ACC SEI? Net Opcmtlng l n m e  RemrnrnendaUon 3134,271 
O N R  R€VENUE REQUIREMENT OIFFERENCES 
a ~ l p r r  3 Year AdJUetnmn! 
Autnmsk MJuslment Reveclue Rrqulremenl 
T M  Oher O&rsncsl 

RHIZh’CLEO REVENUE REQUIREMENT 
UNRECONCLED DIFFERENCE 

ACC STAFF R M N U E  REQUIREMENT RECOMMENOATlON 

0 
(13.25i4 
(13.2Y) 

57.014 
208 

57,242 
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Arizona 
Docket No. T-1051B-99-105 
RUCO 36-003 

INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 003 

Should the price of switched access be included as an inputed cost when 
calculating a price floor for any toll services under the proposed Price Cap 
Plan? If so, please identify the circumstances (e.g. specific tariffs) where 
this would be appropriate. If not, please explain why such imputation would 
not be appropriate. 

RESPONSE : 

Qwest will include the price of any switched access elements defined by the 
Commission as essential, as well as the TSLRIC of any elements defined to be 
non-essential, in the price floor of any Qwest intraLATA long distance 
service under the proposed Price Cap Plan. 

David Teitzel 
Witness - Pricing and Policy 
1600 7th Avenue 
Seattle, WA 



Arizona 
Docket No. T-1051B-99-105 
RUCO 36-002 

INTERVENOR: Residential Utility Consumer Office 

REQUEST NO: 002 

In the context of setting a price floor for message toll service under the 
proposed Price Cap Plan, would you ever consider switched access to be an 
"essential service1# as that term is defined in Rule 14-2-1302? Please 
explain under what circumstances switched access would be considered an 
llessential service" and explain under what circumstances switched access 
would not be considered an "essential service." 

RESPONSE : 

To the extent that elements of switched access service are defined as 
ltessential" in R14-2-1307 (c) (2), which classifies the "termination of long 
distance calls" as essential, Qwest will continue to consider termination of 
intraLATA long distance calls to be essential until the Commission determines 

I it to be otherwise in a rulemaking proceeding. 

David Teitzel 
Witness - Pricing and Policy 
1600 7th Avenue 
Seattle, WA 



SUMMARY OF THE SUPPLEMENTAL TESTIMONY 
OF 

RALPH C. SMITH 
ON BEHALF OF THE RESIDENTIAL UTILITY CONSUMER 

OFFICE 
CONCERNING THE PROPOSED SETTLEMENT 

Calculated 
Intrastate 
Revenue 

Requirement 
Increase 

(Decrease) 
Party ($000) 
Staff $ 7,242 
RUCO $ (34,101) 
DOD/FEA $ (51,972) 
AT&T [l]  $ (45,000) 
AT&T [2] $ (308,849) 

My supplemental testimony presents some of the concerns that RUCO has 

Reference 
Utilitech Schedule A, Staff Direct filing 
Exhibit -(L&A-2), Schedule A Revised, RUCO Surrebuttal filing 
Surrebuttal testimony of Richard 8. Lee, Attachment 6, Summary 
Susan M. Gately, Direct Testimony, p.40, fn. 25 (note [l]) 
Susan M. Gately, Direct Testimony, p.40 and Exhibit SMG-1 

concerning the proposed Settlement Agreement between Staff and Qwest. One concern 

is that the $42.9 million revenue increase is too high. Another concern is that the 

Settlement contains a provision precluding refunds if the Price Cap Plan or the Settlement 

is found to be unlawful, which is contrary to the public interest. 

Revenue Requirement. The proposed Settlement would provide Qwest with a 

$42.9 million intrastate revenue increase, which, in my opinion, is not warranted. As is 

evidenced by the filings of Staff, RUCO, DOD/FEA and AT&T witnesses in this 

proceeding, Staff is the only party (other than Qwest) who had recommended that Qwest 

111 reflects the $43 million directory revenue imputation from prior case. 
[2j reflects AT&T's recommended directory revenue imputation and 9.75% ROR from prior case 

be granted an increase in Arizona intrastate revenue: 

Summary of the Supplemental Testimony of Ralph C. Smith concerning the proposed settlement 
Docket No. T-1051B-99-105 Page 1 of 1 



The previously filed Direct and Surrebuttal Testimony in this proceeding of the other 

parties (RUCO, DODREA and AT&T) each identified a revenue excess and 

recommended that Qwest’s Arizona intrastate revenues be reduced. 

P 

As recently as September 7,2000 when Staff‘s Surrebuttal Testimony was filed, 

Staff revenue requirement witnesses Brosch (and Carver) continued to advocate a 

revenue increase for Qwest of no more than approximately $7.2 million. It is surprising 

and disturbing that Staff witness Brosch is now advocating a revenue increase for Qwest 

of $42.9 million that is almost five times greater than the previous Staff recommendation 

of $7.2 million. ($42.9 / $7.2M = 5.96~) The $42.9 million revenue increase is 

excessive and not warranted based on the evidence presented by the parties in this case, 

including the Staff witnesses. 

On page 2 of his November 20 rebuttal, Mr. Brosch states that he did not “factor 

in” two RUCO adjustments (E-22 and part of E-1) into his settlement recommendation 

because in his opinion they “are simply inappropriate and should have been disapproved 

if formally presented in a contested case.” I disagree with Mr. Brosch with respect to 

both items. 

Concerning RUCO Adjustment E-22, I was asked by RUCO to reflect in the 

instant rate case the impact of RUCO’s position in the concurrent proceeding, Docket No. 

T-01051B-99-0737, that the gain on the sale of the 38 Arizona exchanges, with traffic, be 

shared between shareholders and ratepayers. I reflected this RUCO position on Schedule 

E-22, which was filed with my direct testimony. This treatment, including the sharing of 

the gain over a three-year period, is similar to and consistent with the Company’s 

reflection of the sharing with ratepayers of 50% of the gain it realized upon the sale of its 

Summary of the Supplemental Testimony of Ralph C. Smith concerning the proposed settlement 
Docket No. T-1051B-99-105 Page 2 of 2 



interes in Bellcore. It is also consistent with prior Commission precedent, as 

length in RUCO’s testimony in Docket No. T-0105 1B-99-0737. 

iscussec ! at 

Concerning the portion of RUCO Adjustment E-1 criticized by Mr. Brosch, 

intrastate toll revenues were not annualized in RUCO’s presentation because such 

revenues have generally not been annualized in prior proceedings. These revenues are 

volatile from month to month, and the methodology for annualizing toll revenues used by 

US West (now Qwest) in this proceeding of multiplying December 1999 times 12 is 

inherently unreliable. 

Pages 3-4 of Mr. Brosch’s November 20,2000 rebuttal testimony mentions 

approximately $44.9 million of RUCO adjustments that he indicates “were implicitly 

compromised in Staff‘s negotiations with Qwest.” In each instance, the RUCO 

adjustments cited by Mr. Brosch were calculated differently than comparable Staff 

adjustments. RUCO’s adjustments should receive a full hearing on the merits rather than 

being “implicitly compromised” in a proposed settlement that RUCO does not endorse. 

The “No Refund” provision. The provisions of paragraph 13 of the proposed 

settlement are objectionable. That paragraph provides, among other things, that “. . . 

Qwest shall have no obligation to refund revenues collected during the period of time the 

Price Cap Plan is in effect” if the Arizona courts should ultimately find tkat the Price Cap 

Plan is unlawful. If the Price Cap Plan or the Settlement is found to be unlawful, Qwest 

should be required refund amounts that it collected. Removing Qwest’s obligation to 

refund revenues collected under a Plan found to be unlawful appears to be contrary to the 

public interest. 

Summary of the Supplemental Testimony of Ralph C. Smith concerning the proposed settlement 
Docket No. T-1051B-99-105 Page 3 of 3 
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BEFORE THE 
ARIZONA CORF'OR4TION COMMISSION 

SUPPLEMENTAL TESTIMONY OF 
MICHAEL L. BROSCH 

Please state your name and business address. 
My name is Michael L. Brosch. My business address is 740 North Blue Parbvay, Suite 
204, Lee's Summit, Missouri 64086. 

Are you the same Michael L. Brosch who previously submitted prepared Direct and 
Surrebuttal Testimony in this Docket? 
Yes. My qualifications and work experience were provided in my Direct Testimony. 

What is the purpose of your Supplemental Testimony in this Docket? 
My testimony explains the revenue requirement included within the Settlement 
Agreement between Staff and Qwest (pre.i.iously U S West Communications) and why 
such revenue requirement is reasonable and in the public interest. I also describe the fair 
value rate base, rate of return and adjusted operating income findings associated with the 
Settlement Agreement and why the Commission should find such amounts reasonable. 

What is the total revenue increase Qwest may implement under the Settlement 
Agreement? 
$42.9 million is the maximum revenue increase that can be implemented. Of this 
amount, approximately $17.6 million is to be implemented as an immediate revenue 
increase, whle the other $25.3 million represents authorized increases in overall revenue 
from a basket of competitive services that Qwest may elect to implement in the future. 

Is the $42.9 million rate increase the result of negotiations between Staff and Qwest? 
Yes. While I did not participate in the actual negotiations, I provided advice and 
assistance to the Staff in preparing for such negotiations. I advised the Utilities Division 
Director and Staff Come1  that the $42.9 million amount was, in my jud,ment, 
reasonable and consistent with the public interest. 

Was the $42.9 million revenue requirement amount the result of issue-by-issue 
negotiations between Staff and Qwest? 
No. My advice to Staff was based upon judgments associated with the litigation risk of 
presenting and arguing the many issues set forth in Staffs and other parties' prefiled 

UTILITECH, MC. 1 
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Supplemental Testimony of Mizha?! L. Brosch 
Docket No. T-1051B-99-105 
Page 2 of 4 

evidence. It is my understanding that Qwest engaged in its own assessmtx e? such risks 
and presented settlement offers reflective of possible outcomes if ~ 5 2  issues were 
litigated. However, there was no issue-by-issue negotiation and the to-A revenue 
requirement that was agreed upon is not premised upon specific outcomes f t r  particular 
issues. The Settlement Agreement should not be viewed as an agreement regarding any 
ratemaking theories or positions that are at issue in this Docket. Rather, thc Szrrlement is 
a compromise of all of the issues between Staff and the Company. 

Why is a $42.9 million rate increase reasonable and in the public interest? 
Staffs prefiled direct evidence supported a rate increase of $7.2 million. a5er making 
many accounting adjustments and significantly reducing the Company’s requested rate of 
return. In contrast, the Company’s filing supports a total revenue Inc r t ac  of $201.2 
million. Schedule E within the ACC Staff Joint Accounting Exhibit is a one-page 
reconciliation of the many issues between Qwest and the Staff t h s  make up the 
approximately $194 million in dispute between Qwest and the Staff in this Docket. Line 
2 of Schedule E indicates a $29.2 million difference in recommended iates of return 
associated with Qwest’s requested 14 percent return on equity versus the Staffs 
recommended 11.75 percent ROE. With respect to original cost rate base issues, Staff 
and Qwest differ by only $1.8 million in revenue requirement (Schecide E, Line 12, 
column D). However, at lines 15 through 45, many operating income adljzlsnnents are 
summarized that total $153.6 million in revenue requirement value (see Line 49). Most 
of the major issues shown in this listing are vigorously disputed by Qwesr Seyeral of the 
issues in dispute have no guiding precedent in prior ACC rate orders. If Siaff were to not 
prevail on only a few of the larger operating income adjustments, the resulting approved 
rate increase would be much larger than the $42.9 million in the Settlement -4greement. 
Additionally, if the Commission were to grant a return on equity only nodcstly higher 
than Staffs 11.75 percent recommendation, the resulting rate increase couid be much 
larger than Staff has recommended. 

What is the approximate revenue requirement impact of one percent in rem= on equity, 
applied to Staffs proposed rate base? 
Each clne percent (1 00 basis points) is worth about $12.6 million in reveoai requirement. 
While it is not possible to accurately predict what the Commission m>- nave found 
reasonable with respect to Qwest’s Arizona ROE, it should be noted thai &e rota1 spread 
between Qwest’s and Staffs recommended ROE was 2.25 percent (225 bEis points). 

UTILITECH, INC. 
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Which of the operating income adjustments proposed by Staff have no guiciks precedent 
in prior ACC rate orders? 
Adjustment C-13 (Line 28 of Schedule E) reflects adoption of the nsn- SOP 98-01 
accounting pronouncement for computer software costs, causing certain sefhvare costs 
previously expensed to now be capitalized on the books. This adjustmenr is contested by 
Qwest and has the effect of reducing test period revenue requirements b>- S3Z.S million in 
Staff‘s filing. Another issue not previously addressed by an ACC oidei is Staffs 
proposed disallowance of certain of Qwest’s incentive compensation plm expenses (Line 
27 of Schedule E). This adjustment is contested by Qwest and has the ef3-m of reducing 
test period revenue requirements by $5.5 million in Staffs filing. S t a y s  Operating 
Income Adjustment C-29 challenges Qwest’s proposed allocation of cos& io the rural 
exchanges being sold in Arizona, reducing revenue requirements by S 1 1.4 million (Line 
44 of Schedule E). This issue has not previously been addressed in any -ACC rate order. 
Staff has also proposed the reversal of Qwest’s adjustment to reflect wage rate increases 
granted and effective after the end of the test period in Adjustment C-14 (Line 29 of 
Schedule E). Qwest has argued that this Staff position, which reduces revenue 
requirement by $13.3 million, is contrary to the precedent established in prior ACC rate 
orders. While Staff believes its position is fully supported in prefiled ex-idsllce for each 
of these adjustments, it is entirely possible that litigation of these issues m d  other Staff 
adjustments may result in much higher revenue increases in the final rate order than have 
been agreed upon through settlement. 

Is it significant that more than half of the authorized net overall rate increae for Qwest in 
the Settlement Agreement represents an opportunity to inaease revtnues from 
competitive services in the future? 
Yes. In the absence of settlement, most or all of the revenue requirement ordered by the 
Commission might have been assigned to less competitive services, including basic local 
exchange services. Under the Settlement, intrastate access charges and c c a i n  base rate 
area and zone comection charges are actually reduced, while much of the IZ::: increase is 
directed to competitive services that can be increased up to $25.3 millon only to the 
extent market conditions permit such increases to be realized. Mr. Dunkel a6diesses the 
Settlement rate design in his Supplemental Testimony. 

Are future year rate reductions also contemplated by the Settlement? 
Yes. Two future annual intrastate access charge rate reductions of $5 n d i o n  each are 
scheduled to occur, which may be offset by increases in revenue from competitive 
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services. In addition, through action of the productivity offset and consufTier dividend 
under the Plan. further reductions in Arizona intrastate revenues are also possible. 

What fair value rate base value underlies the Settlement? 
The parties have ageed that Qwest’s jurisdictional Arizona fair value rate base is 
$1,445.S million. This is the amount shown at Staff Schedule A, Line 1, in Column F. 

What fair rare of return underlies the Settlement? 
By agreement of the parties, the fair rate of return is 9.61 percent. This is the return 
percentage shown at Staff Schedule A, Line 2, in Column F. This rate of return, when 
applied to the Fair Value Rate Base on Line 1, produces a Required Operating Income of 
$138.9 million, as shown on Line 3. In light of the many operating income issues in 
dispute and the uncertainties associated with litigating these issues, Qwest a d  the Staff 
jointly concluded through negotiation that Adjusted Net Operating Incomc of $1 13.7 
million is reasonable for ratemaking purposes. The resulting rate increase needed by 
Qwest is the $42.9 million in the Settlement Agreement. These calculations are 
summarized below: 

SETTLEMENT VALUES 

Fair Value Rate Base 

Fair Rate of Return 

Required Operating Income 

Adjusted Net Operating Income 

Operating Income Deficiency 

Gross Revenue Conversion Factor 

Total Increase in Revenue Required 

$ MILLIONS 

$1,445.8 

9.61% 

$138.9 

113.7 

$ 25.2 

1.6995 
$42.9 

In your opinion, will the rate increases and overall revenue requirement inciuded in the 
Settlement Agreement produce just arid reasonable rates that are in the public interest? 
Yes. 

Does this conclude your Supplemental Testimony? 
Yes. 

UTILITECH, INC. 
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BEFORE THE 
,4RI ZO K A CORPOR4TI ON C 0 hIh.II S S I ON 

REBVTTAL TESTIMONY REGARDING SETTLEMENT AGREE1IES-I- 
MICHAEL L. BROSCH 

1 Q. Please state >.our name and business address. 

2 A. h4y name is Michael L. Brosch. h4y business address is 740 North Blue Park\?-ay, Suite 

3 204. Lee’s Summit, Missouri 64086. 

4 

j Q. 
6 

7 A .  

8 

9 Q. 
i o  A 

I 1  

13 

14 

15 

16 

17 

19 Q. 
20 

I -- 71 

I 23 A. 

I 3.5 

i 28 

Are you the same Michael L. Brosch who previously submitted Direct, Surrebuttal and 

Supplemental Testimony in this Docket? 

Yes. My qualifications and work experience were provided in my Direct Testimony. 

What is the purpose of your Rebuttal Testimony Regarding the Settlement .Agreement? 

This rebuttal testimony responds to the revenue requirement Supplemental Tesrimony of 

Ralph C. Smith on behalf of RUCO and Susan M. Gately on behalf of -\IT&T. I will 

explain why the Settlement Agreement revenue requirement is reasonable and in the 

public interest even though it does not explicitly address specific issues raised by the 

Staff, RUCO or AT&T directly. In particular, I will explain why the major differences in 

revenue requirements proposed by these two witnesses relative to the Staff are zssociated 

with a few large ratemaking adjustments that are not appropriate and should not be used 

to reduce the $42.9 million settlement revenue requirement. 

Mr. Smith’s Supplemental Testimony notes that the Settlement Agreement revenue 

requirement was a compromise reached “without an issue-by issue negotiation 

(Supplemental Testimony, page 2, line 2). Does such an approach render tine resulting 

revenue requirement inappropriate or arbitrary? 

No. As I explained in my earlier Supplemental Testimony, the advice I provised to Staff 

Counsel in support of negotiations was mindful of the adjustments and issues raised by 

all parties to the proceeding, with specific reference to several of Staffs aG-j?jstments I 

considered to be most “at-risk”. It should be noted that the many other Staff zdjustments 

not specificail y noted in my SuppIeniental Testimony were all effectiI-ely “won” in 

negotiations because the revenue requirement was based upon Staffs rate b u e ,  rate of 

.. 
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retum and stzrring point adiusted operating income. There is nothing arS:x-z_r~. ahout a 

i.igorouslj. negotiated compromise of the revenue requirement that is not blxrbened with 

detailed issue-b!’-issue findings in favor of specific parties on each of die dozens of 

adjustments proposed in this proceeding. In fact, any attempt to reach a settlement by 

specific resolution of each proposed adjustment would likely have required detailed 

concessions that the parties would have been unwilling to make. Additionzl!~.. such an 

approach \~irtu211y guarantees full litigation of each of the \yarious issues so that any non- 

s 
9 

signatories could contest the various concessions made or not made in such 2 settlement. 

10 Q. 

1 1  

12 

13 

14 

At page 2 of his Supplemental Testimony, RUCO witness h4r. Smith quotes your 

response to a RUCO data request stating, “The revenue requirement calculations of the 

other parties included adjustments and positions not advocated by Staff that: upon review 

by Iltilitech, were not explicitly factored into the Settlement Agree- 1:ienr revenue 

requirement.” Were these adjustments not “factored in” for specific reasons? 

. A. Yes. In my opinion, most of the RUCO adjustments were implicitly considered to the 

16 

17 

1s 

19 

20 

21 

22 

23 

24 

25 

26 

27 Q. 

2s  

1 9  

extent the)- overlapped Staffs adjustments. However, two of the adjustmznrs proposed 

by RUCO thar were intentionally not “factored in” for settlement purposts 2re simply 

inappropriate and should have been disapproved if formally presented in 2 contested case. 

These include RUCO’s Adjustment E-1 that reverses all of the Coniparp’eproposed Toll 

Revenue Loss hua l i za t ion  ($3.3 million revenue requirement impact) and RUCO’s 

Adjustment E-22 that would credit another $22.9 million of estimated Gain on Sale of 

Arizona exchanges into the revenue requirement. These two adjustm:n:s were not 

included in Staffs case because Qwest’s competitive toll losses are clearl\- a -known and 

measurable change that should be recognized and becpse the gain on sale of exchanges 

is being separately addressed in another pending Docket before the Commission. 

h4r. Smith’s Supplemental Testimony discusses RUCO adjustments th21 2re different 

from or in some instances supplemental to adjustments presented by Staff. -%-e there any 

omissions within RUCO’s proposed revenue requirement that cause S--zfi^s revenue 

requirement to serve as a better beginning point for Settlenient purposes? 

UTILITECH. INC 
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J.es. Staff \vas careful to post adjusrnients that were required to Tc52ct known 

corrections tc the Company’s prefiled case. even if making such adjustmen:_c increased 

the revenue requirement. The RUCO filing does not reflect any of these corre2:ions. The 

revenue’ requirement advocated by RUCO is therefore incomplete an3 should be 

increased to recognize at least the following Staff adjustments that wei-e omitted by 

RUCO: 

Reversal of Depreciation Reserve Proforma (Staff Schedule B-5) 

Affiliate Transaction True-up Normalization (Staff Schedule C-9) 

Out of Period PropertylOtlier Taxes (Staff Schedule C-25) 

The combined effect of these needed adjustments that were not made b!. RUCO is an 

increased rel‘enue requirement of $12.2 niillion’. These omissions in RUCO‘s filing, 

along with the Toll Loss and Gain on Sale items mentioned above and RUCO‘s lo~7er 

return on equity recommendation, explain most of the difference betv,een S a f f  s and 

RUCO’s recommended revenue requirements. 

Mr. Smith’s Supplemental Testimony at page 3 also indicates tha; RUCO has 

recommended a revenue decrease rather than an increase. Does the RUCO r a z  reduction 

rely upon adjustments coniparable to or “overlapping” Staffs SOP 98-01. incentive 

compensation, and out of period wage increase disallowances that weiz implicitly 

compromised in Staffs negotiations with Qwest? 

Yes. The same litigation risks I referenced in my earlier Supplemental Tesrinony n4th 

respect to Staffs advocacy of these adjustments would, in my view. also apply to 

RUCO-s conesponding adjustments. However, Mr. Smith’s reference IO RUCO’s 
recommended overall rate reduction for Qwest is dependent in large pa? upon an 

assumption thaz RUCO and Staff would fully prevail on these significanr issues, even 

though the adjustments represent major policy issues not previously reso:\ ei in a rate 

case before the ACC in the manner proposed by Mr. Smith. RUCO Adiutments E-15 

(SOP 58-01 j ,  E-12 (Incentive Compensation), E-1 3 (Management Wages 2nC Salaries - 

Post Test Year), and E-14 (Occupational Wages and Salaries - Pcsr ]*ear End) 

I See Staff Schedule E. Column D. at Lines 9, 24 and 40. 

UTILITECH. INC. 
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collectivel~ rzduce Qwest’s asserted revenue requirement approsimate1~- S”4.9 millior?. 

as filed in RLTC0-s eiidence.’ 

Q. At page 4 of his Supplemental Testimony. Mr. Smith references the return on equity 

(“ROE.) reconimendation of RUCO witness Mr. Legler of 11.5 percent. HOW does this 

ROE compare m i  th Qwest’s recommendation and the compromise ROE embedded within 

the Settlemeni Agreement? 

Qwest proposed an ROE of 14.0 percent in its asserted revenue requirements. The 

settlement .rigreenlent reflects the adoption of Staffs proposed ROE of 1 1.75 percent, 

only one fourih of one percent (25 basis points) higher than is advocated b>- RUCO. h4r. 

Legler‘s modestly lower recommended ROE would change the Settlement Agreement 

revenue requirement by about $3 milIion. It is my belief that adoption of Staffs ROE is 

a reasonable compromise for settlement purposes: given the aboire sated range of 

recommendations and the inherent judgment involved in determining ROE for 

ratemaking purposes. 

A.  

Q. According to AT&T witness Ms. Gately in Supplemental Direct Testimony at page 2, the 

Settlement Agreement revenue requirement “can only be described as arbitraq and began 

from an unreasonably inflated revenue requirement base”. She then characterizes the 

$42.9 million amount as a “split the baby” treatment that must be “accorded to the 

proposed adjutments of other interested parties as well”. How do you respond? 

The Settlement Agreement revenue requirement did not begin with Qwest‘s asserted 

revenue requirement, but instead used Staffs rate base and rate of return outright. The 

settlement also used Staffs adjusted operating income rather than Qwest’s. with upward 

adjustment to recognize that Staff would likely not prevail on every one of its many 

adjustments. For Ms. Gately’s “split the baby” characterization of the seclement to be 

correct, the revenue requirement would be more than $1 04 million, rhe mid-point 

between Qwlest’s asserted $201 million revenue requirement and Staffs S7.2 million 

reconimendation. It certainly does not follow from her mischaracteriarion that every 

.4. 

1 RUCO Schedule E Revised. Page 4 of7, Sun of Line 46 for adjustments E-I2 through E-15. 

LJTILITECH, INC 
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unsubstaniizxd adjustinent proposed 1?>* every non-signator), party must noxv be used to 

reduce the rex enue requiremenl in a 50!'50 factoring process. 

Q. h4s. Gatel! references "nine specific corrections" in her S u p p l e m e d  Direct Testimony 

starting at page 9. Then she claims seven of these AT&T adjustmens "were not 

addressed by Staff and Qwest in the development of the negotiated re\.enue increase". 

How do you respond? 

A. The seven listed items at pages 9 through 12 are not "corrections" at all. but =e instead 

improper diszllo\vances and imputation adjustments that are based upon incorrect 

assumptions. misunderstandings of Staffs case: improper ratemaking policies and are 

inconsistent u-ith prior ACC Decisions. I will address her listed items in order: 

1) Staff verified that Local Number Portability costs were properly treaied in 
Qwest-s filing through the jurisdictional separations process, through a 
series of detailed data requests and analyses'. No ratemaking adjustment 
is required to further adjust for LNP. 

2) Qwest's interconnection costs are ongoing in nature and were not at 
extraordinary or non-recurring levels in the test period4. No raten;&i?g 
adjusment is required in this area. 

3) Staffs filing and the Settlement did reflect the only plant and depreciixion 
adjustments that could be supported with evidence applicable to -4nZOna 
continuing property records5, even though Staff was fully aware of and 
had investigated the FCC audit reports and Qwest's responses to same. 
ATkT's proposed extrapolation of the pending FCC audit repon to 
Arizona is inappropriate. 

4) Staffs filing and the Settlement did reflect full imputation to eliminzte 
FCC deregulated service losses for rateniaking purposes6, contrary to 5fs. 
Gatell -s  representations to the contrary. 

Staffs filing and the Settlement reflected sufficient imputation to mee: rhe 
prior Settlement Agreement requirements as previously ordered by rhe 
Coinmission upon appeal and remand in the last Arizona rate case. 

5) 
7 

See, for example. data requests UTI 51-13, 54-01. 54-02 57-1 I and RUCO 28-1 7 .  
See, for example, data requests UTI 13-22, 24-1 9 and 17-03. 
Staff Schedules B-I and C-22 disallowed Unrecorded Plant Retirements estimated amounts. 
staff Scheduies C-I 7 and C-18 reflect FCC Deregulated Services imputation and related separztjons. 
Staff Schedule C-5 imputes drectory revenues based upon the prior ACC-approved Settlemeni Agreement. 

3 

A 

S 

6 

i 
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1 

7 L 

4 
5 
6 
I 
8 
9 

10 
11  
12 

.,.. 
6 )  Staffs filing and the Settlement reflect full elimination of the S66 3;liiGn 

pension asset from rate base. contrarj. to Ms. Gately's representa5m'. I t  
is necessary. however, to remove the corresponding deferred tax izse>*eS 
associated with such elimination. which are improperly in 
AT&T's proposed adjustment. 

Staff investigated Qwest's Post-retirement Benefits Other Than Pension 
(PBOP's) proposal for compliance wit11 the Commission's criteriz as 
referenced by Ms. Gately, and found the Company's proposal io b? in 
substantial compliance with the Commission criteria. 

7) 

13 Q. 

14 A. Yes. 

Does this conclude your Rebuttal Testimony Regarding Settlement Agreeolent? 

Staff Schedule B-3 at line 1 disallows the $66 million pension asset. 6 

UTJLITECH. NC. 
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I 1 I. INTRODUCTION 

3 Q. ARE YOU THE S X l l E  M'TLLIPLM DUNKEL k-HO PREVIOCSLY SUBMITTED DIRECT 

1 

5 A. Yes.' h4y qualifications and experience were included in my Depreciation Direct Tsstimony in 

6 this proceeding. 

7 

A S D  SCRREBUTTAL TESTIAIONIES IS THIS PROCEEDING? 

S Q. \.'HAT IS THE PURPOSE OF THIS SUPPLEMENTAL TESTIMOh?'? 

9 A. The primary purpose of this Supplemental testimony is io explain the rate design penions of the 

10 Settlement Agreement behveen Staff and Quest. 

11 

12 Q. IS THE RATE DESIGN IKCLLJED lN THE SETTLE3fENT A RESULT OF 

' NEGOTIATIONS BETWEEN STAFF AND QLJTST? 

1 1  .4. Yes. I did not participte in the actual negotiations. How.ever, I did provide assisrvlce and 

15 advice to Staff during such negotiations. The Settlement is a compromise of issues beween 

16 Staff and Qwest. 

17 

18 Q. U'HAT SERVICES &%RE INCLUDED IN BASKET l ?  

19 A. Basket 1 generally contains the retail services that this Commission has not found TO b z  

20 competitive. 

21 

I ' Throughout this testimony, my "Direct testimony on Modernizanon, Depreciation, and RCXLD ~ S U P S "  will be 
referred to as my Direct Depreciation testimony. My "Direct Testimony on Rate Deslgn Issues" ,*.:I: 3: referred to 
as my Dlrect Rate Design testunony. 

I 1 
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* Q. WHAT IS THE RATE DESIGX FOR THOSE SERU 

- L S  1 \'E RS A L S E R \- I C E'? 

10 

1 1  

12 

14 

15 

16 

17 

18 

19 

ES TI i T  ARE IM ORT-IXT TO 

j .A. The residential and business basic exchange service rates have a "hard cap". such L ~ E :  :he prices 

for those senices cannot increase during the term of this plan. The services that arc hard capped 

include flat rate residential; flat rate business; 2 and 3 party senice; exchange zone increment 

charges; low use option service: sen-ice stations senice; telephone assistance pro-pms: 

individual PBX trunks. including features; Caller ID block; toll blocking; 900 967 blocking; and 

basic listing service. 

In addition, the current non-recumng residential charge of S46.50 is reduced to S31. This 

reduction will make it less costly for customers to connect to the nemork. Therefore. this 

reduction, along with the fact that the residential rates will not increase, is beneficid fo universal 

service. 

The Settlement also eliminates the residential and business zone connection charzes. Tnese are 

non-recurring charges that: under certain circumstances, apply to customers outsids of the base 

rate area, in addition to the standard non-recumng charges. The elimination of these additional 

non-recumng charges is also beneficial to universal service. 

20 Q. WHAT CHANGES THERE II\; THE ZONE CHARGES? 

31 

22 

A. In addition to the elimination of the additional zone connection charges as discuss& 25ove, the 

base rate area is expanded in certain areas. This means there will be fewer customcs paying the 

I 2 



zone charges. For those customers that continue to pay these charges. there is no change in the 

3 

1 The Settlement also \\ i l l  result in the elimination of the multi-party senices. 

6 Q. WHAT CHANGES OCCUR TO DIRECTORY ASSITAXE (DA)? 

7 .4. The Company uill be allon-ed to immediately increase the current DA rate of 47 csnts to 85 

8 cents. The one-call allou\-ance that currently exists \l.ould be eliminated. At the 85 cent rate, 

9 customers will also recei\.e "call completion" sen ice at no additional charge. Afisr The first year, 

10 the Company could increase that rate further, subject to the overall price cap restrsnts that apply 

11 to Basket 3. 

12 

Q. UXAT CH.kYGES .-%RE THERE IN THE IXTRASTATE C - W E R  SWITCHED -ACCESS 

13 CH-MXGES? 4 

1 j -4. The switched access charges applicable to the carriers would be changed so as to rtduce 

16 

17 

revenues by $ 5  million in the first year, an additional $5 million in the second year. and an 

additional S5 million in the third year. In total, over the life of the plan, the switched access rates 

18 would be reduced by S 15 million per year. 

19 

20 Q. U'HAT IS AN EXAMPLE OF A PRIVATE LINE SERVICE, AND WHAT DOES THE 

21 SETTLEMEXT PROPOSE FOR THEM? 

22 A. Most private lines are not connected to the switched network, and instead are dedicated to a 

I 13 particular function. For example, data lines that go to automatic teller machines (-ATzls),  or to a 

' 3 



bank's burglar alann system, are frequently private lines. Evidence in this case indicares that 

I 3 in pri\.ats line re\.enues. 

- pri\.are lins sc'n.ics rztt's are below cost. The Settlement includes a S13.7 million zimua! increase 

I 
I 
I 

I 6 A N I  IN THE PC'BLIC INTEREST? 

5 Q. DO YOU BELIEVE THE RATE CHANGES DISCUSSED ABOVE ARE REASOX..IBLE 
I 

7 A. Yes, I do, recognizing that this is a compromise. The reduction of the non-recumny charges, the 

S 

9 beneficial to universal service. 

expansion of the base rate areas, and the "hard cap" on basic exchange and related rates, are 

I O  

11 In addition, the "inflation minus productivity" indexing mechanism has the effect of sharing the 

12 industry wide productivity gains with the ratepayers, and may result in a further reduction of 

rates in Basket 1. 

I ?  

15 Q. WHAT SERVICES ARE CONTAINED IY BASKET 3? 

16 .A. Basket 3 senices include flexibly priced, competitive services. These include sen-ices that the 

17 

I S  

, 19 

I 70 
I 

I 

1 -71 
I 

Commission has determined to be competitive under ACCR14-2-1108, as well as ntn- senices 

and sen.ice packages offered by Qwest. 

Services that are in the non-competitive Basket 1 can be components of a "new" package that 

would be offered in Basket 3. In an attempt to prevent this mechanism from being used to 

4 



transfer non-conipetl!i\.e Basket 1 services into Basket 3, the Agreement does require Qwest to 

infomi customers that the sen ices in Basket 1 remain a\railable as sepvate offerings.- - 
7 
1 

3 

5 

6 

7 

S 

9 

10 

1 1  

12 

Q. .WE THERE RESTRICTIOKS UXICH PREVENT QU'EST FROM GEOGRVHIC.4LLY 

DISCRIMIXATTSG, AT LEAST FOR THE BASKET 1 SERVICES? 

A. Yes. Part 2(c)(\) of the Agreement prevents Qwest from charging different retail rates in 

different geographic areas, unless ordered by the Commission. 

The Agreement does allow the "new" senices and packages in Basket 3 to be offered to select 

customer groups based upon their purchasing pattern or geopphic  location, for e ~ a r n p l e . ~  

Q. WHAT IS ONE OF THE RESTRICTIONS THAT EXISTS ON PRICE CHANGES I 5  

BPiSKET 3 1  

14 A. The Ageement allows the Company to change rates in Basket 3 such as to produce 9 5 . 3  

IS mjllion in additional annual revenues during the first year. This cap is adjusted upwards an 

16 

17 

additional S5 million in the second year of the Plan, and an additional S5 million in the third year 

of the Plan, to reflect the switched access charge reduction in those years. 

1s 

19 

20 

21 

Q. WHAT MODEKrc'IZATION REQUIREMENT IS INCLUDED IN THE AGREE.MEST? 

.4. As part of the Settlement of this case, there is no specific level of modernization or replacement 

required. However, a review of Qwest's capital investments during the initial three years of the 

' Paragraph 4(e). 
3 Paragraph 4(g). 

5 



plan is expecled to be one of the items reviewed and considered at the time Qwest asks for 

reneu a1 or rs\ islor, o f the  Plan at the end of the three f - 

3 

4 

5 SETTLEMENT IS REXSONABLE? 

6 -4. Yes, recognizing that any settlement agreement is the result of negotiations and "gi\.e and take." 

7 I believe the okerai1 rate design incorporated in the Settlement is a r6asonable overall result. 

S 

9 

initiai plan period 

Q. DO I'OU BELIEi 'E THAT OVERALL, THE R4TE DESIGN PORTION OF THE 

Q. DOES THIS COSCLCDE YOUR SUPPLEMENTAL TESTIMONY? 

10 A. Yes. 

~ 

See page 6 of the Settlement Agreement. 
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I. IYTRODUCTION 

I 
4 TESTIMO\IES I3 THIS PROCEEDlXG? 

- -  6 this proceecmg. 

7 

8 Q. WHAT IS THE PURPOSE OF THIS REBUTTdAL TESTIMONY REGARDIKG TEE 

9 SETTLEhEXT AGREEMENT? 

10 A. The pnmai i  purpose of this Rebuttal testimony regarding the Settlement A, oreement is to 

11 respond to &e testimonies of other parties pertaining to certain rate design issues in tile 

Settlemeni Agreement between Staff and Qwest. 

13 Q. ON PAGE 2 OF MR. JOHNSON'S SUPPLEMENTAL TESTIMONY, MR. JOEESOY 

15 

16 
17 
18 
19 
20 
21 
22 

EXPRESSES TXE CONCERN THAT: 

For iastance: targeted price cuts may be used to discipline or punish certain of i s  
comjxtitors. Moreover, rate reductions may be used in a preemptive manner. ?o make 
competitive entry more difficult or impossible. Similarly. prices may be reduced to the 
p o k  w-here competing carriers cannot cover their costs, including the cost of wiming 
cuszomers and gaining market share." 

DOES THE STIPl--LL4TION ATTEMPT TO LIMIT THESE ANTI-COMPETITII-E CSES OF 

23 PRICI3G FLEXIS ILITY? 

23  A. For B a s k t  ! semices. the -4greement requires: 

I 
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.J 
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6 

I 

S 

9 

10 

11 

12 
13 
14 
15 

> 

1s 

19 

20 Q 

21 

-- 3? 

23 A 

23 
-- 7 i  

26 
37 

2s 

&I ssFiccs in this Basket shall he continued statewide at the tariffed ra:t. L--:SS or until 
's.2 Commission orders retail ZeoZraphic rate deaveraglng, or unless QL 2s: 2zIonstrates 
a c 3 g  difference for the new ser\.ice on N-hich IO base the price differex=.- 

This pro\ssion eff;=ctive]y prevents Qwest from cutting the price for a Basket 1 s?r\-ix in one 

area in orPsr IO disadvantage coillpetitors or potential competitors in that area \i- 

the prices Tiiem-ids. Therefore, this pro\.ision does limit Qwest's ability to use ix ?\nx 

flexibilir; in an anti-competitive manner for Basket 1 services. 

~. -- 
Under B d e t  3- the Company is generally allowed to offer different seri.ices to c:xexi;i 

customer groups or in different geographic locations: 

Section 10-334 prohibits "undue" discrimination. 

IN HIS SUPPLEMENTAL TESTIMONY: DR. JOHNSON DISCUSSES THE I_\?UT..rlTION 

REQUIREMENT. DOES THE AGREEMENT CHANGE THE IMPUT.4TIOS 

REQUIRE1 fENT? 

No, it does noi. 

. .  
KotIling in ;his Price Cap Plan is intended to change 3 or modify in any 
requirements contained in A.A.C. R14-1- 13 lo .  

2;. L:Z rlriputation 

If in the 5xure. Dr. Johnson or other parties believe that the imputation requiremz.1 z z  not 
.~ 

being m c  -;ne!. could bring that to the Commission's attention. The Agreement c:22-->' requires 

.4ttachrncn; .A. Pan 3ic) (VI. Price Cap Plan. 
Part 3(g I .  .kLchrnent .4. Price Cap Agreement 
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thar rhos? impziifi-. requirements must he met. and nothing in the Plgreement ckzges  the 

imputation rzq:iirez-ients. 

Q. IN MS. ST_4RP,'S TESTIMONY. SHE PROPOSES THE COMMISSION 

Eliminate thc carrier coinnion line charge and interconnection charge. M-hici? have no cost 
basis 2nd are merely subsidies being provided to Qwest by IXCs at the ultin2re expense 
ofend users.' 

IS IT TRUE THE C?,RIUER COMMOS LINE CHARGE (CCLC) HAS NO "COST B.4SIS" 

AND IS -1 SLBSIDY-? % -- 
A. No. There art! very significant costs invol\,ed. The Carrier Common Line Access scn'ice 

utilizes the loop facilities of Qwest. The carriers. including AT&T, use the loop ficilities to 

terminate calls to premises: and also to orizinate calls from premises. There is a significant cost 

to Qwest 10 provide aqd maintain those loop facilities. The CCLC is simply the chzze  \Thereby 

the IXCs suppofi a portion of the cost of those loop facilities which they are sharing and 

utilizing. If the CCLC were eliminated, but the IXCs were still allowed to utilize Lx loop 

facilities. &at u-ould mean the IXCs would be getting a free ride on those loop facilities. The 

CCLC is nor escessiL e. For most locations. pa!-ing the CCLC, and therefore using :he shared 

loop faciliq., is the lowest cost way for AT&T and other IXCs to connect traffic to z id  from the 

premises. 

The claim that the CCLC has no cost basis is false. There are two standard costs r%'i must be 

calculated in order to properly evaluate a price. These are the TSLRIC "floor" and :'ne "stand 
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14 
15 
16 
17  

18 
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20 

21 

13 -- 

23 

24 

Seri ice. Tnis Is r n e  because the loop facilit\ uoouid have to exist to provide C z ~ i s :  Common 

Line Accsss serj-ice e\ en if no other senices \{ere being provided (stand alone I. 2.; ihe other 

estrenie. the TSLRIC floor excludes all joinr and common costs. and therefoie ths cost of the 

loop facilir! \ \ o d d  be excluded from the properl!. cslculated TSLRIC of any sen.ic2 :hat shares 

that facili? . Ths reasonable, proper, and subsid! -free price for a service is a price that is between 

the TSLRIC floor and the SAC ceilins.6 Since the cost of the loop facility is pafl of the S.4C of 

"f 

switched access and Carrier Coniinon Line Access Sen ice, the loop facility cost is Fmperly 

included in esmblishing the upper limit of the range in which the subsidy free. rz2sonable carrier 

switched access rates fall. This is discussed in more detail on pages 97 through 100 of my Rate 

Design Direct Testimony. These v, idely accepted principles are discussed in the following 

quotation from an FCC Order: 

Economists would say that in order to g i l t  incumbent local exchange carriers the proper 
incenti\.es to build multi-service faacilitics. where such facilities are economically rational, 
cost allocated to each individual senice or subset of services should be less than the 
stand-alone cost but greater than the incremental cost. . . , These are the upper and lower 
bounds ui-ithin which costs allocated to replated and nonregulated services should fall.' 

No one requires AT&T to use Qivest loops. and therefore pay the CCLC. That is entirely 

AT&T's choice. The fact that AT&T chooses to use the Qwest loop and pay the Qucst CCLC 

clearly demonstrates that carrier access service is not a "cost free" service. If ihers was "no cost" 

to provide Cixrier Access Service. then AT&T urould provide that service itself at "no cost", and 

stop pa!.ing QuTesi the CCLC. Of course. carrier access servicekmt a "no cost'' sexice. Loop 

facilities must be installed and niaintained in order for Carrier Access SerLke ( a l c ~ g  u-ith other 

services) to bc provided. 

Techicdi>.  1: n o u l d  also be subsidy free if i t  IS equal 10 the SAC ceiling, or equal to the TSLPJC 5oor 

J 



. 
Q. WHAT V-OULD SE THE RESULT OF THE ELI~MIXATIOK OF THE CCLC'? 

- ._. 
2 .4. The result \:onui5 bc that AT&T would be allowed to take a "free ride" on the iac73 :z:;iity of 

3 Qu2est. XT&T v, o d d  he allowed to use the loop facifiry to originate and tenn:m~e s i 1  calls, but 

I ! contribute ~ ~ I l n g  tonards the cost of those facilities. 

I 2 

6 Q. HAS AX AT&T Ji-ITXESS IN ANOTHER STATE STATED THE PROVIDSG -A FREE 

7 

8 A. Yes. Mr. Turner. testifying on behalf of AT&T Communications in Texas. ir, a veq- recent 

RIDE OX THE LOOP FBLCILITY WOULD BE IMPROPER? 

9 

10 
11 
12 
13 

J 

16 
17 

18 

19 
20 
21 
-- 7 1  

23 

24 

. 25 

testimony stated that allowing the DSL providers to utilize the loop facilities at no c h g e  would 

discriminate against - facilities-based CLECs by giving other competitors a 'fres ride' on 
the loop.' 

Mr. Turner also stated: 

A zero price for HFPL [high-frequency portion of the loop] is both anti-comFitive and 
unjustified when viewed in the light of the entire telecommunications rnarks:?ia~e.~ 

This -4T&T witness further stated, 

A zsro price for the HFPL permits the CLECs to be? no cost for one of the n o s t  
important issets they utilize in providing their service." 

- i &T is AT&T's teszimony in the Texas proceeding is clearly inconsistent with the position -5- 

presenting in this -4rizona case. Even AT&T recognizes that giving companies a '*5e ride" on 

the loop faciliries is improper, as is demonstrated by .4T&T's testimony in T e s v  cjuored above. 

Paragraph 20. FCC Sotice of Proposed Rulemaking, CC Docket No. 96-1 12. adopted and re iese l  5:ay 10. 1996. 
Prefiled Tesrimony of Steven Turner, filed on behalf of AT&T Communications of Texas L.?. bzfc;s :he Public 

Utilities Cornmission ofTesas. Docket bios. 72168 and 22369. September 5,3000. pages 17-i 8 
Turner. p ~ :  16. 

l o  Turner. 16. 

1 

S 

9 



However. :_7 rhis proceeding. .4T&T violates that concept b>r effectively proposing ba t  .4T&T 
I 

3 

4 Q. ON PAGE 28 OF DR. SELWYX'S SUPPLEMENTAL REBUTTAL. HE '4RGUES THAT THE 

5 

6 

SWITCHED .ACCESS R4TES ARE HIGHER THAN ITS INCREMENTAL "COST." IS IT 

PROPER TO SET PRICES ABOVE INCREMENTAL COST? 

7 

8 
9 

10 
11 
12 
13 
14 
15 

/ 

18 

19 

20 

21 

22 

2; 

24 

25 

A. Yes, as u - 2 ~  discussed in Mr. Regan's testimony: 

TI2 proper range for a price is between the TSLRIC price floor and the Stand-.Alone . 
price ceiling. This is the r a s e  of subsidy-free rates where prices should generally fall. If 
a ssn*ice is priced above its TSLRIC floor, this is not indicative of a problem, since 
priczs are generally set above the floor to provide contribution toward the shared, joint 
and common costs of providing services. If a service is priced below its Siad-Alone 
ceiling, t h~s  is not indicative of any pricing problem either, since prices are normally set 
below their ceiling. I 

Pricing a'xve the direct cost or TSLRIC of a service is how the commo@oint/shared costs of a 

cornpan:- z z  recovered. For example, pricing above the direct cost of products is hou- stores and 

restaurants paj7 their rent and other joint and common costs. In the telephone industv, the cost 

of the loop facilitv is the largest shared facility cost. For Qwest in Arizona. their in\.estment in 

the loop represents 56% of their investment in all facilities. l 2  Since the switched 2ccess services 

share the loop facilities, it is appropriate that they be priced to provide a contribution io the costs 

of those s h e d  loop facilities costs upon which switched access (along with man!. oiher senices) 

depends. 

I I  

1: 
Page 7. R z m  Direct. 
Qwest 1998 .IRMIS Repor, 45-04. $6S5,51S (line 1275-COE Cat 4.13 Escl. Circuit Equipment-Jointly Used) 4 

$2.024.056 ,Line 1155-C&WF Cat I Excluding Line Joint Used Inv) divided by $4,799.911 (line 2192j = 56.45% 

6 
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13 

11 

15 

16 

17 

18 

19 

20 

r .  

The properly calculated TSLRIC "floor" of a service does not include any port ix  a: :x shared. 

joint and common costs. If a service was priced at TSLRIC, it would be making n~ zmrribution 

to man?. of the shared. joint, and common costs (shared costs). Even if a service ues. kpends  

upon, and s h u e s  facilities, no part of certain shared costs are included in the pro;,=ri\- calculated 

TSLRIC. This is reasonable because TSLRIC is only meant to be the "floor." Z2;o rxovery of 

those shared costs is the minimum possible recovery, and therefore this establishes a '.5oor." 

However. ihis does not establish the reasonable or fair price. At the other extrerx. Lo= S4C 

includes 100% of the cost of ali facilities needed to provide a service, even if those fzciiities are 

shared \\ith other services. One hundred percent is the maximum possible inclusion. Tierefore, 

this is a ceiling. The reasonable price is between these two extremes, which effecrivel?- means 

the reasooable price for a service is set to cover all of the costs that are directly c z ~ s e 2  by only 

that sen-ice. plus provide a contribution which supports a portion of the cost of the sBz-ed 

faciii ti es. ' 

The switched access rates that wi I result from the Stipulation are well belc thc -sm2 aione 

"ceiling". Therefore, these rates are not producing a subsidy. They are also wel! abm-2 :heir 

TSLRIC fioor. This means they are not receiving a ~ubsidy. '~  Therefore, these rzks v.-21 be in 

the subsidy-free range, which is where prices are normally expected to fall. The su%c>zd access 

rates mill bc covering their direct cost (TSLRIC), plus making a contribution to coyer E portion 

of the CCSE of the shared facilities which they share. 

Technicdy. rhc price is subsidy free if  it is between these two ranges, or if it is equal to either Lic S.&C or 1; 

TSLRIC. Tne S.qC actually includes all ofthe cost ofthe facilities that would be needed to provide ti-= sewice. In 
the case or'-;nc loop, there is no reason to believe that the cost ofthe loop needed to provide switch?? 2=cess service, 
for example. lvould be significantly different than the cost of the loop needed to provide severaI s cy ic s .  

A service is receiving a subsidy only if it is priced below its TSLNC floor. A service is produckg a s h i d y  only 
if it is prictd above its stand alone ceiling. A service that is priced between these two extremes (07 eq.zi IO one of 
them) is neir;?er receiving nor producing a subsidy. See pages j and 6 of Mr. Regan's Testimony. 

I J  



? 

3 -4s THE "FLOOR". THE COMMISSION SHOGLD USE THE SUM OF .4LL OF TXE UNES 

4 (PLUS OTHER C@STS) AS THE "FLOOR." DR. COLLlh'S STATES: 

3 

6 
7 
8 
9 sen-ice. 

10 

. ..the price floor of a service should De the full cost incurred in providing -;ne scn ice. 
Here. rhat p ike  is the sum of the imputed TELRIC costs for the UNEs u-hich 
technologically allow the service; any appropriately assigned balance of joini shared cost; 
an appropriate amount of assignable common cost; and any specific cost to rnaket the 

15 

11 

12 

13 

14 

.; 
16 

17 

18 

19 

20 

21 

7 3  -- 

2; 

IS THE COST TH4T INCLUDES THE FULL COST OF ALL THE UNES OF F-AGILITIES 

NEEDED TO PROVIDE THE SERVICE PROPERLY INCLUDED IN THE "PRICE FLOOR"? 

A. No. There is no "one-to-one" mapping between LNEs and "service" prices. The LXE prices are 

for facilities. 'our mmy of those facilities are shared by many different services. To tzk a simple 

example, assume a street vendor's cart is used to sell both ice cream cones and ice creazI bars.16 

When estziblishing a "floor" price that could reasonably be charged for cones, it ivould be 

inappropriate to include the full cos; of the vendor's cart in the cost that had to be recox-ered from 

the price of the cones, because the cart is used for more than one product. The full cost of the 

cart would be inciuded in the SAC of the cones. hut that is the ceiling. The reasonabk price 

would be below th2; ceiling. Including the full cost of shared facilities in the cost of one service 

that shares it is a SAC analysis which deterniines the "ceiling", but the shared facilirizs cost 

should nor be incl&d in determining " the "floor" for a service ha t  shares facilities. 

'' Page 1:. !in= 25. Colii~s '  November ;3,2000 Tesrirnony. 

or both u ere sold liom zhe same cart. 
This assumes h e  c c s  ofthe can is a fixed cost that would not change if  either ice cream cones 0: !c: :ream bars. 16 

S 
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13 

For example. lhe loop fx i l i t !  is required to provide toll service. Therefore. the "sran2 zlone" 

cost of toll includes the loop cost. How\.er. that "stand alone" cost is the ceiling fa <le 

reasonable rzte: not the "floor." When facilities are shared, the recovery of the cost of :hose 

facilities also has to be shared among the senices that share that facility. Purting 1 OOo ;f of the 

cost of a ikcility that is shared bv several services in the cost ofjust one of those sen-ices does 

not establish the appropriate "floor" price for that service. Instead, 100% is the maximum 

possible allocation of the shared costs, and therefore is included in establishing the "ceiling." 

The full cost of d-l,facilities needed to proyide a service is the "stand alone" cost, i+-hich is 

appropriately the price ceiling. Calculating - the costs including the full cost or  all elements (even 

the full cost of the shared facility) needed to provide the service is a valid calculation, but that is 

the calcula~on for the "ceiling" not the floor. The TSLRIC is the price floor. All of rhis is 

discussed in more detail in Mr. Regan's testimony filed in this proceeding. 

14 

15 Q. THROUGHOUT HER TESTIMONY, MS. STARR OBJECTS TO THE $15 MILLIOS 

16 

17 

18 

SWITCHED ACCESS REDUCTION AS BEING INSUFFICIENT, AND PROPOSES THAT 

THE SWITCHED ACCESS REDUCTION SHOULD BE EVEN LARGER." MKAT ELSE 

DOES MS. STplRR COMPLAIN ABOUT? 

19 A. The Agreement allows Qwest to increase the rate cap in Basket 3 by $10 million in order to 

20 

21 

-- 33 

offset the S IO million of Basket 2 switched access reductions that will occur in the 1x1 nvo years 

of the Agrccment. However, on page 11; hils. Stan objects to increasinsthe revenue cap in 

Basket 3 b>- S10 million. She points out this would increase some of the charges tlar AT&T 

pays in Basket 3. 

9 
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13 
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17 
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. 19 

20 

21 

?? -- 

I 

Ms. Starr does nor 2DDear . I  to recognize that the revenue requirement of Qwes n c s ~  be recovered 

somewhere. 11s. Starr wants to see the rates reduced in Basket 2 more than the\- ha-e been 

reduced in ths -Agreement, but she objects to the revenue loss being made up in int &er baskets 

(or at least an>- other basket that would effect any AT&T rates). If you reduce revtnues in one 

basket. >'ou ha\-e to increase revenues in another basket; in order to recover the overall revenue 

requirement of the Company. 

Q. DO YOC H-4k-E .&!Y FURTHER COMMENTS ON THE SWITCHED ACCESS KATE 

REDUCTIOYS THAT ARE INCLUDED IhJ THE STIPULATION? 

A. Yes. The SI5 million annual reduction that is included in the Stipulation is si-&ficantly higher 

than the reduction that Qwest proposed. In its original testimony, Qwest proposed a S5 million 

annual reduction in switched access revenues. (See Dr. Wilcox's Direct Testimoq) The 

settlement includes a reduction that is three times the reduction in the switched access rates that 

Qwest had proposed in this proceeding. It must be remembered this is a negoriated setdement, 

In addition- el-en at present rates: switched access services were not producing m unreasonable 

level of contribution to the joint and common costs, including the loop costs, as disccssed on 

page 100 of m\- Rate Design Direct Testimon>s. There is no evidence that the conriibiition to 

joint and common costs being received from switched access is excessive. The sii-itched access 

rates are i i i 3 1  helo\v the switched access stand alone cost. 

1 -  'On page S. \fr. S a - r  proposes that rates should be reduced down to the interstate rate level. 

10 



Q. SOME OF TiE IXCS PROPOSE THAT THE I5TR4STATE SWITCHED ACCESS 

3 

3 

4 

CHARGES BE SET EQUAL TO THE ISTERSTATE SWITCHED ACCESS CXARGES 

V1'HICH E S L L T E D  FROM THE FCC'S CALLS ORDER.'S SHOULD THE STIPULATION 

BE MODIFIED TO ADOPT THAT CONCEPT? 

9 

-- *L 

5 

6 

A. No. Follov,\ing rhe FCC CALLS Order would result in a large increase in fixed monthly charges 

to Qwest cm0rneI-S in ~r izona .  The low interstate "per minute" rates charged to carriers are 

7 achieved b?- charging end user customers a large End User Common Line (EUCL) charge, which 

8 is currentl?. S4.35 per monthIg, and scheduled to increase further in the future. This EUCL 

9 charge to end users has the effect of "buying down" the per minute access charges that the IXCs 

10 otherwise n-odd have to pay. It is not in the public interest to impose a similar intrastate EUCL 

11 charge on cmomers.  

13 Q. ON PAGE 31, DR. SELWYN DESCRIBES THE WHOLESALE SERVICE %WCH IS 

14 PRICED AT -4 12% DISCOUXT FROM THE RETAIL  RATE.'^ DR. S E L W Y ~  ALLEGES 

15 

16 

THAT TEE PRJCE OF THE "AVOIDED COST" DISCOUNTED WHOLESALE SERVICE 

WOULD XOT CHANGE WHEN THE RETAIL SERVICE PRICE CHANGED. IS THAT A 

17 VALID COXCERV? 

18 A. I do not belie\-e so. Part 3(c) of Attachment A of the Terms and Conditions states, 

19 
20 Telzcom -4ct of 1996. 
21 
22 

L%-E and discounted wholesale offerinzs are priced based on the provisions of the 

Section 252(3)(3) of the Telecom Act require that the wholaale rates be priced zi an "avoided 

23 cost" discount from the retail rates. For esample, for residential basic eschanse sesice,  this 

I s  Dr. Srln? z .  F g e  do. Supplemental Direct. 
l 9  This is h e  
for other carezones of customers. 

for the primary residential line and single line business customers. The EUCL ch2:ge is different 



Conlmissicn requires that the Qwest "avoided cost" wholesale rate be 12% less L;z Lie Qwest 

retail ELKS. Tnerefore. if the retail rate is reduced. these requirements would resd: :z :!ai 

wholesaie z i e  also being reduced. so as to maintain the 12% "avoided cost" discmnr fiom the 

. .  
- 
_I 

>' 

-. 
1 retail rate.-' 

3 

6 

7- 

8 

9 

10 

If it were LTIX that the agreement would result in the avoided cost wholesale p r i e s  no longer 

being set z h e  "avoided cost" discount from the retail prices, I would also be concened, but 

there is n~ basis for Dr. Selwyn's claim that this would be the effect of the Agreemeni. If Dr. 

Selwyn h2s any evidence on which to base his interpretation of this Agreement, hz ha  not 

identified &at basis in his testimony. 

1 1  

Likeu-ise, on page 34, Dr. Selwyn alleges that: 7 

13 
14 
15 
16 

A Basket 2 wholesale price could actually exceed the Basket 3 retail price, 2nd otherwise 
fail to reflect retailing costs that will be avoided when a service is furnished -- for resale, 
w-hich would, in my view, violates the requirements of Section 252(d)(3)." 

17 

18 

In addition, on page 35, Dr. Selwyn also alleges that the retail prices of "new" basket offerings 

may-fall below the wholesale prices for those services. Dr. Selwyn provides no bs i s  for these 

19 

20 

claims. Tntre is no reason to believe that the stipulation allows these discrepancits. -4s 

previousiJ- discussed, the "avoided cost" discount requirement does apply under 2 2  Azreement. 

21 Therefore. fiese problems Dr. Selwyn alleges do not exist. 

22 

The "a\ o i k i  cost'' discount is 17% for residential basic and 18% for all other services 20 

'' In the Tziszom .Act the avoided cost wholesale rate is different from the UNE rate. The avoidec c o s  wholesale 
rate is sprc:fis3]]y a rate for a service, not a price for faciiities. which IS unlike the UNE rate %hick :s 2 ?rice for 
facil~ties. 
-- The seczcn o f h e  Telecom Act Dr. Selwyn refers to 1s the section that requires the "avoided" CQS. Zscount 7 ,  

I 12 
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1 Q. DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY REGL4RDIh-G TEE 

I - 3 SETTLELIEST .AGREEMENT? 

I 3 -4. Yes. 
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6 Q. 

7 A. 
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10 Q. 

11 A. 

12 

13 

14 Q. 

15 A. 

16 

17 

18 

19 Q. 

20 

21 A. 

22 

23 

ARIZONA CORPORATION Cen: :55:  L ~ \  - -_  

STRATEGIC POLICY RESEAKC%. I\ z 
PAGE 1, OCTOBEF, I-. 2 ~ 2 :  

TESTIMONY OF HARRY M. SHO L 7 ; -  _ _ _  .\ -I: 

TESTIMONY O F  

HARRY M. SHOOSHAN I11 

SETTLEMENT A G R E E M E N T  
IN SUPPORT OF THE PROPOSED 

WHAT IS YOUR NAME AND OCCUPATION? 

My name is Harry M. Shooshan 111. I am a principal in, and co-founder oi. S-,zregic 

Policy Research, Inc. (“SPR), an economics and public policy c o n s d c k g  jl~m 

located at 7979 Old Georgetown Road, Suite 700, Bethesda, Maryland. 

-_ 

DID YOU FILE DIRECT TESTIMONY IN THIS PROCEEDING: 

Yes. I filed testimony on behalf of Staff in which I proposed a price cap A ‘m1a;icm 

plan for Qwest Corporation (formerly U S WEST Communications, hc.? in 
Arizona. 

WHAT IS THE PURPOSE OF THIS TESTIMONY? 

I am filing this testimony in support of the Proposed Settlement Agreemenr oEered 

by Staff and Qwest. I believe that adoption and implementation of this A, --P”IIIPIlt -- 
would benefit consumers, protect competitors and provide important i n c e ~ < ~ e s  t o  

Qwest to innovate, become more efficient and improve service quality. 

HOW WOULD THESE OBJECTIVES BE ACHIEVED UNDER THE 
AGREEMENT? 

Adoption of the price cap plan prposed in the Agreement moves Arizoza 2 ~ 2 ~ -  

from the traditional form of public utility regulation that relies on setting 2 ~2:: oi 

return as a means of controlling earnings and making decisions about the & ” ~ x - a ~ e  . ,  



ARIZONA CORP o R A T I O N  C o h: 1: : 5 5 I c7 \ 

STRATEGIC POLICY RESEARCE.  I r s  
PAGE 2, OCTOEER 2- .  2 2 3 :  

TESTIMONY OF HARRY h4. SHO0SE.A.Z :!I 

_. 
1 

2 

3 

4 

5 

6 

costs oi each inlvidual seniice.1 This form of regulation had only an indirez eTiec1 

on prices charged by the utility.’ Price cap regulation achieves many of d i e  sxme 

objectives but relies on direct regulation of prices. It also has the beneficial efiec: of 

providing Qwest with the incentives to become more efficient and more inno\-tri.i-e, 

and to make new investments more rapidly. In all of these respects, p-i- L ~ ~ e  cap 

regulation more closely mirrors the effects of a fully competitive market n-hich 
7 should be the goal of regulation. 

8 Q. 
9 

WOULD YOU BRIEFLY EXPLAIN THE BENEFITS OF PRICE CAP 

REGULATION AS OPPOSED TO TRADITIONAL PUBLIC UTILITY 
10 REGULATION? 

11 A. 

12 

13 

14 

15 

16 

17 

18 

Yes. Telecommunications markets are being transformed rapidly as a resulc oi new 

technology, changing customer needs, and public policy reforms. This 

transformation has been accelerated by the emergence of the Internet, a-hich has 

evolved largely outside of regulation and has becomiea critical tool not onlS; in rhe  

workplace but also in the home. 

The major suppliers of telecommunications services are also changing as well as the 

result of both vertical and horizontal mergers. The  acquisition of U S WEST by 

Qwest is an example of the former. 

19 

20 

21 

22 

23 

As a result of these changes, companies are now in many different lines of business. 

Some of these businesses are essentially vestiges of the old local telephone 

monopoly; but many are not. The services being offered by telecommunications 

providers, even at the local level, are also much more “feature-rich” and complex 

than they were in the days of monopoly-provided “plain old telephone s e n i c ~ , ”  

24 It follows that, in today’s environment, regulating earnings at the corporare lei-e! is 

1 This form of reguiation is frequently referred to as “cost-plus regulation.” 

2 The firm is permmed to set its prices so as to recover its prudently incurred costs plus the speciixi rz:e+f- 
return. 
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1 an exnemely inefficient and indirect way to control what we really care abour- <ne 

2 

3 alternatives. 

prices charged to basic telephone customers who today may have limited (or nsi 

4 Moreover, earnings regulation distorts the primary signal the market gives to  any 

5 

6 

company to guide its behavior- its profits. On the other hand, the more narron-lJ- 

focused any regulation, the less market distortion it creates. * v  

7 

8 

9 

10 

11 

12 

13 

Price cap regulation also protects competitors and consumers who will continue to  

rely on basic services offered by the incumbent firm (in this case, Qwest) during t h e  

transition to fully competitive markets. As the number of services offered b\- 
regulated firms increases and as the offerings become more complex (e.g., n-ith 

additional features and functions), it becomes difficult for the regulator t o  “knon-” 

how to assign costs among those services. As a result, the process of assigning cosr?~ 

becomes more arbitrary. The risks of “getting it wrong” increase as well. 

14 

15 

By “promising” to  give the regulated firm the opportunity to  recover prudently 

incurred costs, traditional regulation raises the risk that competitors and consumers 

16 

17 

18 

19 

20 

21 those rates. 

(especially of basic services) will be confronted with cross-subsidies. Price cap 

regulation provides much a r e  iron-clad protection for both consum, prs and 

competitors against the possibility of cross-subsidy by the incumbent during this 

transition. Because the prices of basic services are capped, the regulated firm (in 

this case, Qwest) cannot expect to make up its competitive losses by increasing 

22 

23 

24 

25 

26 

Price cap regulation also provides rate stability by locking in prices for basic services 

within a predefined range that is specified in advance. 

Finally, price cap regulation ensures that consumers will benefit direct1:- from 

productivity improvements in the form of decreased rates. 

The benefits of price cap regulation have been recognized for some time and widely 
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discuss?;.? and have moved forty states to adopt some form of p r k e  cap 

regularion.4 I have included a chan prepared by SPR that provides a sumrr,z??- of 

state replat ion.  (See Attachment C.) 

YOU K4VE IDENTIFIED THE BENEFITS FQR CONSUMERS -1l-D 

COMPETITORS. WHAT ARE THE BENEFITS FOR QWEST? 

AS I stated in my  earlier Testimony, I believe moving to price cap regulatioc --ill 
provide Qwest with important incentives to innovate, increase its investment LI the 

State, operate more efficiently and improve service quality. These resulrs car also be 

expected to benefit consumers and also those competitors who rely on  Qn-est’s 

network to provide all or pan  of their services (e.g., Internet service providers 2nd 

so-called “data LECs”). 

WILL YOU COMPARE THE PRICE CAP REGULATION PL4sT 
CONT-WED IN THE AGREEMENT WITH THE PLAX YOU 

PROPOSED IN YOUR DIRECT TESTIMONY? 

The structure of the price cap regulation plan in the Agreement (“the Proposed 

Plan”) conforms with my recommendation. There are three “baskets” of sexices: 

Basic/Essential Non-competitive Services; Wholesale Services; and Flexibly Pnced 

Competitive Services. The most important element of this structure is the creation 

of a “wholesale” basket. As I stated in my earlier Testimony, placing wholesale 

services in a separate basket permits the Commission to focus on these important  

“inputs” that competitors rely on to compete with Qwest. Segregating these 

3 I cited several articles in my earlier Testimony (see footnotes 5 through 13) and offer several more c i t s  here. See 
Charles F. Stone and John Haring, “The Economics of Price Caps,” Altmatives to  TraditionulRegukz:iozor,: ZFL-ry 
Trebing and Patrick C. Mann, e&. (Proceedings of the Nineteenth Annual Conference of the Institute of Public 
Utilities: 1987), a1 i 17-147. See also Alfred E. Kahn, “The Uneasy Marriage of Regulation and Com?e:i&n,” 
Telematics (September 1984), where Dr. Kahn describes the hazards of rate of return regulation in the co;1‘~ez1: of 
competition and o&rs price index regulation as one of many improvements needed in regulation. in aeHkion, I 
have attached to this testimony two articles that elaborate on the attributes of price cap regula-i- L. See 
Attachments A and E. 

4 I note that twenty-one states have actually abolished earnings regulation by statute. See At tacbenr .C.  
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services also per-ts reductions in intrastate carrier access charges to occur n -hou t  

offsetting increases in rates for basic services (as Qwest had originally proposed in 

this case). Under the Agreement, the phased reductions in carrier access charges 

will, instead, be offset by providing Qwest with more “headroom” to adiust t he  

prices of flexibly-priced services in Basket 3. 

The Proposed Plan also embodies my recommendation for an “inflaTion less 

productivity” cap for Basket I and adopts my recommendation of a productivity 

offset of 4.2 that includes the 0.5 “consumer dividend” I suggested. The Proposed 

Plan, however, “caps” the cap at zero with no lower bound which means that, if 
inflation exceeds productivity, the cap itself will not be raised, but, if as is more 

likely, the productivity offset exceeds the rate of inflation, the overall cap will be 

reduced forcing aggregate price reductions for the services in Basket 1. This is a 

significant concession by the company in that it has accepted the risk of d a t i o n  for 

the term of the price cap plan. 

The cap for  Basket 3 in the Proposed Plan drffers from what I suggested in that it is 

set at the initial weighted average price level of all services in the basket, subject to 

annual updates in quantities. Basket 3 also includes “headroom” above the initial 

prices t o  provide Qwest the opportunity to  achieve its full revenue requirement 

through the pricing of services in this basket. This change, among others, has been 

made t o  conform the price cap plan to the constitutional and legal requirements 

related to a “fair value” rate base and reasonable rate of return. 

I still prefer the five-year term I proposed in my earlier Testimony to the three-year 

term in the Agreement. However, for a state making the important transition from 

earnings to  price cap regulation, I certainly believe an initial three-year te rm is 

reasonable. 

WILL YOU ENUMERATE THE SPECIFIC BENEFITS TO 
CONSUMERS THAT YOU SEE IN THE AGREEMENT? 

Yes. In addition to the benefits inherent in price cap regulation that I have already 

noted, the Agreement contains a number of significant benefits to consumers and 

competitors. The Agreement: 
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Rejects Qwest’s original plan which called for $88 million in o v e r d  

rate increases5 and a $ 32 million increase in rates for residential basic 

sen-ices6; 

Reduces existing rates for some basic residential services (e.&. . 
residential basic service nonrecurring charges are reduced by ?I 

percent) 2nd for certain business services; 

Initiates a “price cap” plan that will place limits directly on the prices 

that Qwest charges for  services. The plan will run for three years, bur 

can be extended by the Commission; 

Promotes rate stability by capping “basic services” for three- 
years; that is, they may not be in?Eeased, but may be reduced fro- 

initial levels. These services include: flat rate residential, 2 & 4 pa.%- 

service, low use option, telephone assistance programs, flat rate 

business, individual PBX trunks, Caller ID block, and basic listing 

service. Increases for other services are limited. 

Enables consumers to benefit directly from Qwest’s increased 
productivity by adjusting the price cap in Basket 1. This is iii 

addition to a Consumer Productivity Dividend that is included in the 

initial price cap; 

Subjects Qwest to new penalties in the form of bill credits for 
failing to meet service quality standards; 

Requires Qwest to provide additional consumer information in i s  

bill inserts, including information about the Commission’s complain: 
process; - 

5 Teitzel Supplemental at 52.  

6 Allcort Direct Testunony confirmed by Teirzel Supplemental at 39-40. 
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m Lowers charges made by Qwest to long-distance carriers by $15 

million over the three years (and eventually to the interstate level), with 

the result that long-distance prices for calls within Arizona will he 

reduced; 

I Encourages Qwest t o  offer a variety of new services and service 

packages that will respond more directly to consumer needs and will 

ha\-e the flexibility to price these new offerings to meet the demands of 

the market. 

HOW WILL T H E  AGREEMENT BENEFIT COMPETITORS AXD 
P R O M O T E  COMPETITION? 

As I noted previously, competitors benefit from the basket structure of the 

proposed plan; that is, the creation of a separate wholesale basket that initially m-ill 

contain carrier access, unbundled network elements, local service resale and 

payphone access lines. The pricing rules for these wholesale services are n o t  

affected by the price cap plan. As a result, the proposed plan insures that prices 

competitors pay for access to Qwest’s local network will continue to be directly 

regulated by the Commission. This will help promote the growth of compexion m 

Arizona and provide safeguards against possible anti-competitive pricing bj- Qn-est. 

. .  . 

Interexchange carriers, such as AT&T and WorldCom, further benefit from the  

phased reductions in carrier access charges that are mandated under the Agreement. 

The Agreement also retains the Commission’s rules regarding imputation 2nd 

requires that prices for services and packages in Basket 3 (flexibly priced c o q e t i t i v e  

services) are set in excess of a cost floor (initially the Total Long Run Incremental 

Cost or  “TSLRIC”) of the service or package. 

-, 

IN Y O U R  OPINION, SHOULD T H E  AGREEMENT BE ADOPTED 14S 
P R O P O S E D  BY T H E  PARTIES? 

Yes. I believe that Agreement is in the public interest and should be a d o p d  by ihe  

Commission. 
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I 
I 1 Q. DOES THAT CONCLUDE YOUR TESTIMONY? 

I 2 A. Yes. 
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REFORMING REGULATION OF LOCAL 
EXCHANGE CARRIERS 

OR 
IT /S BROKE, SO LET’S FIX IT! 

Haw M. Shooshan 111 
Vice President 
National Economic Research Associates, Inc. 

A lvin Toffler defined “future shock” as “the shattering stress and 
disorientation that we induce in individuals by subjecting them to too 
much change in too short a time.” He also described the phenomenon as 

“the dizzying disorientation brought on by the premature arrival of the futue.” In 
reacting to the Federal Communications Commission’s price cap proposal, 
Congressional leaders appeared to be suffering from future shock. 

Actually, it was much worse than that. In view of the regulatoyreform 
which has already taken place at the state level, Congress’ dizzying disorientation 
a p p s  to be resulting from the belated arrival of the present! A majority of states 
have adopted some measure of regulatory reform, and one state (Nebraska) has 
virtually eliminated economic regulation of telephone service. After lagging 
behind federal policymakers for decades, many state legislatures and regulatory 
agencies have moved ahead aggressively to revamp regulation. 

If regulatory reform is so well established at the state level (with several 
jurisdictions adopting reforms which are much more radical than the FCC’s 
proposal), why did the FCC’s price cap plan for the local exchange carriers (LECs) 
get off to such a rocky start on the federal level? Why has Congress react& so 
strongly to a rather modest reform? 

181 

Telecommunications in a Competitive Environment, Proceedings of the Third 
Biennial Telecommunications Conference, sponsored by NERA, Inc .~ Scottsdale, 
Arizona (April 12-15-1989). 



1. IF IT AIN’T BROKE, DON’T FIX IT 

otwithstanding the general enmity between the Democratic leadershp in 
Congress and the Commission which ped during the Reagan 
administration, the fundamental problem the case for eliminating 

rate-of-return regulation of the LECs has not been effectively made. Congress’ 
view appears to k, “If it ain’t broke, don’t fix it.” Or, “if it is broke, prove it.” 
Congress is reluctant to throw rate-of-return regulation overboard, when such 
regulation has worked well for over half a century. 

While the FCC is moving ahead with implementing price caps for AT&T, 
regulatory reform for the LECs is very much in doubt. The telephone industry 
should be working from the premise that it has “lost” price caps; in other words, 
Lhat i t  must start over in making the case for reform. 

Despite the good intentions of the current FCC leadership and some 
encouraging language in the Commission’s order, consider the followingfacts. The 
FCC which will ultimately vote on LEC price caps will be virtually brand new 
with at least three and probably four new members. While there will be a new 
Commission, there will be the same old skeptical (or hostile) Congress. And there 
will be another powerful player in the already formidable ranks of the 
oppsition-AT&T. 

This is not to say that the FCC’s price caps proceeding has not been 
valuable. It has served to open the debate, establish positions of the various 
interest groups and put a number of options on the table. 

However, there are important lessons to leam from the initial failure on 
the pari of the L K s  to achieve price caps. First, the industry (and the FCC for that 
matter) never presented a compelling argument for reforming regulation of the 
LECs. The FCC originally intended price caps as an interim step towards 
deregulation of AT&T-a f m  which many at the @ammission believed would be 
disciplined by market forces rather than by the price caps anyway. A strong w e  
had k e n  made for reduced regulation of AT&T in a series of papers written by 
influential FCC staffers and by academics. It was dso believed that MCI, AT&T’s 
major competitor and regulatory antagonist, would ultimately accept a price cap 
plan for AT&T as a means of ending forced reductions of AT&T’s rates by the FCC. 

However, after intense lobbying by the telephone industry (especially by 
the RBOCs), the FCC agreed to expand its price cap plan to include the LECs. 
Since it could not be argued credibly that telephone companies’ market power is 
effectively constrained by competition, the FCC suggested that price caps for the 
LECs were desirabIe in order to “improve” regulation and encourage efficiencies. 
However, neither the FCC nor the telephone industry developed compelling 
arguments as to why traditional rate-base, rate-of-return regulation netxixi to be 
improved or why it was inefficient. 
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n e  FCC’s initial proposal was greeted with widespread confuion and 
skepticism in the Congress. Was the FCC suggesting that the local exchange 
market was as competitive as the long-distance market? w h y  should firms w t h  
monopoIy power be allowed to e m  whatever level of profits they could? By 
mixing apples and oranges, the FCC had created a lemon for the LECs. Although 
the FCC and the telephone industry worked hard to make the case for LEC price 
caps, they were unable to dispel the initial doubts about the plan. The LEG could 
not overcome the perception that the FCC’s price cap plan amounted to “giving 
away the store” to the industry. As a result, the Commission’s credibility with 
Congress (which was already diminished as a result of partisan political difierences 
and fundamental disagreements on mass media policy) suffered. 

Acceptance of any price cap or incentive regulation plan depends on the 
credibility of the regulators in striking a deal with the industry that benefits 
consumers. If the FCC is to regain its credibility, it wilI have to convince 
Congressional: leaders that regulatory reform is needed and that the public will 
benefit from the elimination of rate-of-return regulation. If the LECs are to 
achieve regulatory reform, they will also have to develop a convincing case for 
change. Othenvise, Congress has a right to be skeptical. If the policy makers do 
not accept your premise, then you cannot expect them to accept your conclusion. 

In the “first round” of the price caps fight, politicians saw only the 
downside of change. After all, who supported LEC price caps except the LECs? 
This leads to the second major lesson to be learned from round one. The LECs 
must address the legitimate concerns of other interested parties, primarily 
ratepayers and organized labor. ?he key issues which must be dealt with in any 
plan are rate levels, quality of service and the extent to which productivity gains 
are achieved through reductions in the workforce. 

11. TELECOMMUNICATIONS INFRASTRUCTURE 

e argue in this paper that telecommunications regulation is failing to 
provide needed infrastructure to promote economic developmm and W competitiveness of American industry. In short, we advance a public 

policy rationale for reforming the regulation of the LECs which can make the 
theoretical arguments about the shortfalls of rate-of-return regulation much more 
compelling to policymakers. 

Regulatory reform is critical to stimulating the investment in tele- 
communications infrastructure (especially in the public switched network) that is 
needed in order for the United States to remain competitive in global mzrkets and 
to retain its lead in computer technology. In recent years, the United States has 
lagged behind its foreign competitors in investing in its public telecommunications 
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infrastructure. While the United States remains the acknowledged world leader in 

achieving a modem tekcommunications infrastructure, other nations are rapidly 
closing the gap. In telecommunications, the existing plant can become obsolete 
quickly as new technology is introduced. Therefore, continued expenditures are 
necessary to ensure a modern public telecommunications infrastructure. However, 
the U.S. ranks no better than sixth in the world (behind West Gernlany, Japan, 
Australia, France and the Netherlands) in per capita telecommunications 
expenditures on public telecommunications infrastructure. 

Nations such as West Germany, Japan and Singapore have a11 specifically 
targeted investment in their public telecommunications infrastructure as critical to 
future economic development. Japan has already set the standard for commercial 
ISDN (integrated services digital network). By 1995, Japan will have invested 
$120 billion in its ISDN system. The Japanese have already committed $150 
billion to modernize their fiber network. The Republic of Singapore has developed 
an electronic data interexchange (EDI) network which links together air, land and 
water travel authorities, traders and government trade agencies. The goal is to 
make Singapore the nerve center of international finance and trade. 

In light of the impressive p r q r e s s  being made by other nations, 
modernizing and expanding our public telecommunications infrastructure will be 
increasingly important to U.S. competitiveness. Telecommunications firms must 
invest more aggressively to modernize the public switched network and to provide 
advanced services to network users. 

111. THE IMPORTANCE OF REGULATORY REFORM 

egulatory reform is esp&ally important if it can be shown that the 
existing regulatory structure does not provide adequate incentives for the 
type of investment needed to enhance our te lecommunicat ions 

infrastructure. Telecommunications infrastructure in the United States is owned by 
private firms rather than by government entities and is funded by private 
investment rather than by government subsidies. Since investmerh are not 
centrally directed, investment in the public network is not automatic. A public 
policy environment that provides f m s  with the greatest incentives to bring new 
products and services to all customers (large and small businesses, residential 
customers) would allow the U.S. to maintain i:s leadership posi t ion in 
telecommunications. At the same time, the regulatory system must be dsigned so 
ha t  it offers incentives for the firm to act in the public interest and also protects 
consumers against abuses of monopoly power. 



IV. RATE-OF-RETURN REGULATION IN A CHANGING ENVIRONMENT 

efore we discuss the shortcomings of rate-of-return regulation, we 
acknowledge that such regulation was quite effective in the past, when 
telecommunications was an end-to-end monopoly. Rate-of-return 

regulation protected customers, while providing stability to attract huge s u m  for 
investment in telecommunications facilities. Under rate-of-return regulation. 
telephone companies had adequate incentives to make “plain old tclephone 
service” universally available. 

The era of offering “plain old telephone service” in a monopoly 
environment is rapidly coming to an end. Both the nature of telecommunications 
investment and the economic environment in which such investment- is undertaken 
have changed dramatically. As a result of these changes, traditional rate-of-return 
regulation no longer provides adequate incentives for investment. 

Under rate-of-return regulation, regulators establish a limit that a firm can 
earn on its allowed investment base. This rate is established by estimting what 
unregulated firms with a similar degree of risk would earn in a competitive market. 
This type of regulation worked well in the past because it provided the stability 
necessary to attract large amounts of investment capital. Because fms  opented in 
a monopoly environment and served a growing market, investments were 
relatively safe. 

Now, however, telecommunications carriers operate in an increasingly 
competitive environment and must adapt to rapidly changing technology. ikmand 
for new services is uncertain and firms frequently face competition in the provision 
of such services. Consequently, if a fm wishes to invest in a new service offering 
today. such as videotex, ISDN or video programming service, it will incur 
substantial risk. For example, providers of videotex services face competition 
from private vendors. ISDN services face competition from private systems. 
Video programming services must compete with established cable opentois x,d 
video cassette rental outlets. 

Nevertheless, an unregulated telecommunications company mignt choose 
to invest in the facilities needed to provide such services. Stockholders would lose 
if the ventures failed, but they would have the prospect of large profits if the 
ventures succeeded in the market. In either case, consumers would benefit from 
having more alternatives available, and the economy as a whole would knefit 
from the improved infrastructure. 



, V. ASYMMETRIES CAUSED BY RATE-OF-RETURN REGULATION 

nfortunately, rate-of-return regulation contains perverse asymnletries 
which discourage telephone companies from making risky investments. U Under rate-of-return regulation, a company that undertakes an investment 

which results in a rate of return higher than that allowed by the regulators will & 
f o r d  to lower its rates. If, however, that company suffers losses as a result of its 
investment, regulators are reluctant to permit the firm to recoup those losses 
through higher rates. Even if regulators could be convinced to permit rate 
increases, the company’s ability to raise rates will be constrained as markers 
become increasingly competitive. Moreover, if the venture loses money, the 
regulators could actually disallow the investment and force &he company’s 
shareholders to bear the loss. 

The investment climate created by rate-of-return regulation is, therefore, 
asymmetrical. It is a “heads, I win small; tails, I lose big” proposition $or regulated 
f m s .  Shareholders reap few of the benefits of 3 highly profitable investment and 
yet might very well bear the entire loss associated with an unsuccessful investment. 
Since the symmetrical relationship between risk and return disappears, the riskier 
the investment, the less likely it is that it wit1 be undertaken by a fm subject to 
rate-of-return regulation. While this asymmetry may have been acceptable in a 
monopoly environment where new investment could be made conservatively as 
markets or technology became established, it is untenable in a competitive 
environment where f m s  must offer innovative services to generate revenues. 

Vl. INCENTIVES FOR fNVESTMENT 

ronicaIly, rate-of-return regulation has been criticized over the years for 
encouraging over-investment. Therefore, the argument that investment is 
discouraged requires some elaboration. A distinction must be made between 

the type of investment undertaken in the past and the type of investment necessary 
today to develop new services and contribute productively to  the 
telecommunications infrastructure. 

Investments which result in new product or new service offerings 
typically involve substantial risk, since their success depends upon uncertain 
customer demand. These are precisely the investments that are necesszy in order 
to modernize the U.S. telecommunications infrastructure and to keep pace with the 
kvel of investment being maintained by our foreign competitors. Under rate-of- 
return regulation, firms may overinvest in “safe” projects such as expansion of 
existing facilities but will be reluctant to incur the risk of offering innovative 
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services. However, safe investments alone will not provide an adequate 
telecommunications infrastructure to enable the United Slates to be competxive in 
the marketplace. By the time an investment becomes “safe,” the United States 
may well be importing the technology and exporting the jobs related to that 
investment Moreover, consumers will Se harmed by the delay in brinzing new 
services and products to the market. 

In countries with a government-managed telecommunications system, the 
disincentive to engage in high-risk, high-return investment does not exist. Because 
investments are centrally directed, disallowance is not a danger. Although 
governments are traditionally risk averse, here they incur no risk. If an investment 
project supports a nation’s infrastructure and contributes to economic development, 
the nation benefits even if the investment is not a commercial success. Pnvate 
firms, however, benefit from an investment only if it is a commercial success. 
Therefore, under current regulatory policy, the introduction of new services is 
likely to take place overseas first. By the time U.S. companies are assured of the 
profitability of the new service and can justify the investment themselves, the risk 
will be lower but so will the benefits to the U.S. economy. 

The above discussion is not intended to applaud government-managed 
systems but to point out one of the major reasons why other nations are making 
greater progress toward infrastructure modernization. Although the U.S. 
regulatory system has outperformed such government-managed sysrems for 
decades (and has even been emulated by some countries in privatizing their 
telecommunications carriers), that system must keep pace with changes that have 
occurred in the telecommunications environment. These changes include 
increased competition in some markets and a rapid rate of technological advance 
across the board which result in the need for modernization and innovative service 
provision. Only by improving the reguIatory climate can the United States retain 
its leadership in telecommunications. 

VII. REGULATORY REFORM: ENCOURAGING INVESTMENT 

regulatory policy that focuses on price instead of rate of return would 
promote vital new investments while continuing to protect telephone 
subscribers against monopoly abuses. By limiting the prices that firms 

can set, rather than their profits, regulators would encourage more  risky 
investment. Because these price limits would be renegotiated periodically, f m s  
would face implicit constraints against earning excessive profits. Although 
investment benefits would initially accrue to stockholders, they would ultimately 
accrue to ratepayers. 
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In effect, price regulation lengthens the “regulatory lag” associated writh 
investment and perniits more of the benefits of successful investment to flow 
through to stockholders. This situation encourages firms to undertake risky 
investments that have good prospects. 

A regulatory policy that focuses on regulating price instead of profits a!so 
would restore the necessary balance between risk and retum. F m s  would assume 
the nsk associated with an investment (because prices would be fixed, additional 
costs could not be recovered from ratepayers), but could then retain the profits ha:  
might accrue-at least until the plan for price regulation is renegotiated. If profits 
are considered excessive, ratepayers will ultimately benefit in the form of r e d u d  
rates when the price regulation plan is renegotiated. In the meantime, however, the 
investment has been made and the infrastructure benefits can be realized. 

i t  is important to note that profits and consumer benefits are not mucu&il;y 
exclusive. From a consumer’s perspective, the best industry structure is, in ma?? 
iespects, a competitive one. Firms in such a competitive industry must satisfy 
consumer needs or face shrinking market share and revenue losses. The fmt f L m  

to provide consumers with a new product or service incurs substantial risk but can 
expect substantial profits if the venture is successful. Therefore, a firm in a 
competitive industry has a great incentive to undertake what are often risky 
investments in its quest for this profitable advantage. Consumers clearly benefit 
from these investments; they enjoy diversity and competitive entry (or the h e a r  of 
entry) which keeps prices down. 

When economies of scale prescribe a monopolistic market structure, 
firms must be regulated in order to protect consumers from potential abuses of 
monopoly power. However, the advantages of competition should not k ignored. 
Ideally, the regulatory environment should be such that consumers are as well o f f  
in terms of price and product offerings as they would be in a competitive marke: 
environment. Under rate-of-return regulation, consumers lose these important 
advantages. 

A firm that is able to retain more of its profits is more likely to modernize 
and introduce new products and services more quickly in an effort to meet 
customer demand. These firms are likely to be much more responsive to 
customers than f m s  which stand little chance of profiting substantially from their 
anticipation of consumer needs. After all, in B competitive environment, it is the 
quest for profits that motivates the fm to satisfy customer demands. 

In a competitive market, such profits do not last forever. Ultimately, 
competition forces the successful firm to pass supracompetitive profits on to 
consumers through lower prices. Under price regulation, such gains are passed on 
to consumers when the plan for regulating prices is renegotiated. In both cases, 
consumers reap the long-run benefits of successful innovation. 
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Vlli. REGULATORY REFORM: THE NEED FOR A COMPELLING CASE 

raditional rate-of-return regulation is probably stiIl adequate for F~ms that 
serve only secure, monopoly markets. However, the challenges in today’s 
telecommunications industry go far beyond such markets. If the United 

States is to move rapidly forward into the information age, telecommunications 
czniers will have to invest aggressively in risky, competitive markets. Only in this 
way will the country have the public telecommunications infrastructure it needs to 
be competitive in the ihformation services marketplace. Unfortunateiy, rate-of- 
return regulation provides inadequate incentives to encourage investment in risky, 
competitive markets. 

The infrastructure and competitiveness arguments provide coinpelIing 
support for replacing traditional rate-of-return regulation with some form of 
regulation which gives regulated f m s  more incentive to invest in new technology 
and to develop new services. The FCC and the telephone industry must make this 
case convincingly-backed up by hard data on, and in-depth analysis of, the srrides 
being made by our foreign competitors. The debate must be refocused and the 
predicate for change must be established if policy makers at either the federal or 
state levels are to endorse real regulatory reform for the local exchange carriers. 
And, in refocusing the debate, the telephone industry must make certain, too, that 
the &&a1 theme is regulatory reform and not deregulation. 

With the lessons of “round one” in mind, the telephone indcstry can 
achieve success but only if it takes nothing for granted and builds its case for 
change on a sound foundation. 
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LESSONS FROM THE BRITISH 
EXPERIENCE 

WITH PRICE CAP REGULATION 

bv 
Professor Sir Bryan Carsberg 
Director General of Telecommunlcations 
OFTEL, Unfted Kingdom 

he main objective of regulation is to bring about behaviour that is ir, the 
national interest. It is to encourage the regulated industry to behave T according to the interests of its customers and sometimes, perhaps, also to 

pursue social goals. One of the main reasons for regulation is to prevent the abuse 
of monopoly power, the restriction of output and the charging of excessive prices. 
In this situation, many of the regulatory objectives can be thought of as aiming to 
bring about the same situation as would prevail in a competitive market In a 
competitive market, a business must operate with reasonable efficiency or it will 
not be able to survive. Regulation should similarly encourage efficiency. In a 
competitive market, a f m  which provided unacceptably low quality of sevice 
would find that its customers switched allegiance to a rival: it would suffer 
fmancial loss. Regulation should also aim to make a company suffer financial loss 
if it provides an unacceptably low quality of service. In such ways, the zim of 
regulation can be said to mimic competition. 

A good deal of regulatory interest has recently focussed on rn-Ads of 
that have the desirable property of promoting efficiency in the manner 

of competitive markets. The so-called price cap method has relatively good 
incentive properties. The purpose of t h i s  paper is to describe experience with the 
use of price cap regulation in the United Kingdom and to discuss some of its 
advantages and disadvantages and some of the issues that arise in applying it 
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1. EXPERIENCE IN THE UK 

rice cap regulation was adopted in Britain in 1984 as a method of 
controlling the prices of British Telecom when it was converted into a P private company. Permission to operate a teIecommunications network is 

given in a licence which makes permission conditional on observance of a number 
of rules contained in the licence. Licences are issued by the Government in the 
fmt place, but I have powers to enforce them and also to amend them under a 
prescribed due process. Price control is applied under one of the rules in British 
Telecom's licence. The rule established in the original 1984 licence was that price 
increases should be limited to three percentage points below the rate of inflation for 
a period of five years. No formula was set down for price increases after the end of 
the five-year period, this being left to the licence amendment p r d u r e s .  The 
price control rule actually applied to an average of prices so that individual prices 
could be increased by more or less the overall cap. The prices concerned were 
exchange line rentals (standing charges for dial tone) and direct dialed inlznd 
telephone calls, other than those made from public call The average was 
calculated as a weighted average, using revenues in the previok year as weights. 
Other prices were left without formal control. Within the controlled group of 
prices, exchange line rentals were subject to an individual limit of two percentage 
pints above the rate of inflation; no floor was established for any prices. 

British Telecom did not use the maximum allowed price increases in all 
years. For example, managers decided to forego permissible increase of a tittle 
over I percent in 1987. In 1986, average prices had to be reduced by abut  one- 
half of 1 percent, but the company took advantage of its flexibility to underlake a 
substantial rebalancing of prices. 

In 1988, I began licence modification procedures to establish a new price 
control rule to come into effect in 1989 on the expiry of the original rule. My fust 
step was to publish a consultative document. One of the questions asked by this 
document was about the desirability of continuing price cap regulation compared 
to the alternative of switching to some other method of control. Commentators 
were virtually unanimous in supporting a continuation of price cap regulation. NO 
substantial body of opinion argued for a switch. To make a licence modification, I 
had to reach agreement with British Telecom or, if that agreement could not be 
obtained, to make a reference to the Monopolies and Mergers Commission and 
obtain their broad support subject, in either case, to publishing my proposals and 
allowing time for objections to be made. In the event, I was able to reach 
agreement, and the new rule is that price increases will be limited to 4.5 
percentage points below the rate of inflation. The basket of services covered was 
extended to include operator-assisted calls. The individual limit of 2 percentage 
points above the rate of inflation was continued for exchange line rentals, and 
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connection charges were also brought under this control. The new rule will last for 
four years, and a further modification will, therefore, be needed in mid-1993. 

British Telecom’s original licence did not contain any rules a b u t  quality 
of service, and no foxmal amendment has been made to deal with this. The quality 
of service improved slightly after privatisation up to the end of 1986, but it then 
deteriorated during 1987. Some people assumed that this deterioration was 

’ attributable to the lack of regulatory incentive to focus on quality of service. 
Reducing quality of service, they argued, would save money and, as there was no 
penalty for it, would lead to an increase in profit. A more convincing explanation 
is that the main cause of the deterioration was actually a strike of engineering staff 
that occurred early in 1987. This led to the neglect of maintenance work with a 
serious cumulative effect in a system that was excessively dependent on old 
technology. Difficulties were compounded with teething troubles associated with 
the introduction of the more modern technology. Quality of service has 
subsequently recovered to the point at which it  is better than it has ever been 
before. However, I do believe it is desirable for a regulatory system to contain 
financial incentives to improve quality of service, and I shall return to say more 
about this issue below. 

II. PRICE CAP VERSUS RATE-OF-RETURN REGULATION 

next turn to consider $he general merits of price cap reguIation. The choice of 
regulatory approach is often depicted as a choice between “rate-of-return I regulation” and “price cap regulation.” Rate-of-return regulation is regarded 

as a method which begins with an assessment of allowable cost and allowable 
investment-the regulator’s assessment of the appropriate levels assuming a 
reasonable level of efficiency-and then determines ackptablc prices as the prices 
that are expected to yield a satisfactory rate of return on the investment, taking 
a p u n t  of estimated costs. Under this approach, prices are normally assumed to 
be approved in detaii, item by item. Price cap regulation involves limiting 
prices-perhaps average prices-according to a formula for a set period of time. 

This dichotomization is an exaggeration and an oversimplification. In my 
opinion-and I shall discuss this issue in more detail beIow--setting a particular 
level for the price cap should depend on estimates of the consequences for rate of 
return on investment. The price cap should be set at a level which is e x p t e d  to 
produce a reasonable rate of return. To that extent, the price cap regulation seems 
similar in basic approach to rate-of-return regulation, and the main dSerence is 
actually the length of time which eiapses between successive regulatory 
determinations of prices, Rate-of-return regulation involves setting prices in 
advance but perhaps sening them annua2ly. Price cap formulae have been fixed for 
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fwz  or five years under British practice. Th~s difference in term is imponant. It is 
fixing prices in advance that gives the approach its incentive propemes. if prices 
are fixed, reductions in cost will mean increases in profit, and managers have an 
incentive to achieve greater efficiency to this end; the longer the tern, the greater 
the gains from efficiency and the greater the incentives. However, if both 
approaches to price control depend on rate of return, they are similar, a d  this IS the 
sense in which the dichotomization is an exaggeration. Perhaps i t  wouId be better 
to contrast short-term regulation and medium-term regulation rather than rate-of- 
return regulation and price cap regulation. 

The contrast is an oversimplification, because we actually have available 
a family of price control measures rather than two clearly con 
Rate-of-return regulation, under which prices are set for s 
perhaps one year, can lead to profits which are different from expectztions. Costs 
may be different from expectations, demand may vary, and so on. ?“ne regulated 
company may be required to accept the results, whatever they are. AIternatively, it 
may be required to make refunds to customers if rate of return exceeds some 
benchmark, and it could also be allowed to carry forward a shortfall 2nd recoup i t  
from subsequent revenues. If both these variants were to be adopted, we should 
have an extreme form of rate-of-return regulation under which incentive to 
improve efficiency would be at a minimum and certainty of result in te,ms of rate 
of return at a maximum. Without these variants, even rate-of-return regulation 
over a one-year horizon has some incentives to efficiency. 

Ill .  THE PRICE CAP HORIZON 

A nother way of looking at the family of regulatory arrangements is to 
consider the horizon of a price cap as variable. When a regulator sets a 
price cap, he or she is aware of taking some regulatory risk. The 

particular price cap chosen has to be based on estimates, and actual results are 
almost certain to differ from the estimates. Profits wiIl be more or less than 
expected, and the regulator runs the risk of being criticised because the profits are 
“outrageousiy large” or, indeed, so small as to impair the operating capability of 
the company. The longer the horizon, the greater the risk. However, the longer the 
horizon, the greater also the incentive to efficiency. As the term of a price cap is 
shrunk, uncertainty and incentive both diminish, and the effect of the price cap 
comes closer to what I have called rate-of-return regulation. My experience with 
price cap regulation in Britain, including my experience of dealing with people 
who complained about prices from time to time, has led me to make the subjective 
assessment that in the telecommunications industry, under current conditions, the 
t m  of a price cap should be between three and five years. Below three years, the 
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incentive becomes too small, and above five years, the uncertainty &comes too 
great. 

IV. MORE COMPLEX PRICE CAPS 

he balance between incentive and uncertainty can be afTected by additional 
devices which generate ad& tional members of the family of price controls. 
One such device is that of “profit sharing.” This device is normaIly 

presented as a one-way risk for the regulated company. Price cap regulation may 
be adopted as the basic approach, but the regulators declare a rate of retun whkh  
they regard as reasonable. Surpluses above this rate of return are shared between 
the regulated company and customers h some agreed pmportio~-this means that 
some proportion of excess profits is converted into a refund to customers. The 
~egulated company has theincentive of keeping some of the profits that result from 

Another way in which the incentive/risk trade-off can be altered is to 
adopt ,a price cap that is more complicated than the basic inflation plus or minus 
“x” format. If the aim of price cap regulation is mainly to encourage ef€iciency, 
regulators will wish to create a situation in which profits depend OR efficiency and 
not on other unexpected events such as unexpected growth or depression in the 
economy, which may affect the volume of demand for telecommunications 
services at a given price, or unexpected price changes outside the control of the 
regulated company. To achieve such B resuIt, prices must be made to depend on 
these unexpected factors. For example, permitted prices charged to customers 
could be made to depend on the prices of supplies to the regulated company. This 
approach was ig&pted in the price control for British Gm, where prices depend on 
the price of input fuels. SimilarIy, prices could be controlled according to a more 
complicated fonnub under which they depended partly on volum‘.;e: This kind of 
approach involves some hazards. Very few prices are completely incapabIe of 
being affected by managerial action. If unexpected cost changes are fkd h u g h  
completely to output prices, managers will have no incentive to buy efficiently. 
SimilarIy, volume changes depend parlly on managerial efficiency and p d y  on 
circumstances beyond their control. However, some incentices can be retained by 
setting the formula at a level which provides partial compensation for unexpecred 
results but nor total compensation. 

One of the minor advantages of price cap regulation is its ability to 
convey a simple and understandable message to customers and its being reIar.iseiy 
easy to administer. The more complexities arc added of the kind discussed above, 
the less this potential benefit is likely to be realised. 

I therefore decided, in the UIC, to stay with the simple version of the 

I its e%ci&cy. but unexpected profits are also limited. 

195 



~ 

~ - 

7 , ,  I 

* ARIZONA CORPOR.ZTICIS COMMISSION 

TESTIMONY OF HARRY hi. SHGOSHAN III 
ATTACH~IENT B - PAGE 6 

OCTGBER 27, 2000 

formula. However, uncertainty in estimates of volume was a particular dfiiculty in 
the revision of the price cap rule last year, because of the British policy of 
encouraging competition and uncertainty about the effect of the regulatory 
arrangements on the share of the market that would be taken by British Telecom’s 
competitor during the period of initial development of competition. To deal with 
this difficulty, I would have been prepared to consider some volume adjustment in 
the fomuia, but it eventually proved to be unnecessary. 

c 

V. THE LEVEL OF THE PRICE CAP 

next want to consider more directly the question of how the level of a price 
cap should be decided. Some people appear to take the view that the level of 
the price cap does not matter very much. They argue that the purpose of the 

approach is to give an incentive for greater effkiency and that the incentive arises 
more or less equally regardless of the level of the cap. Others would argue that the 
price cap should be equal to the rate of inflation minus a factor which represents an 
estimate of reasonably attainable improvements in productivity and that t h i s  level 
should be continued regardless of the Ievei of profits at the start of the price cap 

Neither approach seems to me to be economically efficient or politically 
realistic. Both approaches could lead to the aming.of very high profits-profits 
that would be politically intolerable-and this would probably result in a political 
rejection of the whole approach. Furthermore, one has to consider the effects of 
the price control on matters other than simple operational efficiency. The price 
control should be consistent with giving appropriate incentives to invest up to an 
efficient level. This means that the regulated company should have a reasonable 
expectation-of beiig allowed to earn an acceptable rate of return on investments 
that are worthwhile. Similarly, customers should be given the incentive to use the 
telephone system to an efficient level, and this will not happen if usage charges are 
too high. 

All these factors persuade me to believe that the level of the price cap 
should be chosen as one that produces a reasonabIe expected rate of return. 
Sometime, this statement produces the shocked response that, surely, the whole 
idea is to get away from rate-of-return regulation. However, to say this is to 
misunderstand the argument Creating an incentive to improve efficiency does not 
depend on neglecting rate of return but rather on fixing the price control for a fairly 
long period of time. This is the reason for my statement above that the important 
distinction is between short-term regulation and medium-term regularion rather 
than between price cap regulation and rate-of-return regulation. 

When I revised the mle for controlling British Telecom’s prices last year, 

period. 
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I explicitly based my approach on financial modelling. My staff prepared a 
detailed model for predicting British Telecom’s profits given values for variables 
such as the level of demand, the rate of inflation, efficiency gains, input prices and 
the price control rule itself. We built up this model from infomation available 
about British Telecom’s past results, from information provided by manufacturers 
about trends in equipment prices and from other sources. We provided our model 
to British Telecom, invited it to criticise the model and took account of the 
criticisms. Having validated the model, we used it to make predictions, a d  we 
settled on a price cap that would produce a reasonable rate of return, giv, en our 
expectations of the behaviour of the variables. 

VI. CARRY OVER 

he way in which results at the end of a price cap period are canied over 
into decisions about the next price cap is important for the incentive effects 
of the control. The incentive to achieve efficiency gains is always likely to 

be strongest at the beginning of a price cap period, because the prospect then exists 
of enjoying the surpius profits for some time. Towards the end of the period, the 
regulated company is more likeiy to wish to convince the reguiator that life is 
becoming difficult and large uncontrollable cost hcreases are being faced. This 
danger will be particularly great if prices are reduced at the start of a new price cap 
period to eliminate any excess profits being earn& at the end of the previous 
period. i n  that event, the regulated company would certainly prefer to delay 
efficiency gains that could be made at the end of one period and take them instead 
at the beginning of the new period. 

I therefore believe that regulators should signal by their behaviour that 
they do not intend to pass on all efficiency gains to customers as soon as a price 
cap pericxi is finished. One way of brjnging chis about is to set the price cap at 
constant annual rate over the period concerned and set it at such a level that 
expected profits come to be a reasonable rate of return on capital employed at the 
end of the period. If excess profits are being earned as a result of efficiency, this 
approach will cause a gradual decay of the excess but leave some reward for the 
regulated company, 

Vi\. MID-TERM REVlEWS 

ne important question that the regulator has to answer concerns the case 
for altering the price cap before the end of the stated term. Once a piice 
cap has been set, should it be left unaltered in all circumstances? I do not 
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think that any absolute assurance can or should be given that the price cap  will 
remain unaltered. The purpose of the price control is to encourage efficiency. and 
changes should not be made in a way that will eliminate the incentive to efficiency. 
However, i f  unexpectedly hrge profits-or indeed unexpectedly small 
profits-have been made because of unexpected changes in circumstances, rather 
than efficiency, it seems to me that a change in the formula can legitimately be 
made and, in some circumstances, will virtually be a political necessity. However, 
this is a sensitive matter, and the regulator must proceed with care. Frequent 
interventions, giving the impression of “fine tuning,” may make the price cap 
approach come to seem very much like short-term rate-of-return regulation, 
particularly given the practical difficulty of distinguishing efficiency from 
uncontrollable effects. f believe that mid-term changes in the price cap should be 
quite rare. I have once conducted an investigation to assess whether or not a 
change was needed, but I have not yet made a mid-term change. 

VIIf. SCOPE OF PRICE CAP REGULATION 

I want next to give some attention to the question of coverage of price cap 
regulation. What proportion of the business should be covered by price caps, 
and to what extent should prices be controlled individually instead af relying 

on an overall average control? My starting point is that the prices of all services 
that are subject to significant monopoly power should be covered by a price cap. 
My basic reason for believing this is that price caps are intended to provide an 
incentive for greater efficiency, and this incentive is valuable in all areas of 
business even though the potential for efficiency may be greater in some arm than 
others. 

Some services-notably, for example, private circuits-have been 
omitted from price control in Britain. People can complain to me, if they believe 
that prices are excessive, and I then have the duty to conduct an investigation, and I 
can move to modify the licence and introduce a price control if I consider it 
desirable. However, in practice, my investigation has to rest heavily on an 
assessment of whether or not the rate of return being earned is excessive. and, 
consequently, the position comes to be very similar to rate-of-return regulation. For 
this kind of reason, I have publicly stated my belief that it would be desirable to 
have price cap regulation of private circuit prices, and I am cunently working on 
procedures to bring this about. 

One notable area of service which is s ~ X  not subject to price controI is 
international telephone calls. This is an area where British T e l m  clearly 
coatinues to wield monopoly power. However, international telephone pricing 
raises some special difficulties because of the way in which international prices are 
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set An international price exists which is paid by one administration to anorher foi 
delivering an international call. This price can be altered onIy by bilateral 
agreement. 
relatively low by international standards, and if a price control were to cause 
further reductions relatively, the effect could be to provide a strong incentive to 
originate calls from Britain, and this could cause a sharp swing in the economics of 
international telephony with some detrimental effect on the national balance of 
payments. Considerable scope exists for the development of competition in 
international telephony, and this is akeady exercising a constraining influence on 
prices. Given the special difficulties of international telephony, I have decided not 
to introduce a formal price cap at present, but I shall keep the area under review 
and be ready to introduce a control if the need should become apparent. 

I Prices for outgoing international calls from Britain are aIready I 

IX. CAPS FOR INDIVIDUAL SERVICES 

have already mentioned that the British approach applies the price cap controls 
to broad averages. The existing price cap is an average for a basket of I switched services, and the price cap I propose for private circuits is likeIy aIso 

to be aimed at a weighted average. In part, this approach has been adopted because 
of a recognition of the difficulty in defining costs and optimd prices at the level of 
individual sqrvices, taking account of time-of-day variations. Because of this 
difficulty of definition, we have thought it preferable to allow flexibility to the 
regulated company, though this is always subject to the right to intervene if an 
individual price is set at a grossly inappropriate level, implying antimmpehtive 

. behaviout or abuse of monopoly position. The potential threat of a licence 
amendment to deal with any such anomaly is a r e d  one and is likely to be a 
sufficient sanction in most practical cases. 

Accordingly, the only individual price cap in the British system is one 
designed to Iimit the speed of rebalancing of prices. We recognise the basic case 
for relating cdl charges more closely to usage-sensitive costs with the implication 
that standing charges will have to rise relatively. However, an excessively rapid 
rise would cause economic disruption-because people had made plans on the 
assumption of a reasonable stability in prices-and would also be politically 
controversial. We have, therefore, limited the speed of adjustment of standing 
charges to 2 percentage points above the rate of inflation, and we have made 
special arrangements for the protection of people with low incomes in the form of 
a low user tariff involving a low standing charge. 
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X. ACCOUNTING PROBLEMS 

n discussing individual prices, I. have touched a iittle on difficulties of cost 
measurement. The problems of accounting measurements to support regulation I are a subject of greatherest to me as a former a m u n b g  professor, and they 

are complex enough and interesting enough to merit a separate paper in r'neir own 
right. I cannot do more in the present paper than leave one or two s i g n p o s t s 4 i  
two points ace perhaps of particular interest in the current context. 

I should first acknowledge that one reason why pnce cap regulation has 
considered attractive was the belief that rate of return could not be measured with 
acceptable accuracy-or even with any knowledge of how accurate t h e  
measurements were-and that price cap regulation avoided the need for 
accounting measurements. The difficulty was seen as being twofold. Fit is the 
difficulty in measuring the results for one year separately from mother, and second 
is the difficulty of separating the results of regulated businesses from unregulated 
businesses, given the existence of joint costs. Regulators could indeed set a price 
cap independently of any accounting measurement if they were willing to d e  for 
a price cap that broadly reflected attainable productivity improvements. However, 
for the reasons given above, I reject this approach, and I believe that the price cap 
must be based on computations of expected rate of return. Consequently, I cannot 
avoid the accounting di%cul.ti"es. 1 therefore think that one has to proceed with the 
best attainable measurements under accounting. I recognise that piactid 
measurement uncertainties will be inevitable. Where joint costs are concad, we 
are dealing with a problem that is known to be unanswerable. However, 1 do not 
beIieve that the size of these difficulties is sufficient to invalidate the whole 
p r d u r e .  

One of the great accounting controversies concerns whether investment 
should be revalued at current prices for assessment of rates of retnrn on capital 
employed. In accountants' jargon, a choice must be made between historical cost 
accounting and current cost accounting. I believe that little room exists for dispute 
about the preferability of current cost accounting from a point of view of the 
allocation of economic resources. However, businesses do not like to re- to their 
shareholders on a a r r e n t  cost accounting basis because it makes profits look 
relatively small, and the accounting profession does not yet force them to do so. Many 
regulated cornpanics would doubttess like to continue reprting to shareh01dcz-s on the 
traditional basis but to be allowed to conduct their ddings with r egu lam on the 
basis of current values of assets. That. of course, would be intolerable h u s e  it 
might Iead to the impression that companies W U ~  being allowed to cam very large 
rates of return, and this would lead to strong political pressure to change the sysmx. 
If we have to live in a world in which company performance is normally asessxl on 
the traditional accounting basis, using outaf-ciate values for assets, I see no practical 
alternative to using these numbers also for regulation. 

* 

~ +, e 
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XI, QUALITY OF SERVICE 

4. 

want, finally, io say a few words about incentives for quality of service. I have 
already noted that some incentive for achieving the desired level of quality oi 
service should be incorporated in the price control arrangements. The fmr 

evident requirement is public accountability. Statistics for the main aspects of 
quality of service should be compiled regularly and published together with 
performance targets. If performance falls short of target, the reguIated company 
should be required to report on the reasons for the shortfall and the plans in hand to 
correct matters. British Telecom commenced reporting under such a system in 
October 1987. 

Public accountability on quality of service may be sufficient. However, 
financial incentives are more convincing, and regulators surely need to have plans 
for such incentives ready if not actually to apply them immediately. Under the 
British system, financial incentives could be introduced in at least thre ways. One 
would be to link prices to quaiity-of-service statistics: price caps would be reduced 
if quality of service fell below target levels. A second possibility would be to 
require specifled service levels to be attained as a licence condition; if the target 
levels were not met, financial penalties could then be applied for breach of licence 
conditions. A third possibility is to require the regulated company to accept some 
contractual liability to customers for quality of service. Contractual liability has 
the advantage that it leads to compensation of the customers who have suffered. 

We have just introduced an arrangement under which British Telecom 
will accept contractual liability with effect from April 1, 1989. The liability will 
relate to provision of exchange lines and fault repair. It is limited in amount. In 
case of default, customers will be paid €5 per day in compensation unless British 
TeIecom can show that it did all that a reasonable telephone company could have 
done. Higher amounts may be claimed up to a limit of €5,000 if losses can k 
proved. The amounts are low partly because of a wish not to put up prices as a 
consequence of the imposition of heavy costs. However, we believe that the 
incentive effect is likely to be strong, and we shall keep the working of the system 
under review, ready to seek an increase in the amount of compensation if it seems 
desirable. 

I have not sought to apply the other methods of giving financial 
incentives to improve quality of service. They would add complexity to the 
regime, and present indications are that they are not needed. However, if quality of 
service were to deteriorate in the future, the complexity would be worth bearing, 
and I should not hesitate to seek the introduction of additional measures. 
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erhaps I can conclude by re-emphasising that we are pleased with the way 
price cap regulation is working in the UK. We believe we have set our 
conrrols at a level which gives British Telecom a tough challenge but also 

the opportunity to benefit from improvements in efficiency. Price cap regulation 
can make everyone concerned better off. One never knows what would have 
happened if an alternative system had been used, but the results of our present 
system are encouraging. British Telecom is making g d  profits, and the customer 
is receiving good protection. In the nine years following privatisation, price cap 
regulation will have reduced prices by at least 30 percent relative to inflation. 

Things are also going well with cpality of service. We have introduced 
arrangements for compensating customers for poor service which we believe to ix 
unique worldwide. Actual quality of service is better than it has ever been. About 
91 percent of faults are repaired within two working days, and British Teiecom is 
on track to meet its target of repairing over 90 percenf of business faults in five 

* hours and residential faults in nine hours. Congestion of the network is at an all- 
time low, and operator response times are high. Customer satisfaction is also high. 
OFTEL conducted a survey recently in which customers were asked to rate service 
on a five-point scale. Eighty-three percent said that they were very satisfied with 
service or fairly satisfied with service-the top rwo points on the scale. As the 
difficulties of 1987 recede, it is ROW clear that we are not incurring any 
deterioration of quality of service because of our use of price cap regulation. 
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s U P P L E hl  E N TAL RE 3 L TTA L 
T E S T ~ M O X Y  OF 

H , 4 l i R l ’  h4. SHOOSH-4N 111 
I S  S U P P O R T  O F  THE PROPOSED 

s E TTLEM E N  T i4 G RE E M E N T  

WJX4T IS YOUR NAME AND OCCUPATION? 

My nLne is Harry Id. Shooshan 111. I am a pimcipal in, and co-founder cf. S L , - Z X ~ C  

Pols -  Xesearch, Inc. (‘‘SPR”), an econoimcs and pubhc pohcy consc;-,?S LZTJ 

locayed at  7979 Old Georgetown Road, Suite 700, Betllesda, Maryland 

HATZ YOU PREVIOUSLY FILED TESTIMOhT 13- THIS 

PROCEEDING? 

Yes. I liied Dlrect Tes&nony on August 9, 2000 and Surrebuttal TesLT0r.J- on 

Seprernber 8, 2000 on behalf of Staff m uh~ch i proposed a price cap regdzxon 

pl2n for Qwest Corporation (formerly US %%ST Comrnunicattom. Inr., m 

An~onz. Further, on October 27, 2000 I filed Dlrect Testunonj- in sup?rjr; GI m e  

Pro?,rJsed Agreement (“Ageernent”) on behalf of Staff. 

r .  

WH_4T IS THE PURPOSE OF THIS REBUTTAL TESTIMOh-7 

Tis restlmony responds to crincisms of, and dsagreenlents witli, tine ?:o?=.sed 

price cap pian raised by Intervenors’ experts Dr Lee SeluTn on behalf 5: iT&T, 

Dr. 3zr:  Johnson on behalf of RUCO, and Di Fzancis Cohne on ber.;: G I  Cox 

Ar20n2 Telecom In preparing this testunony. 1 have reviewed the COIZ:-~T,:E 5 e d  

bj- &e Intervenors regardmg die proposed Settlement Agreement Thest z x r - ~ e a t s  

e n c o q a s s  man? dozens of pages. Out of these, I have attempted tc CX-L 5ie 

maic: substannve concerns and criucisxx expressed by tile Intervenors rzgzr&ag 

. . -  - 

. .. 
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23 

24 

25 

26 

27 
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the pnce cap plan poruon of the Agreement 

criuciwx in tliis Rebuttal Testmion? 

I respond to those con:-,?1- 2nd 

Q. WOULD YOU PLEASE SUMMARIZE THOSE CONCERNS h1-D 5-OCR 

RESPONSES TO T H E  CONCERNS? 

- 1 .  A. The issues that I address are those rased by these wtnesses regardmg die L:x-*~- - -q- 
perimrced for Basket 2 and Basket 3 sen~ices, as well as the potentlzi 53: =a- 

,- I- conipenuve pr~cing by Qmest, under the terms of the proposed pizr. -LS-L?S, 

Seluyn. Johnson Further Supplemental. ] ohnsoc Supplemental at 26-32: A LSO 

respond to parues' criticisms of the agreed upon 'Y' factor [Seluy-n i: 13-14: 

Johnson Supplemental at 13-19] I furher respond to parues' testunonJ- :e?ckzg 

the bzsket strucmre of die proposed pnce cap plan uohnson Suppiernez-2 2; 19- 

261. Fmally, I respond to h4s. Starr's and Dr. Seluyn's testunony r e F 2 - g  <le 

adequaq of the $15 ndhon per year reductton m access senrices for i5e +zee--e2r 

term of the plan [Starr at  7; SeluTn at 26-29]. 

- .  

-4s I describe in detail below, the concerns that Qwest could price anti-co;r,?ezz-c-eiy 

under h e  terms of the plan are unfounded. The Agreement calls for s e ~ - i c ~ ~  x be 

priced aSo~7e TSLRIC. Further, miputauon rules m -4r1zona wdl  con'^?;: :E be 

apphed as they have been to ensure that no pnce squeeze occurs The .>.I" 2 ~ : s :  13 

the plan. whde developed and sponsored in my &ect testunony, Ziso Z C ~ ~ Z S S  a 

com-pomse between the Company and the Staff, and IS consistm: x x : ~  :qat 

adopted m other states, as I dscussed in prev~ous testunoiiy [Shooscr. J L - Z Z :  at 

141 The basket structure proposed in the plan separates basic/nonco=?ez=re 

sen-ices from u7holesale and conipeu~ve/0e~ib l~  -priced seiTr1ces. tlieres; ? r z - - y ~ ~ g  

cross-subsidles as well as prov-ldlng three degrees of pricing f l e x b h c  z z - z z z  r e d  

services \Xhlc die agreed-upon reduction in inrrzstate access rares 15 JSF ::iz -7~ 

original recoimnendauon, it  1s nonethel&s a substanual movemen: L? :--E zCnt 

drrection and represents one component of an Agreement that h;s :=.-;rz: to 

balance the lntere~ts of Qwest, its retad and whoiesale customers. an t  z o r - ~ ~ x ~ ~ z s ,  

and should be viewed in that hght 

. .  

. -  
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1 Q. 

- 3 

H.4T-E .M PARTIES FOUND THE TERMS OF THE PROPOSED 
AGREEh4ENT TO BE Ih’ THE PUBLIC INTEREST? 

3 A. Ye: O n  behalf of the IJ.S. Department of Defense and other FedezL Sx=.r-:re 

4 Agencies (“DOD”/“FE.4”), kcha rd  Lee has tesufied that the A;-eernz_-: 3 x s  

3 ‘‘strike an appropriate balance between the interests of Qwest and :E rz:zz~ezs’. - .  

6 b e e  .zi 3-41, Mr. Lee astutely points out that the plan “appropnateiy a k ~ s  <re 

burdes on Qwest to reahze the net revenue increase [from compeunw s~,;ces. 

0111~-] zudionzed under the Settlement l’~greement” F e e  at 41. I t  is ~i=rxzz: ro 

keep h e s e  points rn mind when revievulg the mlvidual componezr-. ;I -,?e 

- 

8 

9 - .  

10 Ageernen t. 

12 Q. 

13 

14 

15 

16 

17 

1 s  

19 

20 

21 

-- 33 

DR. JOHNSON AND DR. COLLINS CRITICIZE THE NL-hlBER OF 

RETAIL BASKETS IhT THE PRICE CAP PLAN IN THE PROPOSED 

SETTLEMENT AGREEMENT AND RECOMMEND USE OF 

ADDITIONAL BASKETS DOHNSON SUPPLEMENTAL TESTI3iOXY 
AT 19-23; COLLINS TESTIMONY AT 9-10]. DR. JOHNSON’S FECO35- 

h4ENDATION ON BEHALF OF RUCO GOES THE FARTHEST. 

INSTEAD OF THE TWO RETAIL PRICE CAP BASKETS I S  THE 

PRICE CAP PLAN IN THE PROPOSED SETTLEMENT AGREE3ciEST 

(BASKETS 1 AND 3), HE RECOMMENDS THAT FIVE BE USED: 

BASIC RESIDENCE, BASIC BUSINESS, DISCRETIO\-\;_cLF,I’, 
EMERGING COMPETITIVE, FULLY COMPETITIVE. DR. CGLLIXS, 

I 23 TESTIFYING ON BEHALF OF COX ARIZOhTA TELSCOM, 

24 RECOMh\.IENDS REPL4CING THE TWO BASKETS 1 Ar\;D 3 EiTH 

25 THREE BASKETS: BASIC/ESSENTIAL NON-COh4PETITn-E SERT- 

26 ICES: EMERGING COh.IPETITIVE SERVICES, AND FLEXI321-- 

27 PRICED COMPETITIVE SERVICES. HOW WOULD YOTJ RESPOXD? 
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23 

24 

25 

36 

27 
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29 

30 

- 
.4. Ler m e  first address tile quesuon of the number of baskets for retad se-?-ice.: ne  

Coinn-ussion’s rules pro7Tide for two classlficauons of retad sen-ices z x -  

couipettuve and compeuu\.e The pace cap plan m the proposed SrrSezenr 

,4greemeiit takes advantage of that exsung framework. At the mce?non of %e 

plan. Basket 3 includes only those senices that hare been afforded pncms : , e x i ~ x ~  

or have been detenmned by the Comnussion to be compefiuve under the c z : c z z  s-ft 

forth in A.-4 c. R14-2-1 ,4 Basket 1 senwe may move to Basket 3 u?oz (&est 

meettng those same criteria. By urgng the use of adluonal retail bzshrrs. kxz -  

Yenors are. in effect, ashng the Comnussion to change its pohcies r egaxkg  sc.:ce 

classifications in the course of a rate case. In iny opmion, such a chmge JS Z*;ZI 

mappropriate and unnecessan. If Jntenenors want the Commission to ckzngc 1:s 

rules. they should enter tliroush the front door with a peuuon for rulemzsng a d  

not rhrougli die back door of amenlng the Agreement. Moreover, 1t :s uzcicz 10 

me hour placing adcbtlonal pncing ConstriFlnts on Qwest beyond those <%: e s t  

todaj- u-111 ad\yance compeuuon. There is no evidence that I have seen ;G s > ~ z s i  A 

the Coinnussion‘s current rules h a r e  faded to a d r a c e  compeuuon or ic ?:=l:eci 

consumers. 

- .. . 

. I  

. .  

Dr. Johnson‘s proposal to h a r e  separate baskets for residenual and bustress seT-zes 

would also add unnecessaq complexty to the price cap plan. Dr. Johnsor, S Z D j  

monrated. as the Staff has been, to provide adduonal protecuon for r~sid-ce 

customers. To this end, Dr Johnson’s recommends thee  degrees 0’ ;”z---?g 

flexbAty, ud-ucli the proposed pian m fact contarns, but not in the s?er-nc :z-T, 

recommended by Dr. Johnson, n?h~cli does not comport w t h  h z o n a  clzss:k:an 

- *  

. .  of sen-ices. The proposed price cap plail provides protecuon by p r o d -  p‘2p - =?e 1?2s: 
_. - - P - P  flenbibry for a number of “basic” senrices that are subject to a “hard c23 

senices include. flat rate residenual, flat rate business, 2 8: 4 party sen-ice. e x r k z p e  

zone increment charges, loa. use opuon senxe, service stauons s e m c r .  re1e3zz1e 

assistance programs, and ind~ndual PBX rrunks includmg fearures. T‘z i z e c - c n t  

caps prices for these senlces at tlmr levels gomg Into the plar -z:t-io-- 22  

adjus t~enr  for inflauon during the tiiree-gear term of the plan. ConseqJrzL;. i r r e  

. .  
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16 

19 

is ne e?xortunir\ undel the term: of the proposed settlement for Qu-es; tc ~ 1 r z 2 s t  

\Yi-'i u- - - ' =  -_-_ - - - - I  

protecnon in place, I beheve it  1s miporranr to g v e  Q u a t  a t  least  so:^.: ~ x - - x d  

a b h n  IO adjust prices between residence and business seimces in Baske: I. -\-.-5:zz is 

tlie nest degree of prmng fleubh? in die proposed plan. Qwest has tine ,cr-.res: 

pricing tleubdity for services in Basket 3 urh~cli are, iniually, those seT-zez for 

iesidenual flat rate sen-ice \r.hde I O U J ~ r l I i ~  a business serlce rare 

wliicf: Quiest has already been granted pricing flesibilrn. Maincainmg ::LS :?si- 

b h n  io: services in Basket 3 is mportant ~f we are to reach a pomt wneze- ri-er 

tune. ;IEces are reahgned to reflect more closely the results that would be .z?-.-?ed 

in a compeutlve marketplace. That is, after all, the prunary goal of replatloz 

Fmaliy. Dr Johnson seems to be :mssing a key point. Tlie -4greeinen:  SEE^ io 

inox-e -3.rizona in hne witli the vast inajoriq of states that are regulatmg 5; - e c :  

coni~ols on prices rather than by induect controls on eammgs. B!- z-az:smg 

reguizson instead on what a7e really care about-the pnces charged :: >is;c 

telephone custoiners who today may only be begnnmg to have alrerr,ac;s-znd 

doing <ms by capping dxecdy the prices of basic services, tlie Comrmssioz z-- 3c 

pron&ng consumers and competitors w t h  veq7 real and effectn-e protecuoz zgg-z~s; 

-. . 

inahzg basic telephone customers bear tlie nsk for Qwest's attemprs io - --- ,---3eie 

elsexher c. 

- . - ____ - _ _  ____ ____ _.___ .-.__ 

20 2.  WHOLESALE SERVICES BASKET 

21 Q. WHILE APPAREhTTLY SUPPORTING THE CONCEPT OF PLSCIXG 

-- 33 WHOLESALE SERVICES IN A SEPARATE BASKET, RUCO -4\3 -LL?6rT 

23 HAT'€ BOTH EXPRESSED CONCEmT ABOUT HOU; TIFIE 

24 WHOLESALE SERVICES BASKET WOULD WORK UO>2.-SON 

25 SUPPLEMENTAL TES OM' AT 19,23; SELW'N SUPPLEM3Y-LLL 

26 DIRECT TESTIMONY AT 22, 30-343. HOW WOULD YOC RESPOh-D 

27 TO THEIR CONCERNS? 
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-4. \ \ M e  1 2:n pleased t h a t  they suppori the concept of a a7liolesale b a s z . ~  7-s I 

iecoix-nended in n~!  initla1 resumon!. I beheye Intei~enors rmsunderstaT-’ I nou x e  

pricing of senqces is Basket 2 wouid be handled \Tholesale prices are BP: to5a! 

according to specific pricing rules (borh federal and s t 4  and prior decisioxz b ~ -  5 e  

Co:nzussioii The puce cap Flan exphcitly states that these senxes ix-d cozanue to 

be governed by such rules and decisions In effect, each wholesale senice IS w5rin 

its ou-ii “sub-basket” and changes to the price of any wholesale sen-ice u o.;lS cDxe 

only 2fter a deteriixnauon b! the Conmxsslo:l is 5 s t  

iiitrasi2:e smtched access rares are to be reduced by $5 d o n  a year for eat2 0: 5ie 

three 1. ~ 2 1 s .  However, the “headroom” cleated bl’ these ieductlons 1s proi-ided m 

Basket 3, rather than Bask: 2 Tliis prevents an outcome where Qwecr u-mid 

ieduce access charges but increase rates for UNEs, for example. It is for &s :exon 

that ;here is rra pnce index for Baskei 7. Qwest is given no automatlc d i s ~ r e ~ ~ ~ :  70 

change <!e pnce for any coinponent of this basket The pnce cap plan ~ I C J Q ~ S  n o  

inec1ian:sm that would permt an mcrease in any Basket 2 service to 0 5 s ~ :  2 p c e  

decrease in either a Basket 1 or a Basket 3 senrlce The pnce cap ?!ZL rur2er  

prov-ldes no mechanism foi offsettmg price changes among the sen-ices wid-iin 

The excepuon to this 
. -  

. ,  

-~ 

Basket 2. 

. .  
The -4Feeiiient leaves eusung pricing rules and prices rn place for a2 c-noicsale 

services. If conipeutors seek changes in such rules or pnces, they can S< ?iGcced 

under t!it. mechanisms ardabie to them today. 

3 .  BASKET 3 P R I C I N G  F L E X I B I L I T Y  

Q. RUCO’S WITNESS DR. JOHNSON EXPRESSED CONCERN -BOUT 

THE POTENTIAL INCREASE IN BASKET 3 RATES UOXir\;,CON 

SUPPLEMENTAL TESTIhlOhq’ AT 12-13]. HOW WOULD ’I-OU 

36 RESPOND T O  THIS  CONCERhl? 
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A. It is xnportant to keep in  nund that the only senxes Ininally in Basket 3 5 c s e  

sen-ices &at hmre been afforded pricing fleslbihty or have been deterrnne-. 2:- zne 
- .  . 

Commssion to be compeutn e Because of the compeuuve nature of thesf sp_’ilzes. 

i t  is hig!ily unhkely that the scenario that Dr. Johnson suggests would ~2:ifi FIzce. 

namei:, . drariiatlc increases in indwidual sei-vice pnces, perhaps by as nucY 2 5  ~ 2 -  

fold. or more. Simply put, (?west udl fmd tt very chfficult-at least L? ::e . m q  - 
.---h run-to sustaln price Increases on Basket 3 senxes that are out of hfi 

marketplace conduons, unless 1t wants to lose customers. In its c1zss:fi~zzcn 

decisions. the Conmussion has, in effect. deterrmned that compet~t~ve mzz>:-;eq:ace 

forces a ~ e  sufficiently strong for these semces to provide a reasonable &e& on 

Qwest‘s pricing. The Comrmssion w d  conhnue to use the same cri;ez IT. zx 

reclassiilcatlon decision that m~-oJves mor-mg a Basket 1 senrice to Baske: 3 

- ,  

Q. RUCO’S WITNESS DR. JOHNSON CRITICIZED THE PROPOSED 

SETTLEhfEhTT AGREERfENT AS “FATALLY FLAWED, BECAL-SE IT 

DOESN’T CONTEMPLATE THE POSSIBILITY THAT -4 X E W  

SERVICE OR SERVICE PACKAGE MIGHT MORE APPROPRLZTELI- 

BE CL4SSiFIED AS NON-COMPETITIVE. JUST BECAUSE SOSlE- 

THING IS NEW DOESN’T AUTOMATICALLY ENSURE THZT 

COMPETITIVE ALTERNATIVES EXIST . . .” WOHh’SOh’ SL-PPLE- 

MEKTAL TESTIMONY AT 253. HOW WOULD YOU RESPOND? 

A. What Dr. Johnson is proposing runs contran to consumers’ inreresrs. Pur-lz c z d ~  
- .. 

new sen-ices in Basket 3 ensures that Qnrest bears the risk for the succeI- c c  :=-&-e 

of the new senrice, not basic telephone consumers. Part of what b e r i g  <!E 151; 

means :s that Qwest decides what to charge and, thus, is in control of the S L ~ Z E S S  9: 

fadure of the new service. This greatly iniproT7es the lncenuves for Qwec: 1: >Z= 2 

vanen- of new senices in a way that benefits consumers, 

sen-ice tha t  consumers embrace, and it is rewarded; or it fads to do 5: 2.: :;s 

shareholders mcur a loss. The Comrmssion should understand that these 5=neS=21 

incennres are created only by changmg the uyay that current replatlor. Z ~ X  

-_ 

Either it offez i 
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sen-izps. not by perpctuaung the Current system. In  addoon, the -3Feernent 

requzes Quiest to subinit any new s e n x e  tha t  it intends to offer 111 5asket 5 for 

re\-ien- bp the Comiixssion at least thlry days 111 advance The C ~ I X X ~ S S I O Z  udl 

consider such a subnxssion as prorided 111 -4.R.S. Sec. 40-250. Thls process \dl 

ensure that the appropnate requuements governing Basket 3 senxes have bee, niet 

[see _%;;achinent A (3)  (a) & (e)  to the -4geementl. Fmally, It should be nored &at 

the ?-geement clearly states that “[rjhe inere repackagng of ensung B a s k  1 

sen-ices does not qualib ensung senices IO be ‘new sen-ices”’ [see ,“ir:azhme;c -3 

(4) :e: ‘u) to the Agreement]. 

Q. COX’S WITNESS DR. COLLINS ADVOCATES THAT “THE B - 4 S E T  1 

SERTICES SHOULD CPLRRY THEIR BASKET 1 PRICE INTO THE 

BASKET 3 PACKAGE AND NOT T H E I R  TSLRIC” [COLLINS 

TESTIMONY AT j]. WHAT IS YOUR RESPONSE T O  THIS? 

A. Dr CoLns’ recommendauon would actual! serve to reduce compeotlon. Tne rery 

purpose of providmg Qwest wth addtuonal freedom-and mcenux-es--to ozier 

packzges and bundles of senlces is to perintt Qwest to compete more ~rtec~~-el!7 

agaicst companies such as Cox that are niarketmg such packages esrensrdy. 

Presumablj, a customer who decldes to purchase a Qwest package would ex?es--- 

and should receive-a dscount below the “b  la 1a7ilc” prices of the m&rSual 

-r 

?- 

sen-ices. As loly as the package corers the TSLRIC of the sen-ices mci-ded, 

compezrors are protected. T h e  agreement makes one exceptlon to t h s  “ru1e” m 

prorikng that Qwest unpute the ensung price of 1FR sei-i-ice in rzeetlng h e  

unpcczuon test for any Basket 3 package that contains IFR or its rqu;r&ent. 

Othexise.  as the Ag-qeement makes clear. the Conimssion’s e m m g  x k s  -G-hch 

p r o k ’ ~  cross-subsid~zauon of compeuuve semces by non-compeuuve seri-icrs 2nd 

its m?u:atloii rules conunue to apply and are unchanged b~7 the pace czp ?!a= :see 

Attachment A (3) (g), (4) (1) to the Agreement] 
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INT DR. JOHh’SON’S L4TE-FILED FURTHER SUPPLEhIE?T-%L 

TESTIhlONY, H E  EXPRESSES THE CONCERN THAT T H E  
PROPOSED SETTLEMENT AGREEMENT WOULD SOMEHO\T 

WEAKEN T H E  CO hlMI S S I ON’S S-@E GUARD S AG-41 NST I- 

CO 31 P ETITIT’E UNDERPRICING W OHN S ON FURTHER SUPPLE- 
MENT-FL TESTIMOhTS’ -4T 2-41. HOW WOULD YOU RESPO?;D TO 

THAT CONCERN? 

Dr Johnson seems to have not closely red-or perhaps simply rmsunders~n5:- 

die clear language of die Agreement. The Agreement preserves e s x m g  

Comrmssion rules that bar anu-coinpetttll-e pricing and cross-subsidy. Tne -%gee- 

inent as I noted earher, esphcitly states that esisting hpu taaon  rules i e z z  XI 

place 2nd are not waived or overridden b!- :lie Agreement. The various h>?o&e5cal 

harms or theoretlcal problems conjured ~p by Dr. Johnson have no basis E 5c: 

AT&T’S WITNESS DR. SELWVN IS CRITICAL OF T H E  PRICIXG 

FLEXIBILITY AFFORDED BASKET 3 SERVICES, RAISING THE 

POSSIBILITY OF “A CROSS-SUBSIDY FLOWING FROM NO>-- OR 

MINIMALLY-COMPETITIVE BASKET 3 SERVICES T O  ACTU-CLY 

COMPETITIVE BASKET 3 SERVICES.. .” [SELWYN SUPPLEME>TA4L 

DIRECT TESTIMOhT AT 341. \J”Hd4T IS YOUR RESPONSE? 

Flrst. Dr. Selwyn’s scenano seenis to mpl!~ that the Cominission has rs=k:c-il- 

classified some service or sei-rices as compeuuve. I do not accept &LS FrcLse .  

Moreorer, Dr. Selwyn, offers no spechcs to support his hypothetic2l co r~cexs .  

Second. with regard to Basket 3 services. Q w s t  would be in approazizrc-7 >?e 

same posiuon 2s ,4T&T (or any other compeu~ve fmn, for that matter,. (&-si 

~7ouid not have any greater incentwe than any competmve ft.m would tc s.;k:;?ze 

any pzrncular Basket 3 sen-~ce. Furthermore, the proposed plan includes 12ez5c 

safepzrds against anu-compeuuve pricins by Qwest. These mportanr sz+zds 

iiiciude s v a t e  hskets a.hich fiek to divide basic/noncompeunx-e s r x ~ c c c .  

wholesale services, and coiiipeu~re/flel;ibl~-pliced services, as well as kt 5 z d  

. .  
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cap’’ on ~ a s i c  senices in Basket 1 Together. they prevent Qurest from f i r ; z z c ~ o  b a 

subsid!- by raisuig a baslc telephone sen-Ice pnce. Further. the TSLRIC p-ze 3oor 

io1 Bzsbet 3 serices 1s the subsidy safeguard within Basket 3. Also. as I :esz-ed 

above, the unputatmn rules in iirizona remain i n  place as a further safeguai? a,rnsf 

a price squeeze T h e  goal of estabhshulg Basket 3 roposed is to pro\-ide Qli-est 

with die same oppormnity that other f m s  in the competitn-e economy h- ,\-e io set 

thelr pnces in response to condtlons 117 die inarkeq rather than based on ~3:c-q  

allocauons of costs. 

Q. AT8rT’S WITNESS DR. SEL\WN IS CRITICAL OF THE 

PRODUCTIVITY OFFSET FOR BASKET 1 IN THE PROPOSED 

SETTLEMENT AGREEMEhTT, CL4IMING THAT A PRODUCTIITTY 
OFFSET LESS THAN THE X-FACTOR USED BY THE FCC KOULD 

RESULT IN A “WINDFALL GAIN FOR QW’EST” [SELTIN 

SUPPLEMENTAL DIRECT TESTIMONY AT 71. HE IS -4LSO 

CRITICAL OF THE ANALYSIS UPON WHICH THE 4.2 PERCENT 

PRODUCTIVITY FACTOR IN THE PROPOSED SETTLE3IENT 

AGREEMENT IS BASED [SEL\FYN SUPPLEMENTAL DIRECT 
TESTIMONY ,4T 9-15]. HOW DO YOU RESPOND TO THIS? 

-4. The 4.2 percent productivity factor in the proposed Settlement Agreement z - - ~ s ;  be 

seen in &e context of the other elements of the formula. For example, the t-,Lzuon 

m n w  poducuvity calculatmn is capped a t  zero and has no lower bound. T. 21s is a 

significznt concesslon by the company in that I t  has accepted the nsk of mGzzon for 

the te:z of tlie piice cap plan In this aspect, the proposed Settlement -4pe rnen t  

formula is quite dfferent-and more constraining-than that used by tlie FCCC or 

other sz t e s  that allow an increase should inflauon outstrrp producuviq. 

Tlie S z f f  recommendauon of a 4.2 percent producuvity factor came 3 r r :  an 

analysis of tlie only available Arizona-speufic information 011 Quiest’s proc_zc-\-iq 

As I &cussed in niy previous Direct and Surrebuttal Tesumonles, we rejlet or. h e  

most idex7ant data available to us, d i ich  x m s  intrastate data from Qwest i:oz I9S8 
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not re)! on uiiseparated data because the accounung ruies crrered 

benveen the FCC and this Coiii~mssion. znd, therefole, the data awi l  zi?: be 

cons t en t  for use in a n  ,4riZOIla proceedmg regardmg replatlon of :zzz iz re  

services \7;1de the use of revenue and cost data may be rough approslmzzons for 

the unit? of mput and output, it is miportant to recognize that the developxen: 0 5  a 

TFP is a significant undertaking, as I described in my Surrebuttal TestmorJ-. -4 

vanen. of calculauon methods for the ‘‘X’ factor hare been employed accss  the 

states engaged in price cap regulauon. Those methods have included mzz-zxre,  

compan~-specific data such as I hare rehed upon here [Shooshan Dlrect E; I - i 3 :  

Shooshzn Surrebuttal a t  7-91, We obtained results consistent with the prod-rzi-rv 

adpsments used in other states, as shown here in Attachment A. 

As  I noted pre~.iously, the Staffs iiiiual recommendation of a 4.2 ?::cent 

producunty factor was further based on an analysis of the producttv1ty facicrs =sed 

by other state regulators [Shooshan Dlrect a t  141. h$ analysis concluded 5: a 3.7 

percent producuvity factor, coupled with a 0.5 percent consumer dwidend. ~ - z s  r e q  

much is h e  with the practices of other stare regulators. 

This producuriry factor ensures that consumers receive at least as much b m e l r  of 

Qu-est’s mcreased producuvity as has occurred under rate-&-return, plus 5 c  9.5 

percenr consumer productw’ty dvidend Further, consumers a 7 L U  not 5%: rhe 

unpact of inflauon that exceeds productwin- Wide other parues inay seek 2 >%her 

+ producm-ity factor, are have not found evidence to support such a factor. rxz!ly. 

the contest of the Settlement Agreement as a whole 1s lmportant for er-alczzc-. of 

the producuviq offset. 

- 

Q. hlS. STARR, ON BEHALF OF ATGrT, HAS TESTIFIED THA4T THE 

PROPOSED REDUCTIONS IN QWEST’S INTR4STATE -4CCESS 

RATES ARE INADEQUATE AND LESS THAN YOUR ORIGJX4J- 

RECOMMENDATION [STARR AT 71. HOW SHOULD THE AGREED- 

UPON RATE REDUCTION BE VIEWED? 
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\Y*ruit ?\2 Starr is correct that J proposed a more accelerated reducuon m <:: ?zize 

of inr25:ate carrier access, the reducuons contained in the proposed settier-er.: =e 

reasoczjle uhen newed w i t h  the overzll framework of the Agi-eenienr Ir, a 

number of respects, Qwest has accepted constraints that go beyond ~5: I 

pro2osed ui my testunony in August cap 

plan. Qwest would assume all of the risk of inflauon for sen-ices in Basker I Z-I:~ 

provides 2 very unportant protecuon for both residence and business custozC,-s 2nd 

ensure: -,?at overall prices for services in that basket ndl dechne in real tezz.5 crer 

the t;.ree-Tear term of the plan Further, Qwest has agreed to a cap on 3i:;:e: 3 

For example, under the proposed 

10 services 2 s  a whole urliich does not today apply to Qwest semices thai  hz7-e k e n  

41 accoraez pricing fleubhty today I t  is unportant to keep in m n d  5:~: 3 e  

12 Setdeixzsr Agreement represents the balancing of a variety of interesrs irr,ong 

13 Qu-esr 2 . d  its &verse customer groups The oblecuves of the S e 5 . . e n ;  

14 

. .  

A=eezin,n: ” extend bevond meeung die interests of the long-&stance carncs. 

15 Q. DOES THAT CONCLUDE YOUR TESTIMONY? 

16 A. Yes 
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I I. INTRODUCTION 

7 - 

2 Q. PLEASE STATE YOUR NAME AND YOUR BUSINESS ADDRESS. 

4 A. My name is William Dunkel. My business address is 8625 Farmington Cemeren. Road, 

5 Pleasant Plains, Illinois 62677. 

6 

7 Q. ARE YOU THE S A M E  WILLIAM DUNKEL WHO IS FILING TESTIMOhl- -<\B 

8 

9 

SCHEDULES ADDRESSING CERTAIN MODERNIZATION, DEPREXL4TIOX. 

A h 3  RECONSTRUCTION COST NEW LESS DEPRECIATION (RChXD) ISSCTES 

10 IN THIS SAME PROCEEDrNG? 

11 A. Yes. My qualifications are included in that testimony. 

12 

Q. CAN YOU PLEASE SUMMARIZE YOUR TESTIMONY? 

14 A. Yes. Below is a summary of my testimony. 

15 1. 
16 
17 
1s 
19 
20 
21 
22 
23 2. 
24 
25 
26 
27 
28 
29 3. 
30 
31 

When utilities face competition in limited areas, they will attempt to charge very 
low rates in the competitive areas, while charging much higher rates in orher 
areas. It is this discriminatory pattern of rates in response to competition. that was 
the original reason the regulation of utilities began. This rate pattern is a natural 
reaction by a utility to competition in limited areas or for limited services. This 
pricing pattern is in the Company’s interest, but it is anti-competitive, 
discriminatory, and not in the public interest. 

Through its “competitive zone” proposal in this proceeding, USWC is anzrnpting 
to implement the same type of pricing strategies that originally prompted tne 
regulation of the railroad industry over a century ago. USWC should nor De 
allowed to freely price discriminate and to use that freedom to impede the 
emerging competition. 

Allowing USWC to price lower where there is competition while pricing bigher 
where there is not competition would effectively load a hisher share of f ~ e  joint 
and common costs onto the monopoly ratepayers, while loading a l o w c  share of 
those joint and common costs onto the prices of competitive services. Tixs is 

1 



9 
I 10 

11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
34 

I 

I 

I 

4. 

5 .  

6. 

7. 

8. 

9. 

10. 

contran to the requirements of Section 254(k), which specifically prohi5its t h i s  
type of price discrimination. 

US WC's proposal to automatically classifS; any new service offerings s 
competitixre should be rejected. To be deemed truly competitive, new sen-ices 
should haxre to pass the same competitive test that other services must pass. in 
addition. if a "new" service includes a service that is currently not classified as 
competitive, that "new" service clearly cannot be classified as competirix-e. 

I recommend that the Commission deny the USWC "competitive zone" proposal. 
I recommend that whatever regulatory structure is adopted, include a requirement 
that prices in different geographic areas may not vary by an amount thai is p a t e r  
than the variation that is justified by any variation in the cost of providing senice.  
If the regulatory structure allows price flexibility or ''revenue neutral" 
restructuring, any such restructure may not increase the rate differential beni-een 
geographic areas that is incorporated in the specifically approved ACC rates. 
without specific Commission approval. 

USWC's "competitive zone" proposal is not supported by the evidence that the 
Commission rules require it to provide to show a service or area is competitive. 
Many of the services in many areas that USWC considers to be competitk-e \vi11 
not meet the requirements of the Commission rule, and are not competitix-e by 
standard criteria. 

The wire centers that USWC proposes be immediately classified as "competitive 
zones" for business services are the wire centers that serve ** ** of USJTC's 
total business access lines, and produce ** 
revenue in the State of Arizona. The residential "competitive" zones thai TJSJi-C 
proposes be immediately established cover over ** 
lines in service in Arizona. 

** of USWC's total business 

** of USWC's residential 

Under USWC's "competitive zone" proposal, USWC could increase its rates as 
much as it wanted to, up to double the current rates, and up to $19.00 for 
Residential Basic Exchange Service. Even in areas where it has significani 
monopoly power, the approval of this concept would allow the Company to as 
much as double most of its current rates. 

The data that USWC has provided in this proceeding indicates that feu-:r than 
** ** of the residential lines in service have been ported in the 23 wire 
centers that US WC proposes be immediately established as residential 
"competitive zones". 

The data USWC provided shows that USWC has "lost" only about ** %* of the 
business lines, and is serving ** ** of the business lines, even within the $9 
wire centers that USWC proposes be immediately established as "competitive 
zones". 

2 
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11. 

12. 

13. 

14. 

15. 

16. 

17. 

18. 

Under unbundled network element competition, the underlying facihuzs E S E ~  to 
provide the services are still owned and operated by USWC, and the coxpmiors 
merely rent the facilities owned by USWC. Therefore, competition usmg 
unbundled loops, to the small extent that it even exists in Anzona is no: reall! 
effective competition to USWC. 

The level of resale competition in Arizona does not put pressure on CSU-C‘s 
retail rates. USWC’s wholesale rate is USWC’s retail rate less a certair, percent 
for avoided costs. Therefore, USWC’s wholesale rates are automaticall:. adjusted 
to reflect any changes in the retail rates. 

Resale competition is actually only competition for the marketing and 
billing/collection for a service. Under resale competition, competitors are merely 
reselling the services that are provided by USWC. The actual service is pro\-ided 
by USWC using the facilities that are owned and operated by USWC. 

Wireless and cellular service are not a practical alternative to USWC’s residential 
basic exchange service. USWC’s IFR Residential Basic Exchange rate is S13.18. 
A wireless rate plan with the comparable number of usage minutes wouid cost 
ab& $49.99 per month. 

Despite the fact that wireless service has been around for many years noxv. USWC 
continues to serve an ever-increasing number of access lines in Arizona. 
USWC’s own forecast projections show that its lines in service will continue to 
grow in the future. 

The standard definition of TSLRIC dictates that any costs that would not be 
eliminated if the service in question is eliminated or discontinues, while 
continuing to provide all other services, is not properly included in the definition 
of TSLRIC. The loop facilities would not be eliminated if basic exchange senice 
was discontinued, while all other services were still being offered. Therefore. the 
loop cost is not part of the properly calculated TSLRIC using the standard 
definition of TSLRIC. 

USWC’s claims that residential basic exchange service is priced below cost. is 
being subsidized, or is in need of support, are all based upon residential basic 
exchange service TSLRIC costs that improperly include 100% of the loop facility 
costs, in spite of the fact that basic excha;lge service is only one of the sznices 
that shares the loop facility. Therefore, USWC’s claimed TSLRIC cos% ofbasic 
exchange service are in direct violation of standard TSLRIC costing principies. 

USWC places other shared costs, such as the cost of the standard sized rn-velope 
and first unit of postage used to send that bill, entirely in the TSLRIC ofbasic 
exchange service. Despite the fact that the first unit of postage and the billing 
envelope are costs of billing services other than basic exchange senice (e.g. toll, 
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19. 

20. 

21. 

22. 

23. 

24. 

vertical services. ek.,), USWC improperly places 100% of these shart, :ex-. in 
its claimed TSLRIC ofbasic exchange service. USWC includes none of f i x  
standard envelope or first unit of postage cost in Its TSLRIC of toll sersixs. or 
other non-basic services. 

USWC's violation of the TSLRIC definition was "selective." Althou$* USIT-C 
violated the definition of TSLRIC for residential basic exchange semict. USU'C 
did not make that violation when it calculated its claimed TSLFUC cos's of roll 
and switched access services. When calculating the TSLRIC of toll and snirched 
access sen-ices, USWC properly excluded the loop costs, since the loop costs 
would not be avoided if one of these services were discontinued while holding all 
other products or services offered by the firm constant. 

The properly calculated TSLRIC of residential basic exchange service is 
** 
the TSLRIC is generally accepted as being the "floor" for a proper price. 
TSLRIC is also the standard for determining whether a service is receiling 2 

subsidy. -4s USWC admitted in this proceeding, a service is not receixins a 
subsidy if that service is priced equal to or above its properly calculated TSLRIC. 

The result of this selective violation of the TSLRIC definition by USWC is to 
distort beyond recognition the actual contributions from each of the difftrent 
services. When the TSLRIC costs are properly and consistently calculimd across 
all services, it is found that residential basic exchange services provides the most 
per-line contribution above TSLRIC of any service that shares the residential loop 
facilities. 

** per month for USWC. Determining the TSLRIC is importanr because 

' - . I -  

The current residential basic exchange service rates alone provide an aveiage of 
** 
joint and common costs of USWC in Arizona. This is more contribution above 
TSLRIC than any other service which shares the residential loop facilities. 

** per line, per month in contribution above TSLRIC toward the snared, 

Residential basic exchange service alone provides approximately ** =* 
the per-line contribution that USWC's intrastate switched access provides. m d  
over ** 
provide toward the shared, joint and common costs of USWC in Arizo112. 

** the per-line contribution that USWC's intrastate toll sen-ices 

The unbundled loop rate that the Commission approved for USWC is S2i .9S. 
Under the FCC's P z i  36 Separations requirements, 25% of the loop COFS are 
allocated to the interstate jurisdiction and recovered in interstate rates. ThErzfore, 
the intrastate portion of the loop rate is $16.49 per month. The contnbmion above 
TSLRIC provided by residential local services alone (including charge5 for basic 
exchange service and vertical services) is ** 
Therefore, the contribution from residential local services alone covers o v c  
** 
has established for USWC in Arizona. 

** per line, per-monk. 

** of the intrastate portion of the unbundled loop rate the Co&ssion 
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In addition to local contributions. residential basic exchange subscribers pa\ an 
additional ** 
of prima?. and additional line EUCL rate) that residential end users also mcsi pay 
in order to obtain basic exchange service. 

** per line, per month for the interstate EUCL char:? ( a.erage 

Residential basic exchange service is currently contributing more tolvard th= 
recovery of the joint, shared and common costs of providing telecomizunicalions 
services in Arizona than is toll, switched access, or even vertical services. 

USWC's inclusion of 100% of the loop cost on residential basic exchange senrice 
(while placing none of it on the other services that share the loop facilities) 
violates the requirements and findings of the TA96, the FCC, the Supreme Court, 
and the Commissions in the vast majority of other states. 

Under the FCC's Separations Rules, 25% of the loop facility costs are allocated to 
the interstate jurisdiction, and are recovered in interstate rates. Therefore. if rates 
were to be based upon USWC's cost study that includes 100% of the loop facility 
costs in its claimed cost of intrastate services, those rates would result in a double- 
recovery of thxe interstate portion of the loop facility costs. 

The Staff proposed rates are just and reasonable, and are in the public interest. 
Staffs proposed rates balance the numerous criteria that must be considered when 
establishing telephone service rates. Staff recommends the rates shorn?: on 
Schedule WDA-20 be adopted. 

11. USWC'S COMPETITIVE ZONE PROPSAL 

IT IS IN ,4 UTILITIES' FINANCIAL INTEREST TO IMPROPERLY 
PRICE DISCRIMINATE WHEN FACED WITH COMPETITIOS 1 5  -4 
LIMITED AREA 

Q. WHAT REACTION IS IN A UTILITY'S SELF-INTEREST WHEN IT HAS 

MONOPOLY POVER IN SOME AREAS, BUT FACES COMPETITION IT\; OTHER 

AREAS? 

A. In such a circumstance, it is in a utility's self-interest to charge lower prices where it faces 

37 competition, while charging higher prices where it has monopoly power. In fact, the 
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utilities' reaction to such a situation is one of the factors that gave rise to the r=g.i.xim of 

utilities.' For example, in the old days before railroads were rcguhted: 

Customers shipping goods from Chicago to New York always pick the i O U T t  ihat 
offers even a few pennies saving. Thus, each of the three or four trunk i m s  
would intermittently undercut the existing rate schedules, until finally 2 

disastrously low level of rates was reached. At the same time, for shori haLh 
where shppers had no alternative, the railroads would jack up the rater. thu 
creating an anomalous, discriminatory pattern of charges. We have seen thar the 
Interstate Commerce Commission was established in 1887 to regulate railmad 
rates and earnings and prevent such unstable price conditions.' 

As the above quotation indicates, one of the reason utility rates are regulated is ba- ,,awe 

when faced with competition in some areas, the utilities will charge low rates lT*htiz ?hey 

have competition, but higher rates where they have little or no competition. This 

improper discrimination is a natural "self-interest" reaction by a utility to cornpetition in 

limited areas or for limited services. 

Discriminating based upon the level of competition is in the utilities' self-interesr but it 

is not in the public interest. The prevention of this type of undue price discrimination is 

one of the reasons that utilities are regulated, either by traditional regulation or b>- 

alternative regulation. 

22 

23 Q. WHY IS DISRIMINATION BASED UPON THE LEVEL OF COMPETITIOX FOR A 

24 REGULATED MONOPOLY IMPROPER? 

25 A. If this is allowed, it has two adverse effects:. (1) It discourages the growth of 

26 competition, and (2) it allows the extraction of monopoly profits where the cornpa>- has 

' These concepts generally apply to both "traditional" regulation as well as alternative regulanoz 
'Page 499, Economics, An Introductory Analysis by Paul A. Samuelson. 
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monopoly power. Both of these effects are in the company interest, but not in ~ h ; =  . ; ~ b l ~ c  

interest. For example, assume two areas are identical except that there is compz:i:im in 

one area and not in the other. If a company charges S20 per month for a particuizr 

service in the non-competitive area, but charges S10 per month for that same sen-ice in a 

competitive area. that is improper. If $10 per month is the fair rate where competition 

exists, there is no L-alid reason for the rate to be higher in the other areas where 

competition does not exist. In fact, one of the standard goals of regulation is to establish 

rates for monopol!. services that are similar to the rates that would exist if competition 

existed. Allowing such discriminatory pricing clearly violates that concept. In addition, 

this type of pricing discourages competition. Companies, including the competitors. have 

joint and common costs that must be recovered in addition to their incremental or direct 

costs. Therefore, for a company to be profitable. it must be able to price its services not 

only to cover its "direct" (incremental) costs, but to cover its common costs as well. 

Assume, for example, that a company must price a service at $1 5 in order to recover both 

its incremental and its joint and common costs. In the above example, the LEC ivould be 

recovering its common costs, because it  is recovering more than a reasonable share of the 

common costs from the monopoly customers, nrhile failing to recover a reasonablz share 

of the common costs from the customers in the competitive areas. However, the 

competitor must also recover a total of $15 per service, but they cannot do so in the 

competitive areas, because they are fming a low "competitive" LEC price of S 10. 

Therefore, the competitors lose money, and that discourages other competitors. 
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It should be noted that the high "monopoly" rate of S20 in this example wil l  no: 2::xt 

competitors, because the Competitors by experience will know that the utilit). 

reduce the rate in that area to a low "competitive" rate if the competitor started ai7izg 

ozld 

business in that area. Therefore, if the LEC was charging the "non-competitive" 220 rate, 

as soon as the competitor started doing business, the LEC would cut the rate to the 

''competitive'' $10 rate in this example. Therefore, the competitors would soon 1ez-n that 

the profitable rates would not be available for them to compete against. 

Q. DOES USWC PROPOSE TO IMPROPERLY PRICE DISRTMINATE IN THIS 

PROCEEDING? 

A. Yes. USWC has proposed a "competitive zone" proposal in which a significant portion 

of USWC customers would be deemed to be in competitive zones. USWC could 

establish rates and charges without Commission approval, within very broad maximum 

and minimum levels. 

In his testimony, hh. Teitzel states the following: 

Offerings and prices may vary between competitive zones. With this flexibility, 
U S WEST will be able to effectively respond to customer and market dmiands in 
the areas subject to c~mpetit ion.~ 

In short, USWC's competitive zone proposal would give USWC the freedom to 

improperly discriminate based upon the level of competition. This is in US WC's iaterest, 

but is not in the public interest, and should be rejected. 

'Teitzel Direct, Page 19 
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I 1 Q. DOES USWC'S OM% IhTTERNA4L STUDIES IlDICATE THAT ** 

**? i 3 

4 A. Yes. USWC's on-n internal study conducted by the U S WEST Consumer Sen-ices 

5 Group states: 
, ** 6 

7 
8 
9 

10 
11 

**4 

12 USWC recognizes that it is in their interest to see that the existing competitors are not 

13 successful, so as to not encourage additional competitors. Under their proposal. USWC 

14 would have the price flexibility to discriminatonly price services in limited geographic 

5 areas so that USWC could help assure that competitors were not successful. 

.6 

17 Q. CAN YOU GIVE AN EXAMPLE OF HOW USWC COULD USE THE PRICING 

18 FLEXIBILITY BASED UPON THE "MARKET DEMANDS" TO IMPROPERLY 

19 

20 

21 COMPETITION? 

22 A. Yes. In limited geographic areas where it offers services, Cox Communications' offers 

23 

DISCOURAGE COMPETITION WHILE CHARGING MUCH HIGHER RATES IX 

AREAS THAT ARE OTHERWISE SIMILAR EXCEPT FOR THE LEVEL OF 

residential basic exchange service at $1 1.75 per month to its cable subscribers.6 USWC's 

4U S WEST Consumer Services Group, Cox, October 13, 1998, page 4. This study was provided by 
I USWC in response to Data Request RUC6-6, Attachment C. 

Cox offers residential basic exchange service at $13.00 per month to customers who are not its cable 5 

subscribers. (Teitzel Dlrect, Exhibit DLT-9) 

I 9 



6 

7 

8 

9 

10 

11 

12 

14 

15 

16 

17 

18 

19 

current rate of S13.18 is already over 12% higher than the $ 1  1.75 rate being off?r?t h\  

Cox. USWC's proposed rate for residential basic exchange service of $15.68 1s a\ z- 33% 

higher than the rate that is currently being offered by COX.' Even USWC's pro?os=.d 

residential basic exchange rate of $13.93 for Lifeline service is over 18% highe: ihar, the 

$1 I .  75 rate that IS currently being offered by Cox.' Under the "competitive zone" 

proposal, USWC could choose to underprice the Cox rate in those zones in which Cos 

competes. This would discourage competitors. As will be discussed later, the criteria 

needed to establish a "competitive zone" does not ensure that competition actually exists. 

In the other so-called "competitive" zones where effective competition does not exist. 

USWC is proposing that it be allowed to charge any residential basic exchange rate it  

wanted to, up to a maximum of $19.00.9 Discriminatory pricing is in USWC's interest, in 

that it would discourage competition and at the same time extract monopoly profits where 

monopoly power exists, but it is not in the public interest. 

Q. WHAT DO YOU RECOMMEND ON THIS ISSUE? 

A. I recommend that the Commission deny the USWC "competitive zone" proposal. I 

recommend that whatever regulatory structure is adopted, include a requirement that 

prices in different geographic areas may not vary by an amount that is greater than the 

variation that is justified by any variation in the cost of providing service. If the 

However, in the wire centers where USWC wants to be granted "pncing flexibility", USWC s 2.jkzng for 
the Comss ion  to allow USWC to raise its residential basic exchange rates up to $19.00 per montb. 
On page 29, line 2 of his Dlrect Testunony, Mr. Teitzel indicates that USWC's proposed rate for ?-it rate 

residenbal basic exchange service is $15.68 per month. ($15 68 - $1 1 7 5 )  / $ 1  1.75 = 33.45% 

6 

7 

On page 28 of his Dlrect, Mr Teitzel mdicates that USWC's proposed flat one party rate for L l f c h e  is 
$13.93 per month 

8 

Teitzel Direct, page 18. 
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1 regulatory structue al1on.s price flexibility or "revenue neutral" restructuring. m> such 

restructure may noi increase the rate differential between geographic areas tha: :s 

incorporated in the specifically approved ACC rates, without specific Commissim 

I - 

3 

4 approval. 

I 5 

6 Q. YOU PREVIOUSLY DISCUSSED USWC BEING Al3LE TO CHARGE HIGHER 

7 

8 WHERE USWC -4CTUALLY DID NOT FACE EFFECTIVE COMPETITIOS. IS 

9 

10 A. Yes. If a competitor offers even - one residential service in that zone, then all residential 

PRICES IN ZOh€S THAT HAD BEEN DESIGNATED AS "COMPETITIVE". B'L'T 

THAT POSSIBLE UNDER USWC'S PROPOSAL? 

services are deemed competitive. This means a service could be deemed "'comperiti\-e" 

even if there is no competitor providing a competitive service in that zone. Like\\-ise, if a 

competitor offers even one business service in that zone, then all business sen-ic, ps are 

deemed competitive. As Mr. Teitzel states in his testimony, 

Once an area is designated as a competitive zone, all services offered b>- 'L' S 
WEST will be afforded the flexibility outlined above.'" (Emphasis added) 

Of course. it is very likely there will be competition for both residence and 
business customers in a certain competitive zone, in which case all of L. S 
WEST'S product family will be afforded flexibility.' ' (Emphasis added) 

In addition, all wholesale services within a competitive zone would be afforded flexibility 

under the USWC proposal. As Dr. Wilcox states in her Direct Testimony: 

'veitzel Direct, Page 19. lines 20-2 1. 

Teitzel Direct, page 19, lines 34-36. I 1  

I 11 
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U S WEST is requesting pricing flexibility for finished wholesale sen.ices in all 
of the R x e  centers listed by Mr. Teitzel as being competitive. Competition for 
both residence and business local exchange service has direct impact on snmhed 
access, as well as other finished wholesale services. Therefore. U S \?-EST's 
proposal IS that any wire center that is declared competitive for either residence or 
business services also is declared competitive for finished wholesale. I' 

Under USWC's proposed criteria, all USWC must do is demonstrate that there is some 

company that is at least offering one service that is competing with a USWC sen-ice. 

After that, USWC would be granted pricing flexibility on a host of other services. even if 

there is no alternative provider offering those services. 

B. THE SO-CALLED "COMPETITIVE ZONES" HAVE NOT BEES 
DEMONSTRATED TO BE COMPETITIVE, AND THEY ARE KOT - -  
COMPETITIVE BY ACCEPTED CRITERIA. 

* 7 Q. MR. TEITZEL PROPOSES TO CLASSIFY CERTAIN WIRE CENTERS AS 

19 

20 

21 

22 

23 

24 A. 

25 

"COMPETITIVE ZONES". MR. TEITZEL STATES "THE PRESENCE OF 

SIGNIFICANT COMPETITION IN THESE WIRE CENTERS QUALIFIES THEM. 

UNDER ARTICLE 1 1, R- 14-2- 1 108 OF THE COMMISSION RULES, FOR 

'COMPETITIVE' CLASSIFICATION."13 DOES MR. TEITZEL'S PROPOSAL MEET 

THE CRITERIA FOR BEING A COMPETITIVE SERVICE LJNDER THE 

COMMISSION'S RULES? 

No. USWC has not provided evidence that the Commission rules require it to provide to 

show a service or area is competitive. Many of the services in many areas that USI4-C 

~ 

'2Wilcox Direct Testimony, page 27, line 15. 

Teitzel Direct Testimony, page ii. 13 
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considers to be competitive will not meet the requirements of the Commission rule. and 

are not competitil-e b!~ standard criteria. 

Q. WHAT DO THE COMMISSION RULES REQUIRE BE DEMONSTRATED IS 

ORDER TO CLASSIFY A SERVICE AS COMPETITIVE? 

A. Article 1 1, Section R14-2- 1 108 (B) of the Commission's Rules and Regulations set forth 

a number of pieces of information that must accompany any USWC petition for 

classifying a service or group of services as competitive. The current rules require the 

following minimum infomation to be provided: 

1. A description of the general economic conditions that exist which make 
the relevant market for the service one that is competitive; 

-. 3 The number of alternative providers of the service; 

3. The estimated market share held by each alternative provider of the 
senice; 

4. The names and addresses of any alternative providers of the sewice that 
are also affiliates of the telecommunications company, as defined in R14- 
2-801; 

5 .  The ability of alternative providers to make functionally equivalent or 
substitute services readily available at competitive rates, terms, and 
conditions; and 

6. Other indicators of market power, which may include growth and shifts in 
market share, ease of entry and exit, and any affiliation between and 
among alternative providers of the service(s). 

It is important to note that the current rules require an indication of "market power." This 

is an important requirement. When a company has little market power, customers are 

protected from excessive rates, because they can go to alternative suppliers if one 

13 
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company’s rates are excessive. However. when a company has high market pou.er. ihat 

means there is litlie price-restraining, effective competition, and therefore, cusmmers are 

not protected b:. competition. 

UNDER THE USII’C PROPOSAL, WOULD THIS SAME INFORMATION BE 

REQUIRED TO SUPPORT USWC’S PETITIONS FOR CLASSIFYING WIRE 

CENTERS AS “COMPETITIVE ZONES”? 

No. Under USWC’s proposal, the information that the Commission’s Rules require 

would not be required to classify a wire center as a “competitive zone.” Under USI17C’s 

proposal, any wire center where any competitor, including a reseller, is offerin, 0 e\.en one 

service would be eligible to be classified as a competitive zone. Mr. Teitzel explains his 

proposed criteria for a wire center to be classified as a “competitive zone” in his Direct 

Testimony: 

Before 2 competitive zone can be established, at least one of the following criteria 
must be met: 1) A competitor has facilities in place and is marketing or offering 
services in competition with U S WEST; 2) A reseller is marketing or offering 
services in competition with U S WEST; or 3) A competitor is marketing or 
offering services through the provision of unbundled network elements purchased 
from U S WEST.’4 

These same criteria are also found in 52.16 (B) of USWC’s proposed tariff in this 

proceeding. Under USWC’s proposal, all that would need to be demonstrated to classify 

an exchange as competitive is that one other company was offering at least one 

alternative service in that area. No indication of market power, market share, or other 

information which indicates that competition is effective would be required. In short. 

Teitzei Direct, Page I 8, lines 7- 1 1. 14 

14 



1 LJSWC could deciare areas as "competitive" even where there was no effective p5x 

cons training comp zii ti on. 

3 

4 Q. CAN YOU GIVE US AN EXAMPLE OF THERE BEING A COMPETITOR I T  -4 

5 

6 USWC FOR MOST CUSTOMERS? 

7 A. Yes. There are "competitors" who offer telephone service to customers who have been 

8 

9 

10 

11 

12 

MARKET THAT DOES NOT REALLY PROVIDE EFFECTIVE COMPETITIOS TO 

disconnected for non-pay, or otherwise cannot obtain telephone service from USU7C due 

to credit or payment problems. The rates these competitors charge are sometimes much 

higher than USWC's rates. In response to discovery. USWC admitted that a reseller of 

residential basic exchange service who markets to customers with poor credit at rates 

much higher than t'SWC's rates would be sufficient competition to qualify a wire center 

as a competitive zone under the USWC proposal.'' The existence of a very high priced 

competitor does not constrain USWC's prices, and does not provide effective competition 

(other than for a very limited category of customers). 

14 

15 

16 

17 Q. DOES THE AVAILABILITY OF RESELLERS PUT A "PRICE CONSTRAIhT" ON 

18 USWC SO THAT 10 FURTHER SIGNIFICANT PFUCE REGULATION (EITHER 

19 T W I T I O N A L  OR ALTERNATIVE) BY THE COMMISSION IS REQUIRED? 

20 A. No. Resellers reg11 service that is provided by USWC. The whdesale rate the resellers 

21 pay USWC is their major cost of doing business. In addition, the USWC wholesale rate 

22 is automatically increased when USWC's retail rate is increased. Therefore, if LSWC 

33 increased its residential rate in an area, then the wholesale rate to the resellers would also 

15 
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increase the same percent. thereby forcing the reseller's price up as well. Specificall!.. 

USWC's residenuai wrhoiesale service is provided at a 12% discount from their rerail rate. 

(1 8% for business) '' In addition to paying USWC the wholesale rate, the reseliers must 

cover their own costs, such as marketing, billing and collection, and uncollectible. For 

example, if a hypothetical LEC doubled the price of its retail service, that would mean 

that the price of the wholesale service would also double." As a result, the cost that 

makes up approximately 88% of the resellers' cost of doing business would automatically 

double at the same time the LEC doubled its rate.'' This cost increase would force the 

reseller to go along with the LEC's doubling of the rate. The availability of resellers does 

not provide the customers any significant protection from improper price increases by the 

LEC . 

Q. IS THERE ANOTHER PROBLEM WITH CONSIDERING RESALE OR E\'ET LITE 

SERVICES AS BEING "EFFECTIVE" COMPETITIION TO USWC TO JUSTIFY 

EFFECTIVELY PRICED DEREGULATION? 

16 A. Yes. It must be remembered that under both of these forms of "competition", USU'C 

1 7 actually ends up with the vast majority of the revenues paid to the "competitors".' If 

18 USWC's price increase caused customers to leave USWC for a reseller, the majoriq. of 

USWC's response to Request WDA4-009(d) and (e). 
USWC response to Request WDA2-001. 
The hypothetical "doubling" of the rate is only to illustrate the mechanism being discussed. This section 

of testimony does nor imply or contend that USWC intends to specifically "double" the rate. 
Assuming their prices are similar to USWC. If the reseller prices below USWC, then the wholesale 

increase would be more than 88% of their cost of doing business. 
For residential resale, the USWC wholesale rate is 88% of its retail rate. Therefore, USWC receives 

almost as much revenue from the wholesale service. Of course, USWC avoids the cost of billing and 
collection from individual customers, uncollectible from certain individual cuitomers, and certain other 
costs. 
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- there. 

those revenues would end up with USWC. They just take a different route in gzi:in_e 

, 

3 C. USWC'S PROPOSAL WOULD INITIALLY DEREGULATED THE 
3 ** ** OF ITS BUSINESS LINES, AND ALMOST ** 
6 ** OF ITS RESIDENTIAL LINES 
7 

8 Q. ON PAGE 22 OF HIS DIRECT TESTIMONY, MR. TEITZEL STATES TK4T USn'C 

9 IS REQUESTING LMMEDIATE PRICING FLEXIBLIITY "ON A LIMITED 

10 GEOGRAPHIC BASIS." PLEASE COMMENT. 

11 A. The wire centers that USWC proposes be immediately classified as "competitive zones" 

12 

13 

4 

,5 

for business services are the wire centers that serve ** ** of USWC's total business 

access lines, and produce ** ** of USWC's total business revenue in the State of 

Arizona." The residential "competitive" zones that US WC proposes be immediatel?. 

established cover over ** _I. ** of USWC's residential lines in service in Arizona.-' 

16 

17 Q. ON PAGE 3 1 , LIST 18 OF HIS SUPPLEMENTAL DIRECT TESTIMONY. MR. 

18 

19 

20 BY LOCAL EXCHANGE COMPETITORS." DO YOU AGREE THAT THE * 

21 

22 

TEITZEL STATES "THE NUMBER OF 'PORTED' LOCAL TELEPHONE 5;C'MBERS 

IS A ROUGH MEASURE OF THE NUMBER OF ACCESS LINES BEING SER\ZD 

NUMBER OF "PORTED" LOCAL TELEPHONE NUMBERS IS ONE OF THE BEST 

GAUGES WE HAVE FOR THE MAGNITUDE OF LOCAL EXCHANGE ~ 

23 COMPETITION? 

USWC's response to Data Request WDA 2-13. 20 
1 

I 21 USWC response to Request WDA 21-12, Attachments A and B. 

I 17 
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- > 

3 

4 

5 

6 

7 

8 competitors. 

A. Yes. Customers can move their existing telephone number to a different compmJ- a1 no 

charge. It is mucn more convenient for a customer to keep their existing t e l e p h x  

number than to change their number. It is much easier for the people who ahead! l;now a 

certain telephone number to contact that number if the existing number is kep:. 

Therefore, the tracking of ported numbers gives a good indication of the total number of 

customers senred by other companies. The "ported" figure also includes all t>Tes of 

competitors, including resellers, companies utilizing U" facilities, and facilic- based 

9 

10 Q. DOES THE "PORTED" NUMBERDATA DEMONSTRATE THE EXISTE\-CE OF 

11 SIGNIFICANT COMPETITION FOR RESIDENTIAL BASIC EXCHANGE 

12 SERVICES IN ARIZONA SPECIFICALLY IN THE WIRE CENTERS TEAT CSU'C 

HAS ASKED BE IMMEDIATELY DECLARED COMPETITIVE? 

14 A. No. Through April 2000, there were ** ** residential "ported" numbers ir, the 23 

15 wire centers that US WC proposes be immediately classified as residential "competitive 

16 

17 

18 

19 

20 

21 

zones."22 This compares to the over ** 

in service in these 23 wire centers.23 Therefore, the data that USWC has provided in this 

proceeding indicates that fewer than ** 

** residential telephone lines of USWC 

** of the residential lines in sen-ice 

have been ported in the 23 wire centers that USWC proposes be immediately established 

as residential "competitive zones", as is shown on Schedule WDA-1 6.24 

l2 Teitzel Supplemental Direct, Exhibit DLT-44. 
"USWC response to Request WDA 21-12, Attachment A. 

24* * ** - - 
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7 

8 

9 

10 

1 1  
12 
13 
' 4  

J 

17 

18 

19 

20 

21 

23 

Q. ARE THE AREAS WHICH USWC H.4S PROPOSED BE IMMEDIATELI- 

DECLARED COMPETITIVE, COMPETITIVE? 

A. They are not by accepted standards. As previously discussed, the CommissioE's rules 

require that for an area to be considered competitive, market share information m u s  be 

provided, and indications of market power must be considered. This marker share is 

clearly indicative of a non-competitive area, in \\.hich USWC enjoys huge market pon.er. 

The standard that both the U.S. Department of Justice and the Federal Trade Commission 

(FTC) utilize as their primary method of determining the degree of market concentration 

is the Herfindahl-Hirschman Index ("1). The meanings of the scores on the HHI are as 

follows: 

HHI Score 

Unconcentrated Below 1,000 
Moderatel). Concentrated 1,001-1 ,SO0 
Highly Concentrated Above 1,800 

The HHI for the wire centers which US WC proposes be immediately declared 

competitive have an HHI of over ** 

markets. A residential basic exchange market in this area is very "highly concentrated." 

**.25 USWC has huge market power in these 

These areas are nowhere near "competitive" by accepted definitions. *r. 

Q. USWC PROPOSES THAT 49 WIRE CENTERS BE IMMEDIATELY D E C L - e D  

COMPETITIVE FOR BUSINESS SERVICES.'~ DOES THE DATA uswc 

'' The HHI is calculated by squaring the market share of each company in the industry with 100% bemg 
written as 100. (** 
figure, as the squared market share of the other companies in the market could also be added DUI that effect 
would be small. **( 

l6 USWC response to Request WDA 21-012, Attachment A. 

**) The total score for this market would be slightly higher t;3ac th 

).** 
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6 
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S 

9 

10 

11 

12 

11 

15 

16 

17 

18 

I 9  

20 

A 

PROVIDED DEMONSTK4TE THAT THESE AREAS ARE COMPETITT\-E F33R 

BUSJNESS BASIC EXCHANGE SERVICES? 

No. In his Supplemental Direct Testimony Exhibit DLT-38, Mr. Teitzel providcc 2z 

Exhibit entitled "Business Access Line Losses: April 1997 Through April 2002". Or. this 

Exhibit, Mr. Teitzel is claiming that over the period April 1997 through April 2013G. 

USWC had "business access line losses" totaling ** 

USWC proposes be immediately classified as business "competitive zones". For 

comparison, USVi-C serves over ** 

centers.27 Therefore, the data USWC provided shows that USWC has "lost" only about 

** 

the 49 wire centers that USWC proposes be immediately established as "compztiti\-e 

zones", as is shown on Schedule WDA-16. The HHI for this market is therefore 

** 

competitive by accepted standards. USWC has huge market power in these areas. 

** in the 49 wire centers h r  

** business lines in service in these 49 wirs 

**-of the business lines, and is serving ** ** of the business lines, even uiihin 

**.28 This is extremely "highly concentrated." This market is nowhere ne= 

USWC's market share may even be understated. USWC admitted that this business 

access line loss data shown on Mr. Teitzel's Exhibit "has not been adjusted to reflec: 

customers lost to competition who have subsequently returned to U S WEST."" UZn'C 

offers a "Competitive Response" program that offers a waiver of nonrecurring charets - 

and/or two months of recurring charges to customers who have left USWC and decide to 

USWC's response to Data Request WDA 2 1 - 12, .4ttachment A. 27 

78 ** ** 
'9USWC's response to Data Request WDA 22-3 1 
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3 

3 

5 

6 

7 

6 

9 

10 

11 

12 

, 

~ 

14 

return to USWC. +* 

competitor have subsequently returned to USM'C through this pr~gram. '~ 

** of small business customers that had left USWC far a 

Q. WHAT IS SCHEDL'LE M'DA-l6? 

A. Schedule &'?A-1 6 summarizes the competitive figures for the wire centers tha: USJ'I-C 

asks be immediately declared competitive. In addition to the data discussed abo\-e. this 

Schedule also shonrs the number of resold residential lines in those areas equals only 

** ** of the residential lines." 

In the areas USWC has asked be declared competitive for business services, resold lines 

represent less than ** ** of the business lines in those areas. This Schedule also 

shows the UNE lines in the areas USWC has asked be immediately declared competitive 

represent less than ** ** of USWC's total access lines in those areas. 

15 Q. ARE THE TINY COMPETITIVE FIGURES SHOWN ON SCHEDULE WD-4-16 

16 

17 A. Yes. USWC provided the results of a study conducted on USWC's behalf by a company 

CONSISTENT Vv7TH OTHER DATA USWC HL4S PROVIDED? 

18 

19 

called Quality Strategies. According to this study, USWC's share of the retail local 

exchange spending is ** ** for the "consumer" (i.e. residential) market, ** ** 

%SWC's response to Data Request WDA 24-7. 3 

3 '  It should be noted that it  is not appropriate to add the "ported" numbers to The "resold" numbers. because 
there is significant overlap. The customers who are counted as "ported" also can be counted m t he  "resale" 
or "UNE loop" columns. 

21 



1 for the "small business" market, and ** 

~ r i z o n a . ~ '  

** for the "large business" m a r k  :n 

,7 
3 

3 Q. SCHEDULE N-D.4-16 SHOWS THE COMPETITORS HAVE NOT OBTAPXD \-ERY 

5 SIGNIFICANT MPLRKET SHARE IN ARIZONA, EVEN IN THOSE AFEA4,S TH-AT 

6 USWC CLAIMS TO BE THE MOST COMPETITIVE. IS A SIMILAR STATESLETT 

7 

8 

9 

10 

11 

12 

14 

15 

16 

17 

18 

19 

TRUE NATIONWTDE? 

A. Yes. This problem is not limited to Arizona. Competitive access providers (C-Lpz 1. 

competitive local exchange camers (CLECs), resellers, and all competitive carriers ha1.e 

low overall market share nationwide. According to the FCC's Trends in Telephone 

Service report for 1998, the incumbent LECs' share of the local service revenues is 96.5% 

nationwide, whereas all CAPS, CLECs, resellers, and all other competitive carriirs share 

a skimpy 3.5% share of the local service revenues.33 This is a clear indicatior, of thc true 

dominance that the LECs enjoy in the local service market nationwide. A mer- four- 

tenths of one percent of the major LECs' switched lines were sold as UNE loops 

nationwide.34 One and one-half percent of all access lines were resold lines n a t i o n ~ i d e . ' ~  

In fact, nationwide, the wireline telephone market is far more concentrated than it h u  

been at any time since divestiture. Currently, two companies control 66% of the access 

32 Fourth quarter, 1998, USWC response to RUCO Request 6-1 1, A t t a b e n t  A, page 8 
Trends In Telephone Service, Industry Analysis Division, Common Carrier Bureau, Feden: 

Communications Comrmssion, Released March 2000, Table 9.1. 
34 Trends m Telephone Service, Industry Analysis Division, Common Carrier Bureau, Federi 
Communications Commission, Released March 2000, Table 9.4. 

33 

Trends in Telephone Service, Industry Analysis Division, Common Carrier Bureau, Federa; 35 

Communications Commission, Released March 2000, Table 9.3. 
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I lines in the United States.36 These two companies are SBC (which consists offhe fornier 

Bell operating companies of SBC, Pacific Bell. and .4meritech), and the other com;?an>. is 
~ 

3 Verizon (which includes the former GTE and Bell operating companies, Bell Arlanxic and 

I 4  "EX). 

5 

6 Q. WHAT IS A MA4JOR PROBLEM WITH DECLARNG WRE CENTERS TO BE 

7 

8 

9 

10 A 

11 

12 

14 

15 

16 

17 Q. 

18 

19 

20 

21 
I 

COMPETITIVE MXEN IN FACT THEY ARE NOT COMPETITIVE, AND USJ1-C 

STILL HAS SIGXFICANT MONOPOLY MARKET POWER IN THOSE 

EXCHANGES? 

Under USWC's proposals, USWC could increase its rates as much as it wanted to, up to 

double the current  rate^.'^ Even in areas where it has significant mompoly pori-er. the 

approval of this concept would allow the Company to as much as double most of its 

current rates. As previously discussed, this would impact a high percent of the customers 

in the State. In most instances, those customers do not have any independent alternative 

provider available. e -  

IN HIS DIRECT TESTIMONY, MR. TEITZEL TRIES TO DEMONSTRATE THE 

COMPETITION THAT USWC IS EXPERIENCING IN ARIZONA BY ATTACHING 

SEVERAL EXHIBITS SHOWING PRICES THAT OTHER COMPANIES ARE 

CHARGING FOR CERTAIN SERVICES. DO YOU HAVE ANY COMMEh-T 

ABOUT THESE EXHIBITS? 

36 Table 20.3 "Telephone Loops by Holding Company", Trends in Telephone Service, March, 2000. 
37 Except for the !3 19 iimit on residential basic exchange. 
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10 

11 

12 

14 

15 

16 

17  

18 

.4. Yes. Mr. Teitzel's exhibits focus primarily on services for which USWC has ahead! 

been granted price flexibility in Arizona. For example, on his Exhibit DLT-5. l i r .  ieirzel 

has provided a copy of a price quote from an AT&T account executive to a USM-C 

business customer that compares the rates that the customer would pay under US\l*C's 

rates and the rates the customer would pay under ,4T&T's rates. Over 70% of the sa\-ing 

that the customer is shown to experience under the .4T&T rates compared to the US1i-C 

rates, is attnbuted to lower Centrex rates. As h4r. Teitzel indicates on page 19. line 23 of 

his Direct Testimony, Centrex is a service that has already been deemed to be 

"competitive" on a state-wide basis by the Commission. On his Exhibit DLT-17, Mr. 

Teitzel has provided copies of toll service advertisements of three different companies. 

However, message toll service (MTS) is a service that has already been deemed to be 

"competitive" on a state-wide basis by the Commi~sion.~~ Therefore, the evidence that 

US WC has provided that demonstrates competition for services that have already been 

deemed to be "competitive" services in Arizona, does nothing to demonstrate a need to 

adopt USWC's "competitive zone" proposals. At most, all that this evidence suppom is 

maintaining the current competitive classification of these services in Arizona, u-hich is 

not at issue. 

19 Q. DOES PAST EXPERIENCE INDICATE THAT USWC'S CLAIMS PERTAD.73-G TO 

20 THE LEVEL OF COMPETITION SHOULD BE REVIEWED VERY CAREFULLY? -c 

2 1 

22 

A. Yes. Although this Commission has already designated the toll market as competitive, 

and I am not rearguing that classification, USWC's own testimony can be used to 

73 demonstrate the inaccuracy of USWC's market share claims. Back in USWC's 1993 

38 Page 19, Teitzel Direct. 
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1 General Rate Case in Arizona, USWC claimed tha? the intraLATA toll marker \\.as "\.cry 

I - competitive", that other toll providers had made "sinificant inroads" and that US1l-C had 

3 lost intraLATA toll market share.39 USWC's intraL-4TA toll witness in the 1993 case 

4 stated: 

5 
6 
7 
8 

USWC has lost 19% of the Arizona small business toll market and over 7% of the 
Anzona residence market based on minutes of use.4o 

9 However, in its testimony in this proceeding, USWC's witness Alcott states: 

10 
11 
12 
13 

As recently as 1996 U S WEST had virtually 100 percent of this market. C S 
WEST'S share of this market has decreased significantly since that time: as the 
proprietary figures contained in Dave Teitzel's testimony demonstrate.'' 

14 The above referenced quote, Mr. Alcott states USWC had "virtually 100%" of the 

15 intraLATA toll market as recently as 1996. However, several years pnor to 1996, US WC 

had claimed that competitors already had 7% to 19% of the toll market share. These two 

17 sets of USWC testimony are inconsistent. It is clear that either Mr. Alcott's testimony in 

18 this proceeding, or the USWC witness in the 1993 proceeding, or both, are misstating the 

19 market share of USWC. 

20 

21 Q. USWC IS CURRENTLY REQUESTING THAT 23 RESIDENTIAL WIRE CEKTERS 

22 BE DESIGNATED AS COMPETITIVE ZONES. IF THEIR TARIFF WAS 

Direct Testimony of Gary A. Rees in Arizona Docket No. E- 105 1-93- 183, July 15, 1993, page 22. 39 

Direct Testimony of Gary A. Rees in Arizona Docket No. E-1051-93-183, July 15, 1993, page 21.  40 

Alcott Direct Testmony, page 13, line 15. 41 

I 
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1 ACCEPTED. V'OULD THEY BE ABLE TO COhXERT A NUMBER OF OTHER 

WIRE CENTERS TO COMPETITIVE ZONES? - 

3 A. Yes. The requirements are so lax that there are a large number of other wire centers that 

4 

5 

would also meet their requirements for being defined as a "competitive" zone. Exhibit 

DLT-41 attached to Mr. Teitzel's Supplemental Direct Testimony lists ** ** uire 

6 centers with resold residential services in March, 2000. Under USWC's proposal. the 

7 presence of any reseller reselling any residential service causes that wire center to meet 

8 the definition of being a "competitive" residential wire center. Therefore, all ** ** of 

9 these wire centers could be reclassified as competitive according to USWC's proposed 

10 

11 

tariff. This same Exhibit also shows a large number of wire centers that have some 

resold business services. Therefore, a large number of wire centers in addition IO those 

12 USWC is currently asking be immediately declared competitive could readily be 

reclassified as competitive under USWC's proposal. 

14 

15 D. ONE OF USWC'S CLAIMED "PRIMARY COMPETITORS" IN 
16 ARIZON-4 HAS DECLARED BANKRUPTCY. AND OTHERS A R E  
17 LOSING MONEY 
18 

19 Q. USWC HAS LISTED SOME "PRIMARY COMPETITORS" IN ARIZONA.42 PLEASE 

20 COMMENT. 

2 1 

22 

A. One company Mr. Teitzel listed as a "primary competitor" is GST Telecommunications. 

However, since the filing of Mr. Teitzel's testimony in this proceeding, GST has since 

'' Teitzel Direct, page 6. 
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1 

1 
3 

4 
, 5 

6 

I 7 

8 

9 

10 

1 1  

12 

13 

.j Q. 

16 

17 

18 

filed for Chapter 1 bankruptcy protection.33 The GST shareholders likely mvil l  b? left 

holding an emprj bag after the sale of its assets: 

... because the current sale offer is for substantially less than the amount of GST’s 
debt, a dismbution to shareholders is unlikely.44 

As Mr. Teitzel explains in his testimony, GST established operations in Tucson back in 

1994.35 However. GST has been experiencing financial woes for some time. For 

example, for the nine months ended September 1999, GST suffered a net loss of ol’er 

$103 million on total revenues of $225 million. In discovery in this proceeding. USWC 

provided a copy of its own internal study report that aptly described GST as haling “poor 

cash 

other financing. 

One of the causes of the GST bankruptcy was GST’s inability to ”secure 

ON PAGE 15 OF FlIS DIRECT, MR. TEITZEL CLAIMS THAT e.SPIRE IS A 

PRIMARY COMPETITOR TO USWC. ON PAGE 17 OF HIS SUF’PLEMEKTPJ, 

DIRECT, MR. TEITZEL INDICATES THAT e.SPIRE’S REVENUES INCREASED 

FROM $156.8 MILLION IN 1998 TO $244 MILLION FOR THE YEAR ENDIXG 

Telecommunications Reports, “Time Warner Telecom Sees Opportunity in GST Woes”, May 22. 2000, 
page 23. 

Posted on the GST website according to published reports. 
Teitzel Dlrect Testlmony, page 14, line 23 

43 

44 

45 

46uSWC’s response to Data Request RUCO 6-8, Attachment A 

41  Telecommunications Reports, “Tune Warner Telecom Sees Opportunity in GST Woes”, May 21. 2000, 
page 23. 
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I 1 DECEMBER 3 1. 1999. WHAT DOES MR. TEITZEL FAIL TO POINT OUT .XB@VT 

- e.SPIRE? 

3 .4. Mr. Teitzel fails to mention the fact that espire's net loss for the year ended Dtcembsr. 

4 

5 

6 

1999 was larger than its total revenues for the year. For the year ended December 3 I .  

1999, espires's total revenues were $244 million and its net loss for the same period was 

$277 million. In addition, as a result of these astounding losses, e.spire's reported annual 

7 

8 

9 

10 Q. MR. TEITZEL LISTS ELECTRIC LIGHTWAVE, INC. (ELI) AS ONE OF THE 

earnings worsened from a negative $4.46 per share for the fiscal year ending December 

1998 to a negative $6.38 per share for the fiscal year ending December 3 1, 1999." 

11 PRIMARY COMPETITORS TO USWC IN ARIZONA. PLEASE COMMEKT. 

12 A. As Mr. Teitzel explains, ELI who "turned up its network in 1994" was one of the first 

competitors in the greater Phoenix area.49 However, in just the nine months ended 

14 September 1999, ELI suffered a staggering net loss of $98 million on total revenues of 

15 $ 133 million. 

16 

17 As previously discussed, it is in the LECs' interest to have their competitors be 

18 unprofitable. As previously discussed, the "competitive zone" proposal of USU'C Lvould 

19 allow USWC to improperly price discriminate based on the level of competition. This 

Mr. Teitzel lists other competitors, such as ATgtTITCG, MCI WorldComBrooks Fiber and COX. 
However, the financial reports for these companies do not separately show the financial performance of 
the competitive local exchange services these companies provide. For example, the pnmarl, busmess of 
ATgLT and MCI is fne provision of long distance toll services, and COX is mainly a provider of cable 
television services 

Teitzel Direct, page 10. 

48 

r 

49 
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1 would give them a powerful additional tool to further impede the profitability of an\ 

0 - existing competitors. and to discourage any potential competitors. 

3 

4 Q. THROUGHOUT HER TESTIMONY, MS. STEWART EMPHASIZES HOW "II-ELL- 

5 FUNDED" SOME OF USWC'S COMPETITORS ARE." EVEN IF THERE -RE 

6 SOME COMP-4KIES THAT ARE "WELL-FUNDED", DOES THIS MEAN TH-4T 

7 

8 

9 MONEY DOING SO? 

THESE COMPAYqES WILL CONTINUE TO PROVIDE SERVICES IN 

COMPETITION WITH USWC, EVEN IF THEY ARE CONTINUALLY LOSIKG 

10 A. No. It is not reasonable to expect that since a company is "well-funded", that company 

11 

12 

will continue to lose money attempting to compete with USWC. At some point. these 

services must be profitable, or else it is not likely that there will be competitors entering 

this market in the future. 

14 

15 Q. IN HIS TESTIMOhTY, MR. ALCOTT STATES: 

16 
17 
18 there.51 
19 
20 PLEASE COMMENT. 

However, what we are seeing now is that competition is emerging in specific 
geographic areas within the state. It starts in one part of town and groLvs from 

21 A. To the extent that USWC or other LECs are successful in limiting the profitability, or 

22 forcing the competitors to be unprofitable, that limits their ability to grow and expand 

I 

23 competition against USWC and other LECs. The "competitive zone" proposal of USWC 

"For example, see Stewart Direct Testlmony, pages 1, iii, 4, 7 and 17. 

Alcott Direct Testimony, page 10, lme 24. 51  
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3 
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8 
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10 

11 

12 

14 

15 

16 
17 
18 
19 
20 
21 
22 

is a powerful. additional tool that USWC could use to limit the profitability and therefore 

the gowth of competitors, and also to discourage potential competitors. 

Q. ON PAGE 36 OF HIS DIRECT, MR. TEITZEL CLAIMS THAT THERE IS KO 

MARKET FOR RESIDENTIAL BASIC EXCHANGE SERVICE COMPETITION, 

BECAUSE THE PRTCES THAT USWC CHARGES ARE TOO LOW. PLEASE 

COMMENT. 

A. Of course, as Schedule WDA-16 shows, there is also very little competition in the 

business markets either. First of all, competitors evaluate the total revenue opportunities, 

not just the revenues from only one service (basic exchange). For example, nationwide 

the average residential telephone biII is $55 per line per month. The bill for basic 

exchange service is only approximately 25% of that 

offering service to a residential area would consider the revenues they would expect to 

receive from all services, including enhanced services, toll services, basic exchange 

service, switched access services to other carriers, etc. In addition, Mr. Teitzel states: 

A company considering 

Cox is already providing residential telephone service to over 5,000 residents of 
Chandler, with the potential to serve 40,000 additional subscribers there and plans 
to ultimately offer telephone service to all of its 600,000 subscribers in Phoenix 
and surrounding communities. Cox’s efforts illustrate that the residential market 
is not immune to ~ompet i t ion .~~ 

23 

~~ 

Household Telecommunications Expenditures by Type of Provider in 1998, Table 3.6, FCC Reference 
Book of Rates, Price Indices, and Expenditures for Telephone Service, June, 1999. The average residentid * 

rates paid dlrectly to the LECs average $33 per month. 
53Teitzel Direct Tesnmony, Page 5, lines 8-12. 

52 
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1 Q. WHAT ARE THE "FLOOR" ,4ND "CEILING" UNDER USWC'S COMPETITTIT 

ZONE PROPOSAL COMPARED TO THE CURRENT COMMISSION RULES? 

A. USWC's "competiri\re zone" proposal is a great departure from the Commission's rules on 

both ends of the range of acceptable rates. Under Section R14-2-1109(A) of the 

Commission's Rules, the minimum rate that USWC may charge for a competiti\-e sen-ice 

is USWC's total senrice long run incremental cost (TSLRIC) of the service.'4 Hon-ever, 

under USWC's proposal, the minimum rate for any service within "competitive zones" 

8 

9 
10 
11 
12 
13 

14 

16 

17 

18 
19 
20 
21 
22 
23 

24 

25 

26 

can be set below the TSLRIC of providing the service, as Mr. Teitzel explains: 

Prices for specific services may be offered below Total Service Long Run 
Incremental Cost (TSLRIC) in competitive zones only as long as the total re\.enue 
for the customer or group of cistomers is above TSLRIC.55 (Emphasis added) 

USWC's ability to set the rates so that the total for all services are not below the TSLRIC 

would make it even more difficult for competitors to cover their costs. 

It must also be remembered that in order to be profitable, competitors must cover not 

only their TSLRICs, but also their joint and common costs as well. Mr. Thompson states: 
e 

U S WEST must price its services to recover the common overhead costs in 
addition to its Total Direct and Network Support costs to remain a healthy. viable 
and growing corporation that can continue to invest in new products and sen-ices. 
If the firm can not receive contribution from products to help recover these 
overhead costs, the products are not likely to be offered by the firm.56 

The same principle also applies to USWC's competitors. Current rules require the price 

for a "competitive" service cannot be below its TSLRIC. However, under the proposed 

rules, the price could be below its TSLRIC. Therefore, if a customer was subscribing to a 

54 Teitzel Direct, page 3 1. 
"Teitzel Direct, Page 20, lines 7-9. 
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I 6 
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8 

9 
10 
11 
12 
13 
14 
15 

17 

18 

19 

20 

21 

22 

23 

24 

profitable semice. the contribution from that profitable service could be diverted to 

another I' beiow cost" service, thereby further eliminating the ability of a compttiror to 

cover their joint and common costs in those areas where they are trying to compere with 

uswc. 

For competitive services, the Commission's current rule that the maximum rate USWC 

may charge is the maximum rZte stated in its tariff on file with the Commission. klr. 

Teitzel states the new proposal is: 

The price ceilings will be double the rates approved in this filing; or for sen-ices 
not treated in this case, double the existing rates, except for residence Basic 
Exchange Service. Residence Basic Exchange Service will have a maximum rate 
of $19.DO established within competitive zones. In the case of services already 
classified as 'competitive' on a state-wide basis, the maximum rates will also 
apply outside of the competitive zones.57 

Instead of the maximum being the existing tariff rate, under the USWC proposal the 

maximum would be double the existing tariff rate. 

The fact that many of the customers would actually have no effective e--oice in these 

areas makes this potential "doubling" of the rate, less acceptable. 

25 

56 Thompson Direct, page 7. 
Teitzel Direct, P2ge 20, lines 1 1 - 16. S i  
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1 E. US WC’S “COMPETITIVE ZONE” PROPOSAL WOULD ALLOW- I-SW’C 

7 ACT 
I 

TO VJOL-4TE SECTION 254(K) OF THE TELECOMMUNICATIOSS 7 

5 Q. DID THE AUTHORS OF THE TA96 ANTICIPATE THAT LECS WOULD RESPOND 

6 TO COMPETITION BY ATTEMPTING TO USE THEIR NON-COMPETITAT 

7 SERVICE RATES TO SUPPORT COMPETITIVE SERVICE RATES? 

8 A. Yes. The authors of TA96 anticipated that LECs like USWC would respond to 

9 competition by attempting to use their non-competitive services to support their rares for 

10 competitive services. The authors of TA96 also correctly anticipated the LECs u-ould 

11 justify this support by allocating “more than a reasonable share of the joint and common 

12 costs of facilities used to provide those services”, to the non-competitive services. The 

13 authors of TA96 anticipated this strategy by the LECs, and specifically prohibited it: 

2 

,o 
17 
18 
19 
20 
21 
22 
23 

Section 254(k)--SUBSIDY OF COMPETITIVE SERVICES PROHIBITED.--A 
telecommunications carrier may not use services that are not competitive to 
subsidize services that are subject to competition. The Commission, w i t h  respect 
to interstate services, and the States, with respect to intrastate services, shall  
establish any necessary cost allocation rules, accounting safeguards, and 
guidelines to ensure that services included in the definition of universal sen-ice 
bear no more than a reasonable share of the joint and common costs of facilities 
used to provide those services. 

24 Q. IF APPROVED BY THE COMMISSION, WOULD USWC’S “COMPETITIVE ZONE” 

25 PROPOSAL ALLOW USWC TO VIOLATE SECTION 254(K) OF THE 

26 TELECOMMUNICATIONS ACT OF 1996? 

27 A. Yes, in at least two ways: 

28 
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15 

16 

18 

19 

20 

21 

77 -- 

23 

24 

I 25 

I 26 

1. USWC u-ould be able to shift the recovery ofjoint and common costs 2\\-2> kom 
competiti\-e services, and onto monopoly ratepayers across geographic Z T ~ E  c7f 
the state. 

Under USWC's proposal, USWC would be allowed to charge higher rates for 2 sen-ice in 

areas that are subject to little or no competition and lower rates for that service u -hcx  

competition does exist. As Mr. Teitzel explains: 

Offerings and prices may vary between competitive zones. With this flesibilic,. 
U S WEST will be able to effectively respond to customer and market demands in 
the areas subject to ~ompet i t ion .~~ 

This difference in pricing would not have to reflect a difference in cost of providing 

service. Therefore, pricing lower where there is competition while pricing higher where 

there is not competition would effectively load a higher share of the joint and comrnon 

costs onto the monopoly ratepayers, while loading a lower share of those joint and 

common costs onto the prices of competitive services. This is contrary to the 

requirements of Section 254(k). The Commission must establish cost allocation rules or 

other safeguards which prevent such a discriminatory recovery of the joint and comrnon 

costs. 

2. USWC would be able to subsidize competitive services across individual sin-ices 

or customer groups. 

USWC proposes that for those wire centers that meet USWC's criteria to become E 

"competitive zone" for both residence and business customers, all of the senices u-i 

allowed pricing flexibility, as Mr. Teitzel explained in his Direct Testimony." 

e 

"Teitzel Direct, Page 13. 
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With the abilit). to drastically change prices for both business and residence sen-ices 

within a wire center, USWC would easily be able to drastically reduce rates for on? 

service or customer class but increase rates of another service or customer class. 

depeGding upon the level of competition that existed for each of those services or 

customer classes. 

The result is USWC would easily be able to place an unreasonable share ofjoint and 

common costs on those services or customer groups within the wire center that are 

subjected to very little or no competition. They could use this to fund reductions in the 

rates for those services that USWC deemed to be competitive or at least potentially 

competitive. 

Q. WHAT DO YOU RECOMMEND? 

A. First of all, I recommend that the competitive zone proposal of USWC be rejected. In 

addition, in any alternative regulatory structure adopted by the Commission, the 

Commission should include a rule that requires any "revenue neutral" restructure include 

residential rates that are revenue neutral only within the residential category. Any 

"revenue neutral" restructure of the business rates must be revenue neutral within the 

business category. If there is no such requirement, USWC could reduce the business 

rates, (if it believes it has more competition there), and offset that by increasing the rates 

where it has less competition, which may include residential rates. This requirement 
c 

59Teitzel Direct, page 19, lines 34-36. . 
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would apply to all services other than those that the Commission has determined tc? be 

truly competitn-e. 

In addition, any rate structure adopted by the Commission should include reasonable 

proposals to prevent an unreasonable share of the joint and common costs from being 

allocated to the universal services, 

F. NEW SER\?CE OFFERINGS 

Q. WHAT CRITERIA WOULD NEW SERVICE OFFERINGS HAVE TO MEET 

BEFORE THEY -RE CLASSIFIED AS COMPETITIVE, UNDER USWC'S 

PROPOSAL? 

A. None. Under Mr. Teitzel's proposal, any new semice offering USWC provides in the 

future, even outside of a wire center that has been classified as a "competitive zone" will 

be automatically classified as competitive, without having to demonstrate that an>- 

competition whatsoever exists for that service. Mr. Teitzel states: 

I am proposing that a streamlined process be adopted whereby all new senices 
will automatically be classified as 'competitive' upon introduction.60 

My experience in other states has been that the companies will slightly modif?.. or 

combine existing services, and claim that this is a "new" service that is therefoTe 

competitively priced. For example, if an LEC combines basic exchange service Xvith a 

new feature that it is not currently combined with, they would argue that is a new service, 

~~~ ~~ ~ 

60Teitzel Direct, Page 23. lines 15-16. 
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20 

and therefore competitively priced. This wordins could open a large "1oophoi;i". u hich 

USWC could use to have virtually any service considered "competitive", sim?j\ b? 

creating a slightly modified form of it. It should be noted that even if the original f o m  of 

the service was still available in the tariffs, that provides little protection to the 

consumers, since most consumers do not read the tariff to find out what senice options 

are available. Most customers instead contact the US WC service representatix-2s. 

To be deemed truly competitive, new services should have to pass the same conpetitiire 

test that other services must pass. If a "new" service includes a service that is currently 

not classified as competitive, that "new" service clearly cannot be classified as 

competitive. Likewise, I recommend that in any alternative regulatory structure adopted, 

the new services be subject to the same treatment of price caps as are existing regulated 

services, unless US WC provides the information needed to demonstrate that they are 

truly competitive services under Article 11, R-14-2-1108. 

G. USWC'S PROPOSED TIME FRAME FOR CONSIDERING ITS FILIIVGS 
TO CLASSIFY A WIRE CENTER AS A "COMPETITIVE ZONE *' IS SOT 
REASONABLE 

Q. WHAT TIME FRAME DOES MR. TEITZEL PROPOSE FOR CHANGING ii ZOSE 

CLASSIFICATION TO "COMPETITIVE?" 

A. Mr. Teitzel proposes that the Commission must object to USWC's proposal within 15 

davs. or the area will automaticallv become a "comDetitive zone." If obiections are 

22 

23 i 2  
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1 raised. the Commission must issue a formal notice of the objection, and the entire process 

would be consiaersd within 60 days of USWC's notice."' 

4 Q. IS MR. TEITZEL'S PROPOSAL REASONABLE? 

~ 

5 A. No. The proposed rime frame for considering USWC's proposals is not acceptabl?. It  is 
, 

6 not reasonable to expect that any party or the Commission would have sufficient cine to 

7 evaluate a USWC claim of competitiveness in a 15 day or even a 60 day period. 

8 

9 Q. MR. TEITZEL PROPOSES CHANGES mi THE REQUIREMENTS PERTANKG TO 

10 PROMOTIONAL OFFERINGS.62 PLEASE COMMENT 

11  A. USWC should be required to make promotional offerings available on a non- 

12 discriminatory basis to customers throughout the state. For example, USWC shouid not 

be allowed to discriminate on the promotional offerings based upon the level of 

14 competition that exists in a particular area, for the reasons previously discussed. 

15 

16 
17 

111. USWC'S COST STUDIES 

18 A. USWC'S CLAIMED TSLRIC COST FOR RESIDENTIAL BASIC 
19 EXCHAIVGE SERVICE VIOLATES THIS COMMISSION'S DEFDTTION 
20 
21 

OF TSLRTC, AS WELL AS USWC'S OWN DEFINITIONS OF TSLRIC 

22 Q. HOW DOES USM-C DEFINE TSLRIC COSTS IN THIS PROCEEDING? 

23 A. In his Direct Tesrimony, Mr. Thompson defines TSLRIC: 

24 
25 
26 

The TSLRIC studies identify the total cost of offering the service - defined as the 
total costs incurred by U S WEST while offering the service, less the tot21 c o s t s  

Teitzel Direct, page 22. 
Teitzel Direct, page 24. 

61 
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,- 
1 that would bs  incurred by U S MTST if the service were not offered." (Emphasis 
3 added) 

1 In addition, USM*C's cost studies in this proceeding provide a definition of "Direcr 

5 Costs", which it also refers to as TSLRIC. The USWC cost studies state the foilomins: 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 

Total Direct Costs - Total Direct cost is the total forward-looking direc: cost of 
providing 2 product or xrvice to the total universe of U S WEST Customers. It 
most closely reflects the cost of replacing all the facilities directly required to 
provide that product or service. It does not include costs that are required but 
which also benefit the provision of other products and services. It reflects the 
forward-looking cost of the entire service provided in the most efficient manner. 
holding constant the production of all other services produced by the firm. This 
cost has frequently been referred to as TSLRIC.64 (Emphasis added) 

Q. HOW DOES THIS COMMISSION DEFINE TSLRIC COSTS? 

16 A. The definitions section of the Arizona Corporations Commission's Rules and 

17 Regulations, Section R14-2-1102 (1 7), provides the following definition: 

' $  

-3 
21 
22 
23 
24 
25 

"Total Service Long Run Incremental Cost." The total additional cost incurred 
by a telecommunications company to produce the entire quantity of a service, 
given that the telecommunications company already provides all of its other 
services. Total Service Long run Incremental Cost is based on the least cost, most 
efficient technology that is capable of being implemented at the time the decision 
to provide the service is made. 

26 The definition of the incremental cost or TSLRIC is addressed hrther in the Direct 

27 testimony of Thoaas Regan. 

28 

Thompson Direct Testimony, page 4, line 23. 63 

~ 

Thompson Direct Testimony Exhibit JLT- 1, page 7 64 
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1 Q. DID USWC VIOL.4TE THE COMMISSION'S DEFINITION AND ITS O w l -  

DEFJNTION OF TSLRIC WHEN IT CALCULATED THE TSLRIC COSTS OF 

3 
-I BASIC EXCHAXGE SERVICE IN THIS PROCEEDING? 

I 
4 A. Yes. The loop is shared by many services, as shown on Schedule WDA-17. Hou e\ er, 

5 USWC included 100% of the unseparated loop cost in what it claims to be the basic 

6 exchange TSLRIC." However. the loop facilities are required for the provision of other 

7 products and services. The loop facilities would not be eliminated if basic exchange 

8 service was discontinued, while all other services were still being offered. Therefore. the 

9 loop cost is not part of the properly calculated TSLFUC using any or all of the above- 

I O  referenced definitions. It is an indisputable physical fact that the loop facility is shared 

I 1  by several services. only one of which is basic exchange service. It is an indisputable 

I 

I 

12 physical fact that the loop facility would still be needed even if basic exchange sen-ice 

was not provided. but USWC continued to provide all of its other services. This means 

the loop costs are not "caused" by basic exchange service alone. 14 

15 

16 Q. PLEASE EXPLAIY SCHEDULE WWD-17. 

17 A. Schedule WWD-17 is a diagram that shows some of the facilities that are required to 

18 

19 

provide US WC's major services: basic exchange service, vertical services, toll switched 

access, and ADSL service. As the diagram clearly indicates, a loop facility66 is required 

20 to provide all of these services. 

21 

6s Thompson Direct, Exhibit JLT-27, page 7. 
The "loop" I am referring to is the switched access line as opposed to a dedicated private line 66 
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I 1 In fact, the loop is sometimes referred to as the "conmon line" because it is a facili;) that 

67 
~ is "common" to a number of services. 

I 3 
I 

4 Q. USWC'S DEFIXTTION OF "DIRECT COSTS" CLAIMS THAT "COSTS TH.U -RE 

5 

6 

7 

8 EXCHANGE SERVICE COSTS STUDY? 

9 A. No. By far the most significant of the "costs that are required but which also benefit 

10 

11  

12 

I 
I REQUIRED BUT WHICH ALSO BENEFIT THE PROVISION OF OTHER 

PRODUCTS AND SERVICES" ARE NOT INCLUDED IN THAT COST. DID US WC 

FOLLOW ITS O l i l i  COST STUDY PRINCIPLE IN ITS RESIDENTIAL BASIC 

other products and services" are the loop facilities costs. As Schedule WDA-17 clearly 

demonstrates, the loop facility "benefits" services other than basic exchange service. All 

services that are provided using the loop facilities not only benefit from, but also depend 

upon the loop facilities. 

14 

15 Q. HOW DID USWC TREAT THE COST OF THE SHARED LOOP FACILITIES? 

16 A. USWC placed 100% of the loop facility costs on basic exchange service. USWC placed 

17 

18 

19 

20 

none of the loop costs on any other service that also utilizes or "benefits1' from the loop 

facility. As shown on Thompson Direct Testimony Exhibit JLT-27, page 7, USWC 

included 100% of the costs of the loop in the "Direct Cost" of residential basic exchange 

service - a direct violation of their claimed principle. 

21 

I The costs that are shared by more than one service are sometimes referred to as terms such as ')ami", 67 

"common", or "shared." In this discussion, I will use these terms interchangeably. ~ 
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Q. DID USWC LIKEVi'ISE I'IOLATE THE TSLRIC DEFINITIONS 'AXEN IT 

CALCULATED THE COSTS OF ALL SERVICES? 

A. No. USWC's violation of the TSLRIC definition was "selective." Although US\<-C 

violated the definition of TSLRIC for residential basic exchange senrice, USM-C did not 

make that violation when it calculated its claimed TSLRIC costs of toll and sn-itched 

access services. M-hen calculating the TSLRIC of toll and switched access sen-ices. 

USWC properly excluded the loop costs, since the loop costs would not be avoided if one 

of these services uere discontinued while holding all other products or services ofiered 

by the firm constant.68 The result of this selective violation of the TSLRIC definition by 

USWC is to distort beyond recognition the actual contributions from each of the diEerent 

services. By properly excluding the loop cost from the TSLRIC of toll and sxirched 

access, USWC calculated a very low cost and therefore a high contribution. 

14 Q. WHAT WOULD USWC'S TSLRIC OF RESIDENTIAL BASIC EXCHANGE 

15 SERVICE HAVE BEEN IF USWC HAD CALCULATED THE COST OF TEAT 

16 SERVICE CONSISTENTLY WITH THE WAY IT CALCULATED THE TSLRIC OF 

17 SWITCHED ACCESS AND TOLL? 

18 A. Had USWC also properly excluded the loop cost from the TSLRIC of residential bzsic 

19 exchange service (the same as if they excluded those costs from the TSLRIC of toll and 

20 access), the result urould have also been a low TSLRIC and a high contribution for 

21 

22 

residential basic exchange service. Excluding the loop cost (which is how USITC 

calculated the TSLRIC for toll and switched access), the TSLRIC of US WC's residenrial 

USWC's response to Data Request WDA 1-35. 68 
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, 69 70 

basic exchange sm.Ice is ** ** per month. using the costs otherwise exacr1J- 25 

- calculated by 1JSV’C. as is shown on Schedule WD-4-18, 

? - 

4 

5 

6 

7 

8 

9 

10 

11 

12 

14 

15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 

Q. WHAT RATE DOES RESIDENTIAL BASIC EXCHANGE SERVICE H.4\;E TO BE 

SET ABOVE I?i ORDER TO PREVENT IT FROM BEING SUBSIDIZED? 

A. The properly calculated TSLRIC of residential basic exchange service is ** y x  ?zr 

month for USR’C. Determining the TSLRIC is important because the TSLIUC is 

generally accepted as being the “floor” for a proper price. TSLRIC is also the standard 

for determining Ivhether a service is receiving a subsidy, as discussed in the Direct 

testimony of Thomas Regan. As USWC admitted in its response to Data Request U-DA 

2-006, a service is not receiving a subsidy if that service is priced equal to or above its 

properly calculated TSLRIC. 

Data Request WDA 2-6 (b): 

Is it a correct statement that if a service is priced equal to or above its 
properly calculated TSLRIC, that service is not receiving a subsidy? If 
this is not a correct statement, please provide the corrected statement. as 
well as copy of the economic, regulatory or other standard that your 
Company claims supports the corrected statement provided.. 

USWC’s Response: 

It is not receiving a cross-subsidy. 

Calculated from USWC’s May 2000 Residence and Business Basic Exchange Recurring Cosr Srn~;. . 
provided by USWC xn response to Data Request WDA 21-6. Attachment A, pages 25 and 3i ilk figure 
shown is the sum of the Total Direct Costs “TSLRIC” for, Local Usage, Directory Listing and B:Ilmg & 
Collections for an additional residence line). 

69 

This figure also exdudes the cost of the first unit of postage and standard envelope, as will be dszussed 70 

later in this testimoq.. 
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7 
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8 

9 

10 

11 

12 

. i: is x x  Therefore, as long as residential basic exchange service is priced above ** 

not receiving a subsidy using the widely accepted economic principles, principies n-hich 

even USWC has asreed are the correct and appropriate economic principles. 

B. CONTRIBUTION ANALYSIS 

Q. IF THE SHARED COSTS ARE NOT INCLUDED IN THE TSLFUC, HOW ARE 

THOSE COSTS RECOVERED? 

A. Services are priced above their TSLRIC so as to recover both the direct (TSLFUC) cost as 

well as a portion of the shared cost. This is a common practice in virtually all industries. 

14 

15 

16 

17 

18 

19 

For example, consider a restaurant where the rent for the building is $1 0,000 per month, 

and the incremental cost of each hamburger 2nd each soft drink is 30#.71 The company 

cannot price its products at just their incremental cost of 30d,  because that would not give 

them funds to pay the rent. Therefore, they must price above the incremental cost. so as 

to cover the total cost, which includes both the direct cost (TSLRIC) as well as the Esed 

costs (Le. rent). Even in highly competitive markets, the equilibrium pricing must be a 

price that covers the total cost of the efficient producers, which includes the incremental 

cost as well as the shared costs. 

20 Q. YOU PREVIOUSLY STATED THAT THE CORRECT TSLPJC (DIRECT) COSTS 

21 EXCLUDE THE COST OF THE SHARED FACILITIES. HAVE YOU COlDUCTED 
. .* 

_ _  77 AN ANALYSIS OF USWC'S MAJOR RESIDENTIAL SERVICE CATEGORIES 

In this example, I am assuming these are the only two products the restaurarit sells. The principle s the 71 

same if more products are sold. 

I 44 



1 WHICH SHOM-S HOW MUCH EACH OF THEM CONTRIBUTES (REVEKL-ES J3 

EXCESS OF D I E C T  COSTS) TO THE SHARED COST OF USWC? 

3 -4. Yes. Schedule 1473-4-19 is a contribution analysis that shows the actual level of 

4 contribution above TSLRIC that is currently being provided by each of these CSU-C 

5 major residential senFice categories. It also compares the contribution amounts for 

6 residential services to the unbundled loop rate that the ACC has established for LSllTC 

7 The figures shown on this Schedule are "contributions." These contributions are 

8 calculated by taking the revenues for each service and deducting from that the direct cost 

9 (TSLRIC) of each service. 

10 

11 Q. WHAT DOES THE STAFF'S CONTRIBUTION ANALYSIS DEMONSTRATE? 

I2 A. Staffs contribution analysis demonstrates the following: 

.4 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 

, 27 
28 
29 
30 
31 
32 

I 17 
, 
~ 

~ 

1. The current residential basic exchange service rates alone provide an average of 
** ** per line, per month in contribution above TSLRIC toward the shared, 
joint and common costs of USWC in Arizona. This is more contribution abo1.e 
TSLRIC than any other service which shares the residential loop facilities. The 
per-line, per-month contributions from each major service category are as 
follows: 

Per-Line, Per-Month 
Contribution 

Intrastate (Revenue - TSLRIC) 
1FR Service ** ** 
Residential Vertical Services **$ ** 
Total Residential Local Services **$ ** 

Intrastate Switched Access **$ ** 
Intrastate Toll **$ ** 

Interstate 
Interstate EUCL/SLC 
Interstate PICC 
Interstate CCLC 

**$ ** 
**$ ** 
**$ ** 

Total Residential Contribution to Shared/Joint/Common **$ ** 
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7 ** _. Residential basic exchange senrice alone provides approximately ** 
the per-line contribution that USWC’s intrastate switched access provides. and 
over ** ** the per-line contribution that USWC’s intrastate toll s en - i c s  -.- 
provide tonwd the shared, joint and common costs of USWC in Anzonz. - 

3. The unbundled loop rate that the Commission approved for USWC is S2 1.95. 
Under the FCC’s Part 36 Separations requirements, 25% of the loop COSIS are 
allocated to the interstate jurisdiction and recovered in interstate rates. Therefore, 
the intrastate portion of the loop rate is $16.49 per month.73 The contribution 
above TSLRIC provided by residential local services alone (including charges for 
basic exchange service and vertical services) is ** ** per line, per-month. 
Therefore, the contribution from residential local services alone covers o\‘er 
** ** of the intrastate portion of the unbundled loop rate the Commission 
has established for USWC in Arizona.’‘ 

4. The discussion in Item 3 does not even include the additional ** 
per month for the interstate EUCL charge (average of primary and additional line 
EUCL rate) that residential end users also must pay in order to obtain basic 
exchange service. ’j 

** per line, 

Residential basic exchange service is currently contributing more toward the recovery of 

the joint, shared and common costs of providing telecommunications services in -4rizona 

than is toll, switched access, or even vertical services. 

28 

$21.98 x 75% = 516.49. 73 

This conmbution is conservative. I have used the UNE loop “rate“ as if it were the loop “ c o i ~ ”  But the 
UNE loop rate already contains a 15% contribution to USWC’s overhead costs and attributed jomt and 
common costs. (See ACC Decision 60635, page 13, dated January 30,1998, Docket No U-3921-96-448 
et a1 ) Therefore. the contribution to shared costs is even higher than the figure stated above m d  shown 
on Schedule WDA- 19 

74 

This uses the rates that applied during the test year I ha\ e not adjusted this for any mcreasc‘ m the 75 

interstate EUCL charge that may have occurred since that tune. 
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C.  COSTS .ARE NOT "CAUSED" SOLELY B>' BASIC EXCHANGE 
SERVICE 

Q. ARE THE LOOP COSTS "CAUSED" SOLELY BY BASIC EXCHANGE SERl-ICE? 

A. No. Some parties argue that the end user or basic exchange service directly causes the 

cost of basic exchange service, because it is the end user that orders telephone szn-ice. 

However, the major investment-related costs of the loop facilities were actual1)- incurred 

as a result of the telephone company's decision to install those facilities. That decision 

was directly made by a telephone executive. The telephone executive's decision to incur 

the loop investment cost was not based solely on the desire to obtain basic exchange 

service revenues, but instead was based on the desire to obtain the whole famil>- of 

telephone revenues that the loop faciIity would make possible. The average residential 

telephone bill per line is $55 per month nationwide. The bill for basic exchanse sen-ice 

is only approximately 25% of that A rational telephone company executive would 

consider the entire family of revenues that would be generated by installing those 

facilities as part of the decision to install them. There is no evidence that as p r ~  of this 

decision, the revenues derived from the loop facilities for services other than b v i c  

exchange service are ignored. No rational analysis would ignore thwe revenues. Some 

of the revenues generated are not even revenues received from the end user. For 

example, an IXC terminating an interstate toll call at that location pays USWC su-itched 

access charges for the use of the loop facility to terminate toll traffic. The payment for 

that is received from the IXC. 

Household Telecommunications Expenditures by Type of Provider in 1998, ,Table 3.6, FCC ?.efcrence 
Book of Rates, Price Indices, and Expenditures for Telephone Service. June, 1999. The average residential 

76 
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Dr U'ilcox, in her testimony in this proceeding. correctly states that the conipanics 

consider more than just basic exchange revenues \vhen they examine a particula; 

customer. They also consider switched access re\-enues. Dr. Wilcox states: 

Each time U S WEST loses an existing or potentially new end-user customer to a 
facilities-based competitive local service provider, the Company also loses the 
ability to collect switched access charges for long distance calls going to and from 
that end-~ser .~ '  

and; 

Quite simply, there is direct impact because the carrier that supplies local 
exchange service to a given end-user customer also controls the switched access 
to that cu~tomer. '~ 

The concept that USWC, or other companies, would consider only basic exchange 

service revenues when evaluating a particular customer location is incorrect, and is 

contrary to Dr. Wilcox's above statements. In addition, when a customer orders 

telephone service. they are not ordering just basic exchange service. They receive toll 

service, and a variety of other services all at the same time. 

Q. IS THERE AN ACCEPTED TEST TO DETERMINE WHETHER A COST IS 

"CAUSED" BY ONE SERVICE? 

A. Yes. As USWC admitted in discovery, if a company does not avoid certain costs in the 

long run when a service in question is eliminated (or not offered), while ho!din, * constant 

the production of all other services produced by the Company, those costs which are not 

rates paid directly to the LECs average $33 per month. 
Wilcox Direct Testimony, page 29, line 23. 77 

78Wilcox Direct Testimony, page 11, line 3. 
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eliminated if the service in question is eliminated are not properly considered I: 62 

"caused" by the pro\.ision of that service in question." 

As can be seen from the diagram on Schedule MQA-17, if USWC eliminated b m c  

exchange service. while continuing to provide all other services which it currenrl! 

provided, that would not eliminate the need for the loop facility. Therefore, the loop cost 

is not "caused" entirely by basic exchange service, but instead is caused by a whoie 

family of services that share the loop facility. 

D. USWC'S INCLUSION OF 100% OF THE LOOP COST ON 
RESIDEKTIAL BASIC EXCHANGE SERVICE (WHILE PLACIh-G 
NONE OF IT ON T_HE OTHER SERVICES THAT SHARE THE LOOP 
FACILITIES) VIOLATES THE REQUIREMENTS AND FINDINGS OF 
THE TELECOMMUNICATIONS ACT OF 1996 (TA96), THE FCC. THE 
U.S. SUPREME COURT AND THE COMMISSIONS IN THE VAST 
MAJORITY OF OTHER STATES 

19 Q. DOES USWC'S RESIDENTIAL BASIC EXCHANGE COST STUDY IK THIS 

20 PROCEEDING VIOLATE TA96? 

21 A. Yes. Section 254(k) states: 

71 -- 
23 
24 
25 
26 
27 
28 
29 
30 

Section 254(k)--SUBSDY OF COMPETITIVE SERVICES PROHIBITED.--A 
telecommunications carrier may not use services that are not competitive to 
subsidize services that are subject to competition. The Commission, with respect 
to interstate services, and the States, with respect to intrastate services, shall 
establish any necessary cost allocation rules, accounting safeguards, and 
guidelines to ensure that services included in the definition of universal sen-ice 
bear no more than a reasonable share of the joint and common costs of facilities 
used to provide those services. 

- 
l9 USWC response to Request WDA 2-007. 
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1 In this proceeding. USWC is placing 100% of the shared loop facility costs on basic 
I 

- 1 exchange service. vyhile proposing a "free ride" on those same facilities for toll. su-itched 

3 access, and other services. Basic exchange semice is one of the "universal sen3ces." 

4 

5 Q. DOES USWC'S RESIDENTIAL BASTC EXCHANGE COST STUDY VIOL-kTE THE 

6 ORDER OF THE US. SUPREME COURT? 

7 A. Yes. Decades ago. in Smith v. Illinois Bell Telephone, the U.S. Supreme Court re\-iewed 

8 a telephone company cost study which placed all of the loop costs on the intrastate 

9 exchange service. The U.S. Supreme Court rejected this, and required that an 

10 "apportionment" of these loop costs be made. The Court stated that unless an 

11 apportionment is made, an "undue burden" would be placed upon the intrastate exchange 

12 services: 

'4 
15 
16 
17 
18 
19 
20 
21 
22 

The appellants insist that this method is erroneous, and they point to the 
indisputable fact that the subscriber's station, and the other facilities of the Illinois 
Company which are used in connecting with the long distance toll board, are 
employed in the interstate transmission and reception of messages. Whilethe 
difficulty in making an exact apportionment of the property is apparent, and 

~~ 

extreme nicety is not required, only reasonable measures being essential (citations 
omitted) it is quite another matter to ignore altogether the actual uses to which the 
property is put. It is obvious that, unless an apportionment is made, the intrastate 
service to which the exchange property is allocated will bear an undue burden--to 
what extent is a matter of controversy. We think this subject requires further 

23 
24 
25 service ma?. be ascertained accordingly. (Emphasis added) 
26 
27 

consideration, to the end that by some practical method the different uses of the 
property may be recognized and the return properly attributable to the intrastate 

"Smith v. Ill. Bell Te!. Co., 282 U.S. 131, 150-151 (1930). ~ 
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I 1 The Smith 1's. IBT ruling is still the Supreme Coun ruling in effect on this subjecr. Y h s  

I 
I 

I 

ruling is regularl!? referred to in current orders.8' The Supreme Court has specificzli? 

looked at the cost of the loop facilities. and found that you cannot properly allocaIe all of I 3 

4 those costs to just one of the services that shares that facility, and "ignore altogethhti the 

5 

6 

7 

8 

9 REQUIREMENTS OF THE FCC? 

actual uses to which the property is put." This Supreme Court requirement is Yalid 

requirement that must be met today. 

Q. DOES USWC'S RESIDENTIAL BASIC EXCHANGE COST STUDY VIOLATE THE 

10 A. Yes. The FCC's Part 36 Separations Rules require 25% of the costs of the shared ioop 

11 

12 

14 

15 

16 

17 

18 

19 

20 

facilities be allocated to the interstate jurisdiction.s' The separations procedures are the 

result of a FCC-State Joint Board proceedins. Section 41O(C) of the 

Telecommunications -4ct of 1934, as amended, makes the use of the separations z s  

established in the Joint Board proceeding mandatory on both the FCC and state 

commissions. Therefore, a 25% allocation of the loop costs to the interstate jurisdicrion 

is mandatory. However, as discussed, USWC's residential basic exchange service cost 

study makes no allocation of these costs to the interstate jurisdiction. Rather US\J'C 

places 100% of these costs on residential basic exchange, which is an intrastate sen-ice. 

In addition, the FCC has on numerous occasions stated that the loop facility costs are 

"common" costs, and not just costs of local service. For example, 

The FCC, in its recent Access Charge Reform Order dated May 8, 1997, referred to this case in Foomote 
23. 

84 

"CC Docket No. 80-286. Notice of Proposed Rulemaking and Notice of Inquiry at 24, (FCC July 13. 
1995). 
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[Ilnterstate access is typically provided using the same loops and line cards 15al 
are used to provide local service. The costs of these elements are, therefore. 
common to the provision of both local and long-distance services.s3 

6 Q. DOES USM'C'S RESIDENTIAL BASIC EXCHANGE COST STUDY VIOL-ATE THE 

n FJNDINGS OF THE FCC-STATE JOINT BOARD? 

8 A. Yes. Both the FCC-State Joint Boards4 and the FCC properly concluded that recoL-ery of 

9 the cost which includes the loop facilities should be spread over the family of sen-ices 

10 that share those facilities: 

11 
12 
13 
14 
15 and intrastate access revenues.85 
16 
17 
'E: 

J 

21 added) 
-- 1 3  

23Q. 

As the Joint Board recommended, the revenue benchmark should 
take account not only of the retail price currently charged for local 
service, but also of other revenues the carrier receives as a result of 
providing service, including vertical service revenue and interstate 

We include revenues from discretionary services in the benchmark 
for additional reasons. ... Revenues from services in addition to the 
supported services should, and do, contribute to the joint and 
common costs they share with the supported services.86 (Emphasis 

DOES USWC'S RESIDENTIAL BASIC EXCHANGE COST STUDY VIOLATE THE 

24 ORDERS OF THE COMMISSIONS IN THE VAST MAJORITY OF OTHER 

25 STATES? 

~ 

R2 --ll 237, Notice of Proposed Rulemaking, Third Report and Order, and Notice of Inquiry, CC Dockc1 No.  
96-262 et al.,adopted December 23, 1996 and released December 24, 1996. 

*'?he FCC-State Joint Board is made up of both state commissioners and FCC commissioners 

7200, Report and Order, CC Docket No. 96-45, FCC 97-157, adopted May 7, 1997, released May E. 
1997 (hereinafter referred to as the Universal Service Order). 

l l 26  1, Universal Sen-ice Order, FCC 97- 157 

85 

~ 

86 
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8 

9 
10 
11 
12 
13 
14 
15 
5 

1 7  

18 
19 
20 
21 
22 
23 
24 
25 
26 

28 
I 27 

A. J'es. Numerous state commissions have found that the loop is a shared~jointicommon 

cost, and that i t  is not a cost ofjust basic exchange or local service. Here are a fen 

examples: 

In an Order dated October 28, 1998, the Indiana Utility and Regulatory Commission 

(IURC) specifically found that assigning 100% of the loop cost to one service ivould 

violate Section 254(k) of TA96. It found the loop was "included in the definition of 

common and joint costs." The IURC found that, 

For purposes of resolving 'takings' claims and 'a reasonable share of the 
joint and common costs of facilities used to provide those services.' the 
loop must, therefore, be included in the definition of common and joint 
costs in order to determine confiscation claims and to be in compliance 
with the second sentence of Section 254(k). We find that the direct 
assi,anment of 100 percent of the loop costs to any one service would be a 
violation of the second sentence of Section 254(k).87 

In the State of Utah, the Commission specifically found: 

We are troubled by the Company's failure to take into account 
Commission past orders which deal with some of the pivotal issues 
and assumptions which go into the calculation of TSLRIC. One 
failure, in particular, is the Company's decision to assign all costs 
of access lines to basic residential service ... The Commission has 
already rejected the Company's premise that the only purpose of 
access lines, the local loop, is for the customer to obtain a dial tone 
or local service. Without the local loop, the end user would not 
have access to switched access products or use of toll services.88 

In the State of Iowa, the Utilities Board found: 

Indiana Utility Reguiatory Commission Order, Cause No. 40785, Section V.(C) Common and Joint Costs, 
Issued October 28, 1998. 

87 

US West Communications, Inc Docket No. 95-049-05, Report and Order, page 95 (Issued Kovember 6. 88 

1995). 
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25 
26 

77 
28 
29 
30 
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- 
i 

~ 

The local loop is the sine qua non of virtually all of Northwestern 
Bell's products and services. Equity demands that the costs 
associated u 3 h  the local loop be allocated reasonably to all the 
products and services which rely upon it. Unless the costs of the 
IocaI loop are equitablyallocated, local service customers would 
be shown in cost studies as not paying sufficient amounts for their 
services and. thus, prime candidates for significant pnce increases. 
Just coincidentally, the great majority of local service customers 
demonstrate an inelastic demand for telephone service making 
them vulnerable to large price increases (TR 83-84). This flaw 
alone makes the LRIC study unac~eptable.~~ (emphasis in original) 

In another Order: 

Designating the access line as a separate service and allocating all 
of its costs to the local service customer continues to be a major 
problem u.ith U S WEST'S LRIC methodol~gy.~~ 

The Washington Utilities and Transportation Commission found: 

Finally, the residential cost study contains a basic flaw: USWC 
improperly allocates 100% of the local loop to residential service, 
and 0% to services that rely and depend on the use of that facility. 
The Commission in the past has addressed this issue and found it 
appropriate to allocate a portion of the loop costs to toll and other 
services.'l 

The Colorado Public Utilities Commission found: 

The second argument defines the local loop as a system. This 
system has many different users demanding service, including 
residential customers; small, medium and large businesses; 
govemental  bodies; resellers; long distance companies; and 
others. A local loop is required and used by all of these users. 
Consequently, it has value to all of these users, and all should pay 
a portion of customer access.'* 

The New Hampshire Public Utilities Commission found: 

'%orthwestern Bell Tel. Co., Docket No. RPU-88-9, Final Declslon and Order, p 10 (mB De: 21. !989) 

'%S West Communications, Inc., Docket No. WU-94-1, Final Declsion and Order, p. 13 (K2 30-, . 21, 
1994). 

US West Communications, Inc. Docket No. UT-941464 et al, Fourth Supplemental Order ai 39. I 'XTTC 91 

Oct. 1995) 
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The commission is well aware of the company's claim that basic 
local exchange service has been and continues to be subsidized by 
toll. In the past. the notion of various services contributing to the 
support of basic exchange has been reinforced by cost studies that 
have served to demonstrate that the 'contribution' paid by 
customers of other services represents a disproportionately greater 
share of the company's incurred costs. These studies have served 
to mislead due to the company's decisions to assign NTS costs to 
local exchange services despite the fact that both interstate and 
state toll semices are provided over local NTS facilities. Without 
local exchange facilities there would be no mechanism to connect 
interexchange services to the majority of customers premises. 
Since clearly the availability of the local network for toll use is a 
benefit to interexchange camers and all toll customers, the 
Commission believes that assignment of NTS costs solely to local 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 exchange services is unreasonable." 
17 
18 Q. WHAT HAS NARUC STATED? 

19 A. Yes. The general position of most of the state commissions is summarized by the 

20 National Association of Regulatory Commissioners' (NARUC) statement, 

'1 Interexchange carriers should pay a portion of the NTS loop cost because the>- use 
the LECs loop to provide their 

24 
25 Q. DO YOU BEL1EL-E THAT IT IS NECESSARY TO MAKE A SPECIFIC 

26 

27 

ALLOCATION OF THE COSTS OF THE SHARED LOOP FACILITY TO EACH OF 

THE SERVICES THAT SHARE THE LOOP FACILITY? 

28 A. No. I do not believe that it is necessary to make a specific allocation of the costs of the 

29 shared loop facilities costs to each of the services that share the loop facilities. Instead, I 

30 recommend that the Commission insure that the contribution (revenues above TSLRIC) 

31 that each service is making toward the shared, joint and common costs of USWC 

"Page 19, Colorado PUjIic Utilities Commission Order, I&S Docket No. 1720, dated March 20. 1987. 
Pages 39-40, New Hampshire Public Utilities Commission Order, Docket No. DR-89-010, dat, -d March 9; 

l-1. 1991. 
Page 13, Initial Comments of the National Association of Regulatory Utillty Comrmssioners. CC Docket 94 

No. 96-262, JanuaF 29, 1997. 

55 



(including the shared loop costs) is reasonable. Residential local service is clezl: 

making a very significant contribution towards the joint, shared, and common cos:- The 

contribution to joint, shared, and common costs that is being produced by residenrizl 

basic exchange service at present rates, is clearly within the range of reasonableness for 

such contribution, and even appears to be on the hizh side of the range of reasonableness, 

as shown on Schcdule WDA-19. Therefore, I recommend that the Commission find that 

the current residential basic exchange rates are making a reasonable contribution to\\-ard 

the recovery of the shared, joint and common costs (including the shared loop costs ). 

10 Q. IN THIS PROCEEDING, YOU ARE NOT RECOMMENDING THAT THE 

11 

12 

COMMISSION MAKE ANY ALLOCATIONS OF THE SHARED LOOP COSTS 

AMONG THE VARIOUS SERVICES THAT SHARE THE LOOP FACILITIES. 

HOWEVER, IF THE COMMISSION WANTED TO MAKE AN ALLOCATIOX OF 

14 

15 

THE SHARED LOOP FACILITY COSTS, CAN YOU PROVIDE ANY 

INFORMATION THAT WOULD SERVE AS GUIDANCE FOR A R.EASOK-%BLE 

16 

17 EXCHANGE SERVICE? 

RANGE OF ALLOCATIONS OF LOOP COSTS TO RESIDENTIAL BASIC 

1 S A. Yes. Although it is not necessary for the Commission to attempt to determine some 

19 

20 

2 1 

specific figure as being the "reasonable" and "proportionate" share of the loop cost 10 be 

recovered from local services, there are some basic facts that allow us to narrow do\\n the 

range of possible cost recovery allocations of the loop facility costs to residential basic 

22 exchange service. 

33  
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( 1 )  First of all, ir Smith 1-s. IBT, the U.S. Supreme Court rejected placing all ofthe i m p  

costs on intrastate local service, therefore the allocation of loop costs to residenrial Saslc 

exchange service must be less than 100% in order to comply with this requirernent. 

(2) Secondly, the FCC-State Joint Board Part 36 rules allocate 25% of the loop facility 

costs to the interstate jurisdiction, and 75% to the intrastate ju r i~dic t ion .~~ The 

Communications -Act of 1934 makes the Joint Board separations allocations mandatory 

on state commissions, as well as on the FCC. Therefore, only 75% of the loop costs can 

be considered in an intrastate proceeding, such as this. It is important to note that in its 

residential basic exchange service TSLRIC cost study, USWC did not even exclude the 

25% of the loop cost that is the interstate costs. 

For example, assume the $21 .9896 unseparated loop "rate" is used for the loop cost. Even 

with just the 25% interstate costs removed, the highest amount that could be considered 

the intrastate loop cost would be $16.48 (75%). In fact, the "cost" is below this figure, 

because the UNE loop "rate" includes a 15% coverage of joint and common costs as 

previously discussed. 

.e 

(3) The portion of the loop cost that should be recovered from intrastate local service has 

to be significantly less than 75%, since other intrastate services share the loop faciliq 

(such as intrastate toll, intrastate switched access services, vertical services, etc.). For the 

same reason that some portion of the loop cost is allocated to the interstate jurisdiction 

''Part 36.154(c). 

This is the rate the Commission has established as the unbundled loop rate for USWC in Arizona. See 
USWC's response 10 Data Request WDA 2-35. 

96 
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33 

(1.e. because interstate toll and switched access services share the loop), some portion of 

the loop costs must also be recovered from intrastate toll, intrastate switched a c e s %  

services and vertical services since they also share the loop facilities. 

Within these limits, the exact portion of the loop costs that is recovered from residential 

basic is judgmental. As the FCC has stated: 

A telecommunications carrier will typically provide these services, tosether with 
numerous other telecommunications service, over a single network because the 
total cost of providing these services on shared facilities, under shared 
management, is less than the combined cost of providing these services on 
separate facilities particularly under separate management operations. A 
substantial portion of these costs of shared facilities and operations are joint and 
common costs; it is difficult, if not impossible to approximate the actual portion 
of such costs for which each product or service is responsible. For these t?pes of 
costs, considerations other than cost causation must prevail in determining how 
the costs should be allocated among various services. 97 

And, 

These costs pose particularly difficult problems for the separations 
process: The costs of such facilities cannot be allocated on the basis of 
cost-causation principles because all of the facilities would be required 
even if they were used only to provide local service or only to provide 
interstate access services. A significant illustration of this problem is 
allocating the cost of the local loop, which is needed both to provide local 
telephone service as well as to originate and terminal long-distance calls. 
The current separations rules allocate 25 percent of the cost of the local 
loop to the interstate jurisdiction for recovery through interstate charges.’* 

As the FCC has clearly stated, within these limits the recovery of the loop cost is 

j udgm en t a1 . 

ImpIementation of §254(k) of the Communications Act of 1934, as amended, Order adopted and released 
May 8, 1998, Paragraph 8. 

97 

7 2 3 ,  FCC Access Charge Reform Order, FCC 97-158. 98 
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I 1 

I 

I 
- 7 In this proceeding. I do not believe the Commission needs to try to select any particular 

1 
3 

4 

allocation percenrase, since it is obvious that. even at present rates, the conmburion that 

residential basic exchange service is making towards the joint and common costs is more 

5 than ample, and falls well within the range of reasonableness. 

6 

7 
8 
9 

E. WHEN BILLING FOR SEVERAL SERVICES, USWG PLACES ALL OF 
THE COST OF THE STANDARD ENVELOPE AND FIRST UNIT OF 
POSTAGE ON BASIC EXCHANGE SERVICE 

10 

11 Q. YOU HAVE PREVIOUSLY DEMONSTRATED THAT USWC PLACES ALL OF 

12 THE LOOP COSTS ON BASIC EXCHANGE SERVICE, IN SPITE OF THE F-ACT 

13 THAT THE LOOP IS SHARED BY SEVERAL SERVICES. DOES USWC PL-ACE 

4 OTHER COSTS THAT ARE SHARED BY MORE THAN ONE SERVICE ESTIRELY 

15 UPON BASIC EXCHANGE SERVICE? 

16 A. Yes. Take as an example a residential customer's bill from USWC which contains billing 

17 

18 

19 

20 

21 

22 

23 

for some intrastate toll calls, some interstate toll calls, for custom calling senice. and 

local service. In its so-called TSLRIC studies, US WC places the fulI cost of the standard 

sized envelope and first unit of postage used to send that bill entirely in the TSLRIC of 

basic exchange service.99 USWC has admitted this in response to Data Requests i1D24 

1-44 and WDA 25-1. However, USWC includes none of the standard envelope or first 

unit of postage cost in its TSLRIC of toll services, or other non-basic services. 

%The first unit of postage is the postage for one ounce (one "stamp" for those who use stamps 1. 
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6 
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7 

8 

9 

10 

11 

12 

This is yet another example of USWC’s selective \ioIation of the TSLRTC definition in 

order to disadvantage basic exchange services as compared to other services. As 

previously discussed. proper TSLRICs do not include the shared costs. USWC does not 

violate the TSLRIC definition for toll or other non-basic services. However, ‘L‘SWC 

selectively violates the TSLRTC definition by including all of these shared costs in the 

claimed TSLRIC of basic exchange service. 

The cost of the first unit of postage and the standard envelope are shared costs of the 

services for which billing is occurring. These shared billing costs benefit all of the 

services that are being billed for, but USWC allocates all of the standard envelope and 

first unit of postage costs to basic exchange service. 

IV. RATE DESIGN 

14 

15 

16 PROPOSALS IN THIS PROCEEDING? 

Q. WILL YOU PLEASE PROVIDE AN OVERVIEW OF USWC’S RATE DESIGX 

17 A. Yes. The overall revenue impacts of the major rate changes under USWC’s proposed rate 

18 

19 Service Proposed Revenue Change 

20 Residence Basic Exchange $43,686,364 
21 Business Basic Exchange $1,788,036 
22 Market Expansion Line ($559,705) 
23 Long Distance Services ($1,693,703) 
24 Directory Assistance $19,743,296 
25 Listings $ 9,476,737 
36 Custom Calling $ 7,455,163 

Start-up Package Elimination $ 60,000 

design are summarized below by service category: 
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1 Toll Restriction Services 
-l Switched Access 

3 P.4L 
5 PAL Directory Assistance 
6 

Prilrate Line 

$ 7,955,484Ioo 
$ (5,000,000) 
$ 5.600,OOO 
$ (7,900) 
$ 1 ,700,00010’ 

I 7 A. USWC RATE PROPOSALS WHICH STAFF DOES NOT OPPOSE 

I s 

9 I Q. ARE THERE USWC RATE PROPOSALS THAT YOU DO NOT OPPOSE IX THIS 

10 PROCEEDING? 

11 

12 

13 

13 
15 
’ 6  

19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 

I 31 
32 
33 
34 
35 

~ 

i 

I 

A. Yes. Below is a list of some of the USWC rate proposals that I do not oppose in this 

proceeding, and the page(s) of the USWC witness that discusses each of these proposed 

rate changes: 

1. Reduce Residential Non-Recumng Charge (Teitzel Direct, page 39) 
2. Eliminate Multi-Party Service for Residence and Business (Teitzel Direct, Page 40, 
3. Bundle Business Dial Tone Line w/ Local Usage Components, (Teitzel Direct, Page J3 i 

4. Restructure Bus. Resale/Shmng Measured Local Usage, p. 45, (Teitzel Direct, Pas:: 45 I 
5 .  Increase Business Resale Line Monthly Rate, (Teitzel Direct, Page 45) 
6. Eliminate Business and Residence Zone Connection Charges, (Teitzel Direct, Page 39, 
7. Reduce Market Expansion Line Monthly Rate, (Teitzel Supplemental Direct, Page 41 ) 
8. Increase Business/Residence.I&ernet Listings Monthly Rate, (Teitzel Direct, Page 59) 
9. Increase Business E-Mail Listings Monthly Rate, (Teitzel Direct, Page 59) 
10. Caller I.D. - NameNumber - Increase Res. Monthly Rate, (Teitzel Direct, Page 61) 
1 1 .  Caller I.D. - Number - Increase Residence Monthly Rate, (Teitzel Direct, Page 6 1 j 
12. USWC Receptionist - NameNumber - Increase Res. Monthly Rate, (Teitzel Dir, P. 61 1 
13. USWC Receptionist - Number - Increase Res. Monthly Rate, (Teitzel Direct, Page 611 
14. Grandfather Business Custom Calling Packages, (Teitzel Direct, Page 63) 
15. Grandfather SingleNumber Service, (Teitzel Direct, Page 64) 
16. Eliminate Scoopline service (McIntyre Supplemental Direct, page 15) 
17. Eliminate Scoopline Access Restriction, (Teitzel Direct, Page 66) 
18. Increase NRC for 1OXXX1+/1OXXXO1 I +  Block, (Teitzel Supp. Dir., Ex. DLT-4-1 
19. Change Monthly Rates for 91 1 and E-91 1 Service, (Teitzel Direct, Page 45) 
20. Eliminate Start-up packages (Teitzel Supplemental Direct Testimony, page 48) 
21. Increase Carrier Directory Assistance (Wilcox Direct Testimony, page 1 1) 
22. Increase some Switched Access NRCs, (Wilcox Direct, page 12) 

looTeitzel Supplemental Direct Testimony Exhibit DLT-48. 

McIntyre Supplemental Direct Testimony, page 4. 101 
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23. Revise service maintenance charges and due date changes - switched accessiprivate 
Line (Wilcox Dir-. D. 12) 
24. Increase Rates for Last Call Return service (Teitzel Supplemental Direct Testimor.! 

25.  Establish a Si2.50 residentialhusiness NRC for Billed Number Screening (Teitzel 
Supplemental Direct Testimony Exhibit DLT-47) 
26 Increase Premium Listing rates (Teitzel Direct, Exhibit DLT-20) 

Exhibit DLT-46) 

In addition, there are other USWC proposals, or portions of USWC proposals that Staff 

does not oppose. as will be discussed later. 

12 Q. IS THERE OhE OF THE AEIOVE USWC RATE PROPOSALS THAT YOU 

13 STRONGLY SUPPORT? 

14 A. Yes. Mr. Teitzel proposes to reduce the residential non-recurring charge from S46.50 to 

15 $35.00. As Mr. Teitzel points out, USWC's residential non-recurring charge in -4rizona 

16 is the highest of all the states in USWC's 14-state region.'02 A high non-recumns charge 

can be a barrier to universal service. I support this reduction. 

18 

19 B. RESIDEYCE BASIC EXCHANGE SERVICE 

20 (1). 1% TAP AND LIFELINE RATE PROPOSALS 

21 

22 Q. WHAT DOES CSWC PROPOSE FOR FLAT RATE RESIDENTIAL BASIC 

23 

24 A. USWC proposes to increase the initial line of flat-rate residential basic exchange rate by 

25 19% from $13.18 to 515.68 per month.'03 For additional lines, USWC proposes to 

26 maintain the current rates, in order to "reflect the manner in which U S WEST'S 

EXCHANGE SERVICE IN THIS PROCEEDING? 

lo' Teitzel Direct, page 39. 
I '03Teitzel Suppiernatal Direct Testimony, page 39. 
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competitors are pricing non-primary lines in Arizona, and in recognition of the fac1 1% 

additional residential lines are assessed an End User Common Line (EUCL) c h z s e  05 

$6.07 per line, while primary lines are assessed an EUCL charge of $3.50."'O': 

4 

5 Q. WHAT DOES USWC PROPOSE FOR LOW INCOME TELEPHONE ASSIST.%SCE 

6 

7 

8 

9 

10 

11 

12 

I 

14 

15 
16 
17 
18 
19 
20 
21 
-- 7 7  

23 

PROGRAM AND LIFELINE SERVICE RATES? 

A. Under USWC's proposed rates, Low Income Telephone Assistance Program'" and 

Lifeline service customers would experience drastic increases in their monthly rates. 

Under US WC's proposal, customers in the Low Income Telephone Assistance P r o r a m  

(LTAP) would see a 23% increase in the monthly rate for the flat rate service. 

Lifeline custornerslo6 would see a 21% increase in the monthly rate for the flat rate 

service under USWC's proposal. A comparison of the current and proposed LTAP a d  

Lifeline rates is shown below: 

Current Proposed 
Rate Rate Increase % Increase 

LTAP Flat Rate Option $ 8.05 $ 9.92 $1.87 23 % 
LTAP Low Use Optionio7 $ 4.58 $ 6.44 $1.86 4096 
Lifeline Flat Rate Option $1 1.43 $13.93 $2.50 21% 
Lifeline Low Use Option $ 6.75 $ 9.25 $2.50 37%'08 

Teitzel Supplemental Direct Testimony, page 39, line 2 5 .  I04 

Low Income Telephone Assistance Program customers only have two single party basic s m i c e  Frions 

Lifeline customers also have the option of choosing between flat rate service and a low use optior, 
Additional charges for usage also apply for both the LTAP and Lifeline Low Use options. 
Teitzel Supplemental Direct Testimony, page 39. 

I OS 

- flat rate service and a low use option. 
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Q. DOES STAFF SLTPORT THE ABOVE-REFERENCED PROPOSALS FOR 1 FR. T-Q 

AND LIFELIXT? 

A. No. Staff recommcnds that USWC's proposed IFR, TAP and Lifeline rate proposals be 

rejected for all of f i e  following reasons: 

1. USWC's proposals are based on the flawed premise that residential basic 
exchange service rates are priced below cost. These proposed increases are based 
upon USV-C selectively violating the TSLRIC definition by including 1 0O0,b of 
the common line costs in the claimed costs of residential basic exchange sen-ice. 
The current residential basic exchange service rates are greatly in excess of the 
residential basic exchange TSLRIC, when TSLRIC is properly calculated, as 
shown on Schedule WDA-19. 

2. At current rates, residential basic exchange service is already shouldering more of 
the burden of contributing in excess of TSLRIC costs toward the shared. joint and 
common costs (including the shared loop facility costs) than is any other sen-ice 
which shares the residential loop facilities, as shown on Schedule WDA-19. 

3. These proposed increases would damage universal service in Arizona, as \Till be 
discussed iater. 

The simple fact is that the current rates for residential basic exchange service are 

currently covering all of the direct costs, a reasonable portion of the costs of the shared 

facilities used to provide the services, and are making a significant contribution to the 

common overhead costs of USWC. By any valid measure of cost, the current rates for -8 

residential basic exchange services are reasonable. 

The justification that USWC gave for the difference between the initial and additional 

line, that the interstate EUCL charge was different, is not a valid reason. The ECCL 

charge is an intersmte charge imposed by the FCC. If USWC does not agree with the 
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FCC's decision, it is not appropriate to ask the state commission to effectively "offset" the 

FCC's decision. 

USWC's proposal. which is for a higher charge on the initial line than on the additional 

lines, would tend to damage universal service. The "additional" line is not critical for 

universal service. Customers who have one line have telephone service, and ha\-e the 

ability to call in the event of emergencies, and otherwise interact with their community. 

The "additional" line is not critical to universal service. In addition, the difference 

between the residential primary line and additional lines in the EUCL charge is no\v 

different than it was when USWC presented its testimony. On July 1, 2000, the 

residential primary line EUCL charge went from $3.50 to $4.35. However, there is not a 

similar increase in the residential additional line SLC. 

(2) STAFF PROPOSED RATE DESIGN 

16 Q. WHAT DOES STAFF PROPOSE FOR RESIDENTIAL, BASIC EXCHANGE 

17 SERVICE RATES? 

18 A. Staffs proposal for these and other rates is shown on Schedule WDA-20. The rate design 

19 Staff proposes are for a range of revenue requirement possibilities. At the top of page 1 

20 of Schedule WDA-20, a summary of Staffs rate design proposals for services other than 

21 

22 

residential and business basic exchange services is presented. I will discuss those 

proposals later in this testimony. The bottom of page 1 of Schedule WDA-20 shows 

0-2 Staffs proposed residential and business basic exchange service rates. Staffs proposed 
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residential and business basic exchange service rates would be calculated based upon the 

revenue requirement ordered by the Commission. Under Staffs proposal, as thc 55: step 

in changing the basic exchange rates, the business basic rates would be reduced SZ from 

their current level. The purpose of this reduction is to modify the existing relationship 

that exists between residential and business basic exchange services. There are some 

valid reasons for a difference between business and residential basic exchange sen-ice. 

For example, business basic exchange service includes a valuable yellow page listing 

which is not included with residential basic exchange. Business basic exchanze senice is 

generally tax deductible to the customer, but residential basic generally is not. T i s  

1 

affects the "affordability", which is an issue that must properly be considered in rate 

design. However, I am proposing to reduce the difference between residence and 

business basic exchange, by reducing the business basic exchange rate by $2 per line. 

with no equivalent residential reduction. As a next step after all of the rate changes 

previously listed on Schedule WDA-20 are accomplished, then both the residential and 

business basic exchange service rates would be increased or decreased by the same dollar 

amount per line in order to achieve the approved revenue requirement. At the bottom of 

Schedule WDA-20, page 1, the amount by which each residential and business b s i c  

exchange rate must be changed for each $1 million change in revenue requiremen; is 

shown. 

. -  Pages 2 and 3 of Schedule WDA-20 show Staffs proposal in more detail, with spzcinc 

rates that would be produced at various revenue requirements. 

66 



1 (3). BAASIC SERVICE LOW USE OPTION 

- 

3 

4 USE OPTION CUSTOMERS? 

Q. WHA4T CHANGES DOES MR. TEITZEL PROPOSE FOR ALL RESIDENTI-V LOW 

5 

6 

7 

8 

9 

10 

11 

A. As discussed on page 38 of his originally filed Direct Testimony, Mr. Teitzel proposes to 

convert all residential "Low Use Option" customers to a new measured service option 

called "Budget Measured Plan." Under Mr. Teitzel's proposed plan, customers \\-ill pay 

an increased line rate from their previous rate of $8.50 per month to a new rate of S11 .OO 

per month. This is the same $2.50 per line increase USWC has proposed for flat rate 

residential service. The line rate will include one hour of usage, with any usage 

exceeding the hour being charged at a rate of $0.02 per minute. Under the existing Low 

12 Use Option, all calls are charged at a rate of $0.20 per call. 

14 Q. WHAT RATION-LE DOES MR. TEITZEL PROVIDE FOR HIS LOW USE OPTION 

15 PROPOSAL? 

16 A. Mr. Teitzel claims that he is making this proposal to "better meet the needs of the Low 

17 Use Option C u ~ t o m e r . " ' ~ ~  In addition, Mr. Teitzel argues: 

18 
19 
20 attractive. 
21 

A very small percentage of customers subscribe to the service, as the S O 2 0  per 
call charge, when added to the line rate, quickly makes flat rate service more 

22 Q. IS THE RELATIOXSHIP THAT MR. TEITZEL PROPOSES BETWEEN THE 

23 BUDGET MEASURED PLAN AND FLAT RATE OPTIONS REASONABLE? 

'OgTeitzel Direct Testmony, page 38, line 27. 
I 

Yeitzel Direct Testmony, Page 38, line 20. I I  
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I A. No. Under USU‘C’s proposal, the line rate for the Budget Measured Plan would be 53.80 

~ 
~ below the line rate for flat rate service. However, the cost of flat rate usage is mucn less 

~ 

3 than the $4.68 difference which USWC proposes. Therefore, the difference benveen 

~ 

4 these two rates is greater than can be explained by the fact that the flat rate includes usage 

5 

6 

7 

whereas the measured rate does. The cost for local usage at the average for that rate level 

is ** 

In the past, the excessive discount from the flat rate charge for the “low use” lint \vas 

**, as shown on Schedule WDA-18. This figure is from USWC’s COST studies. 

8 made up for by the high charge for usage. However, under the new Budget Measured 

9 Plan, there is an hour of free usage, and after that the usage is 2$ per call. Under the new 

10 proposal, the usage charge would not produce as large a contribution to make up the 

11 excessive difference in the line rates. The low use customers only make an average of 

12 about ** ** calls a month.’” If five minutes per call is assumed, the average low use 

customers would be making about ** ** of calls per month. The new USWC 

14 

15 

16 

17 

18 

19 

20 

proposal contains an hour of uncharged usage. 

The above discussion uses the existing flat rate as the starting point. If the flat rate is 

increased or decreased, as shown on the bottom of Schedule WDA-20, page 1, the 

Budget Measured Plan line rate would increase or decrease along with it, so as to 

maintain the above-referenced $3.00 differential. Therefore, the average Budget 

Measured Plan customer would pay nothing for usage, and would pay a line charge of 

$4.68 below the flat rate. Providing service to these customers at $4.68 less than the 

21 service is provided to the flat rate customers, is a differential significantly greater than the 
I 

I 22 difference in the cost &.providing the service. 

USWC’s response to Data Request WDA 1-2, Attachment A. I l l  
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Q. WHAT DO YOU RECOMMEND? 

A. I recommend that the Budget Measured Plan line rate, with the inclusion of one hour of 

usage, be set $3.00 below the flat rate. After the one hour of usage is exceeded. th2 

USWC proposed rate of 2# per minute is acceptable. This is not a rate increase for the 

current customers. The current low use customers make an average of about ** 

calls per month, a-hich at 20# each, would result in a ** 

When this is added to their $8.50 current rate, the low use customers would have an 

average bill of ** 

point, the flat rate per line charge would be $3.00 below that, which is $1 0.18. The 

average low use customer would pay no usage charge (because their usage falls within 

the one hour of usage allowance).”2 

** 

** per month usage charge 

**. Under my proposal, using the existing $13.18 as a start in,^ 

1 
14 C. ZONE IKCREMENT CHARGES 
15 

16 Q. WHAT CHANGES DOES MR. TEITZEL PROPOSE TO MAKE TO THE 

17 

18 

RECURR.rNG ZONE INCREMENT CHARGES THAT APPLY CUSTOMERS 

LOCATED OUTSIDE OF THE BASE RATE AREA? 

19 A. Mr. Teitzel proposes to expand the base rate area, thereby reducing the number of 

20 customers that will be required to pay the recurring zone increment charges.’I3 Under the 

21 current zone increment structure, ** ** residence and ** ** business 

22 customer lines are charged a zone increment charge. Under USWC’s proposal to expand 

The $1 1.00 rate that USWC discusses compares to the $15.68 residential flat rate proposal. whzh IS the 

Teitzel Direct, page 42, lme 16. 
same difference of 54.80 between the $8.50 current rate and $13.18 current rate. 
1 I3 
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the base rate area. the number of customer lines that will be considered outside the base 

rate area (and therefore charged a zone increment charge) would be reduced to 

** ** for residence and ** ** for business.'I4 For these customers that 

remain outside of the base rate area after the proposed expansion, Mr. Teitzel proposes to 

increase the zone increment charges. The current and USWC's proposed residence and 

business recumng zone increment charges are shown below: 

Current Rate USWC Proposed Rate 
Residence 
Zone 1 $1.00 $5.00 
Zone 2 $3.00 $7.00 

Business 
Zone 1 $1.00 $10.00 
Zone 2 $3.00 $1 5.00"5 

7 Q. WHAT IS THE BASIS FOR MR. TEITZEL'S PROPOSED INCREASES FOR THE 
E 

, d  RECURRING ZOhT INCREMENT CHARGES? 

19 A. As discussed on pages 37-38 of his Supplemental Direct Testimony, Mr. Teitzel's 

20 

21 in Docket No. T-00000A-00-0194. 

22 

23 Q. CAN YOU PLEASE PRESENT AN ANALYSIS OF THIS ZONE INCR.EME3T 

24 ISSUE? 

proposed rates are in response to USWC's proposed de-averaged rates for the UKT loop 

USWC's Recurring Priceouts 1999 Test Year, provided in response to Data Request WDA 21-3. Section 
E. 

1 I4 

"'Teitzel Supplemental Direct Testimony, page 38. 
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37 

A. Yes. Nationwide. the trend has been to completely eliminate the OBRA charges. For 

example, the independent telephone companies, funded by the agency formerl\. h o n - n  as 

the Rural Electric -Administration (REA) generally have eliminated the OBRA charges. 

First of all, it must be understood that the proposed OBRA charges generally apply only 

to certain rural customers, and do not generally apply to customers in certain urban Lvire 

centers. For example, there are no areas in the Phoenix Main wire center or Tuscon Main 

wire centers in which the OBRA rates would apply. 

For those certain rural customers, imposing OBRA charges is effectively the same as 

imposing a higher basic rate on those customers than is imposed on urban customers. For 

example, the Zone 2 customer under USWC's proposal can be displayed as shown below: 

Effective Proposed Basic 
Exchange Rate for Certain US WC Proposed "Urban" 

Basic Exchange Rate Rural Customers 

Residential $15.68 
OBRA Rate (Zone 2) 

Total Effective 
Basic Exchange Rate $15.68 

$15.68 
7.00 

$22.68 

Charging higher rates to rural customers than are charged to urban customers for similar 

services conflicts with a number of public policy requirements. For example, Section 

254(b)(3) of TA96 states: 

ACCESS IN RURAL AND HIGH COST AREAS - - Consumers in all regions of 
the Nation, including low-income customers and those in rural, insular, and high 
cost areas, should have access to telecommunications and information services, 
including interexchange services and advanced telecommunications and 

i l  

28 
39 

c 

- 
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information services, that are reasonably comparable to those services provided in 
urban areas and that are available at rates that are reasonably comparable to rates 
charged for similar services in urban areas.116 

Of course, "similar" is a judgement, but USWC is clearly decreasing the similarity 

between the urban and rural rates under their proposal. In addition, TA96 requires that 

the rates for service be "affordable." Section 254(b)(1) states: 

QUALITY AND RATES.--Quality services should be available at just, reasonable. 
and affordable rates. 

Affordability is also a matter of judgement. However, USWC's proposal would make the 

basic exchange service rates significantly less affordable in the affected rural areas. As 

discussed, above. the USWC proposed rate for basic exchange plus outside base rate area 

far Zone 2 rural customers is $22.68. In addition to this, the customers must pay the 

$4.35 interstate EUCL charge. When normal taxes and surcharges are added, the rural 

customers are looking at a rate just to have basic exchange service in the area of S30 per 

line per month. In addition to the approximate $30 charge for basic exchange senrice, 

rural customers on the average already pay much higher toll bills than do urban 

customers, because of the difference in the local calling areas, as will be discussed later. 

20 

21 Q. ON PAGES 36-38 OF HIS SUPPLEMENTAL DIRECT, MR. TEITZEL DISCUSSES 

22 THE COMMISSIONS ACTION TO DE-AVERAGE UNBUNDLED LOOP RATES IN 

23 ARIZONA, AND CLAIMS THAT IN ORDER TO "MAINTAIN A REASONABLE 

24 RELATIONSHIP BETWEEN UNE LOOP PRICES AND RETAIL PFUCES", THE 

25 ZONE INCREMENT CHARGES FOR BASIC EXCHANGE SERVICE SHOULD BE 

S254 (b) (3), Federal Telecommunications Act of 1934 (1996 Amended). I16 
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INCREASED. DOES UNE LOOP DE-AVERAGING PROMPT A NEED TO 

INCREASE THE ZONE INCREMENT CHARGES? 

.4. No. In order to determine whether or not a "reasonable relationship" exists between LWE 

loop prices and retail rates, you must compare the retail revenues obtained from all of the 

services that share the loop facilities to the costs of providing all services that share the 

loop facilities (including the cost of the UNE loop). Since the loop facility is shared by a 

number of different services, a study that compares the total contribution over and above 

direct cost derived from the family of services that share the loop facilities should be 

conducted to determine if a "reasonable relationship" exists between the UNE loop prices 

and retail prices. 

Due to Mr. Teitzel's erroneous view of the loop facility as a cost of providing only basic 

exchange service, Mr. Teitzel has improperly linked a change in the price for the 

unbundled loop with a proposal to change the retail price for just one of the services that 

shares the loop facility - basic exchange service, via the zone increment charge. In reality 

it is the retail rates that are charged for the whole family of services that share the loop 

facilities that must be considered when determining whether or not a "reasonable 

relationship" exists between UNE loop rates and retail rates. 

20 Q. IS USWC'S ARGUMENT THAT THE BASIC EXCHANGE RATES MUST BE 

21 

22 A. Not entirely. USWC's argument is based upon their misconception that the loop cost (as 

33 

ADJUSTED TO CONFORM TO THE UNE RATES VALID? 

identified by the IJNE rates) is directly a cost of only basic exchange service. As 
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previously demonstrated, and as shown on Schedule WDA-17, that is an incorrcct 

concept. The loop facilities are used by a whole family of services. Therefore. I-1-E 

costs cannot be directly related to just basic exchange service rates, or to any one of the 

family of services that share the loop facilities. 

Twenty-five percent of the loop costs are separated to the interstate jurisdiction. In those 

areas where the loop costs are higher, that means the dollar amount per loop allocated to 

the interstate jurisdiction is higher than in other areas where the loop cost is lou-er. The 

remaining costs must be recovered over the family of intrastate services that share the 

facilities. 

In addition, the hi@er rural intrastate costs must be compared to the total intrastate 

revenues being derived. In general, the intrastate revenues under present rates are already 

much higher for the average rural line than for the average urban line, primarily because 

of the higher levels of toll and switched access, as discussed below. Therefore, USWC 

has presented no evidence that an additional increase in the rural areas' total charge is 

required. 

19 Q. WHY ARE THE RURAL REVENUES HIGHER ON AVERAGE THAN THE L B A N  

20 

21 AN ADDITIONAL OBRA CHARGE? 

a. 
33 

REVENUES FOR THE AVERAGE RESIDENTIAL CUSTOMER, EVEN WITHOUT 

Rural customers generally have a more limited local calling area than do urban 

customers. As a result, rural customers pay toll rates for calls for which an urban 
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customer pays local rates. As a result, the average rural customers' toll bills are generally 

significantly higher than the urban customers' toll bills. Without an analysis of the - total 

revenues between rural and urban customers, it is not possible to determine that there is a 

need to increase rates on the rural customers. It is true that the loop cost per line in 

certain rural areas may be higher than in urban areas, but it is also true that the existing 

total revenues per line in the rural areas are also higher than the existing revenues in the 

urban areas. Staff attempted to obtain a breakdown of the difference in toll revenues 

between rural and urban customers from USWC, but USWC would not provide that 

information.117 

IS THERE EVIDENCE THAT USWC'S RURAL CUSTOMERS IN ARIZONA HAVE 

12 HIGHER TOLL BILLS THAN DO USWC'S URBAN CUSTOMERS? 

A. Yes. In discovery, USWC provided the dial equipment minutes (DEM) minutes of use 

14 

15 

16 

for a number of wire centers throughout USWC's service temtory in Arizona. This data 

clearly demonstrates that a much greater percent of customer's minutes of use in rural 

areas is intraLATA toll or access minutes than is true for urban areas. 

17 

18 For example, in USWC's urban "Phoenix Main" wire center, only about ** ** of the 

19 

20 

total intrastate minutes of use are intrastate toll and intrastate switched access minutes.'I8 

Since the "Phoenix Main" wire center is part of the "Phoenix Metropolitan" exchange that 

USWC response to Request WDA23-001. 

Switched access minutes occur when a toll camer other than USWC originates or terminates a toll call 
over VSwc facilities. Therefore, these two figures combined is a measure of the total intrastate toll 
usage. 

117 

"8USWC's response to data Request WDA 28-2, Attachment A, CLLI code "PHNXAZ.MADS4". 
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includes local calling to many access lines. i t  is not surprising to find that onl?. a small 

percentage of the total intrastate minutes of use are from intrastate toll and inrrzstxz 

switched access in the "Phoenix Main" exchange. 

However, customers in the USWC rural Whitlous. exchange can call only ** 

as their local calling area. 

customers in USN'C's rural Whitlow exchange, an incredible ** 

intrastate minutes of use are for intrastate toll and intrastate switched access. 

average customer in this rural USWC exchange are obviously incumng much higher toll 

bills, and generating much higher toll and switched access revenues per line for USU-C, 

than is the average customer in the Phoenix exchange. Another example is the rural 

"Payson" wire center, where over ** ** of the total intrastate minutes of use are 

from intrastate toll and intrastate switched access minutes. Customers in the Payson 

wire center can call a total of ** 

%* lines 

119 Any call outside of these few lines is a toll call. For 

** of the total 

120 ne 

** lines as their local calling area.'" 

In USWC's rural "Casa Grande" wire center, over ** 

minutes of use are from intrastate toll and intrastate switched access minutes.''' The 

"Casa Grande" wire center is in the rural Casa Grande exchange, which does not have a 

** of the total intrastate 

local calling area that includes a major urban or metropolitan area. Customers in tne 

USWC's response to Data Request WDA 32-1, Attachment A. 

''%SWC's response to data Request WDA 28-2, Attachment A. 

'"USWC's response to Data Request WDA 32-1, Attachment A. 

"'USWC's response to data Request WDA 28-2, Attachment A. 

I19 
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1 "Casa Grande" exchange can call fewer than ** ** lines as part of their l o c i  

- I calling area.''3 Any calls outside of these ** ** lines is a toll call. 

3 

4 In many rural areas, USWC is collecting much higher toll and switched access re\.enue 

5 per line than is true for urban areas. Even if the cost of providing facilities are higher in 

6 rural areas, the revenues per line are also higher. Therefore, there is no evidence ar h i s  

7 time that an additional increase in the total rates charged to rural customers as compared 

8 

9 

10 Q. WHAT DO YOU RECOMMEND WITH RESPECT TO USWC'S ZONE INCRE3IENT 

11 CHARGE? 

12 A. I accept the expanded base rate area as US WC has proposed. I recommend maintaining 

to urban customers is needed at this time. 

the current recurring charges for both Zones 1 and 2. 

14 

15 

16 

17 CHANGE. WILL THAT CAUSE SIGNIFICANT CUSTOMER CONFUSIOX? 

18 A. No. End user customers have no interaction with the UNE tariffs. Only certain 

19 

20 

Q. THE COMMISSION, IN THE UNE PROCEEDING, DID NOT APPROVE 

EXPANDING THE BASE RATE AREAS AS PART OF THE INTERIM UNE FLAT€ 

customers, such as CLECs, deal with UNE rates. 

"'According to Section 5.1.1 of USWC's Exchange and Network Services Tariff, the Casa  grand^ 
Exchange has local calling to Casa Grande, Coolidge, Eloy, Florence and Maricopa. The lines for m s e  
exchanges were obtained from USWC's response to Data Request RUCO 27-4, Attachment -4. 
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On the other hand. the rates that are being set in this case will be the retail rates that may 

be in effect, or mz?. form the basis for the rates in effect, for many years in the future. In 

addition, many customers may have been aware that the Company was proposins to 

expand the base rate areas, thereby relieving them of paying the OBRA charges. Staff 

sees no valid reason to prevent that expansion. 

D. BUSINESS BASIC EXCHANGE SERvICE 

Q. WHAT DOES USK7C PROPOSE FOR BUSINESS BASIC EXCHANGE SER\'ICE? 

A. Overall, USWC proposes to increase business basic exchange service revenues annually 

by $1,788,036.124 Included in USWC's proposal was a revenue-neutral collapse of the 

currently separate dial tone line and usage elements into a single flat business line rate. 

Q. WHAT DOES ST-AFF PROPOSE FOR BUSINESS BASIC EXCHANGE SERi'ICE 

RATES? 

A. Staff does not oppose the above-referenced revenue neutral collapse of the two elements. 

As previously discussed, Staff proposes to reduce the differential that currently exists 

between residential basic exchange and business basic exchange service. As a first step, 

Staff proposes reducing the business basic exchange rate by $2.00 per line per month. 

All of the other business basic exchange rates (PBX trunk, etc.) are also reduced by S2.00 

per line per month. Following that change in the business basic exchange service rates, 

Staff proposes that the business basic exchange service rates be increased or decreased by 

~ 

'24Teitzel Supplemental Direct Testimony Exhibit DLT-48. 
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the same dollar amount per line that the residential basic exchange service rates xe 

increased or decreased. This is shown on the bottom of page 1 of Schedule WD-4-20 

The specific rates at various assumed revenue requirements are shown on the otner pages 

of that Schedule. The change in the per line rate for business basic exchange sen-ice 

includes all forms of business basic exchange senke, such as single line flat rate 

business rates, PBX trunk rates, etc. 

E. INTRALATA TOLL SERVICES 

10 Q. WHAT DOES USWC PROPOSE FOR INTR4LATA TOLL SERVICES? 

11 A. USWC is proposing to make the followin,o intraLATA toll rate changes: 

12 1. Reduce the business and residence standard MTS rates; 
-4 2. 

3. 
I5 4. 
16 to MTS; 
17 5. 
18 6. 
19 
20 7. Grandfather MetroPac Calling Plan'" 
21 
22 

Increase the SpeechlHearing impaired discount from 35% to 50%; 
Eliminate the Simple Calling Plan for Residence and convert to MTS; 
Eliminate Arizona Value Calling Plan I for ResidenceBusiness - convert 

Eliminate Arizona Value Calling Plan I1 and convert to Super Savings 
Eliminate Volume Discount Plans - convert Business to Simple \-slue 
Plan and Residence to MTS 

The annual revenue impact of these USWC intraLATA toll proposals is a decresse of 

23 $5,1 06,829.'26 

24 

25 Q. DOES USWC hTED THE COMMISSIONS APPROVAL IN THIS PROCEEDING TO 

26 REDUCE ITS TOLL RATES? 

Teitzel Supplemental Direct Testimony Exhibit DLT-45. 

Teitzel Supplemental Direct Testimony Exhibit DLT-45. 

125 
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A. 

- I 

5 the following: 

No. The Commission has already determined that the toll services are competiri\ e. and 

that they are flexibly priced.‘’’ In response to discovery in this proceeding, US1I-C stated 

4 
5 
6 
7 approval. ’ 2s 

8 

With the pricing flexibility currently afforded toll services, U S WEST could 
certainly reduce its toll rates outside of this rate case without Commission 

9 Q. IF USWC CAN REDUCE ITS TOLL RATES OUTSIDE OF THIS PROCEEDISG 

10 WITHOUT COMMISSION APPROVAL, WHAT IS USWC ACTUALLY SEEKIXG 

11 BY PLACING THESE REDUCTIONS IN THIS PROCEEDING? 

12 A. USWC is actually seeking an offsetting increase in the rates for other (primarily non- 

13 

14 

competitive) services to support the $5 million reduction in the rates for competiti\.e toll 

services. Increasing the rates for non-competitive services to offset a reduction in the 

rates for competitive services violates the entire concept of designating these services as 

competitive. In a competitive market, the Company has the freedom to adjust its prices 

as needed (within limits), but does not have the right to ask the customers of non- 

competitive services to support the revenue changes that result from the change in prices 

16 

17 

18 

19 in the competitive market. 

20 

21 Q. WHAT DOES STAFF RECOMMEND PERTAINING TO THE CHANGE Tr\; TOLL 

A- 33 RATES? 

23 A. The intraLATA toll service has been classified by this Commission as competitive. 

I 24 USWC has the flexibility to reduce its toll rates without Commission approval. Staff 

”’ ACC Decision KO. 59637. 
128USWC’s response ro Data Request WDA 2-21 (b). 
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- 

? 
3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

14 

15 

16 

17 

does not, in any \yay, oppose the reductions deemed appropriate by USWC (prm-iding 

they fall within ths Cornmission allowed ranges. iyhich Staff does not believe is zn issue 

at this time). HOM ever, Staff does oppose the USWC concept that the rates for Gihsr 

services, primarily non-competitive services, should be increased to offset the chanse in 

revenues resulting from the change in price for a competitive service. That would be 

requiring the non-competitive services to support USWC in the competitive market. 

which is inappropriate and a violation of the concept of treating the competitive sen-ices 

separately from the non-competitive services. The Commission has given USWC the 

freedom to compete in those markets the Commission has deemed to be c0mpeti:iL.e. 

Competition is supposed to drive prices down by forcing companies to become more 

efficient. If competition drives prices down by forcing greater efficiency, then customers 

have benefited. However, Mr. Teitzel proposes an effective shift of cost recovery away 

from the services that have already been classified as competitive and onto other senrices 

that are not competitive. Customers would not gain any benefit from reducing toll rates 

by shifting the costs onto non-competitive services. 

I8  Q. IS USWC'S REVENUE IMPACT CALCULATION FOR TOLL CREDIBLE? 

19 A. No. The premise of the USWC proposed price change is that USWC would be more 

20 

21 

22 

'7 

successful in the toll market at the new prices than they would at the existing prices. If 

that is true, that means USWC will generate as much or more revenues at the neu- prices 

than they would at the current prices (or else the change in price would not be 

reasonable). In short, if the change in price will improve USWC's position in the 
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I - 

3 

4 

5 

6 Q. 

7 

8 

9 A  

10 

11 

12 

14 

15 

16 

17 

18 

19 

20 

21 

22 

-1 

competitive markets. then that change does not result in a reduction of revenues. ii results 

in the same, or if anything, an increase in revenues. The USWC revenue impazr 

calculation. which pretends that the revenue impact of the change would be to decrease 

revenues by $5 million, is therefore inconsistent with their testimony. 

USWC CLAIMS THAT THE TOLL REDUCTIONS IT PROPOSES WOULD 

POSITION THEM BETTER IN THE MARKET THAN ITS CURRENT RATES.'" 

PLEASE RESP0h;D. 

USWC is free to make the rate changes it proposes. USWC management may b e 1' ie\-e 

that as a result of price reductions, USWC's market share will be higher than it orhem-ise 

would have been to offset the revenue losses that result from the price reductions. 

USWC would be better off in the market after the price reductions than if they had not 

made these price reductions. If management chooses to make those rate changes v,.hich 

better position them in the market, there is no associated revenue loss. (Mana,, uPment 

would have made these changes only because they thought they would be better off than 

if they had not made them.) On the other hand, if management does choose to make rate 

changes in this competitive market that do cause a revenue loss, that is a result of the 

management's decision. The result of a management decision in a competitive market is 

not something that should be recovered from the non-competitive services. The revenue 

impact to be recovered from non-competitive senices is zero. This does not imply in any 

way that Staff is opposing USWC choosing to make price reductions, which the 

Commission has allowed them to do within the flexible pricing guidelines. 
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1 Q. MR. TEITZEL CLAIMS THAT USWC'S TOLL "IS PRICED MAhJ TIMES .QOVE 

I - 
7 
-7 

4 

5 A  

6 

7 

8 

9 

0 

1 1  

12 Q. 

14 

15 
16 
17 
18 

19 

20 A 

21 

22 

ITS TSLRIC A N 3  SHARED COST."'30 DOES THE "SHARED COST" TH-4T MR. 

TEITZEL REFERS TO INCLUDE ANY PORTION OF THE SHARED LOOP 

FACILITY COSTS? 

No. The major shared cost associated with the provision of USWC's intraLAT-A toll 

services is the shared cost of the loop facilities. However, USWC has included no 

portion of these major shared costs in its claimed "TSLRIC and Shared cost." Therefore, 

Mr. Teitzel's claim that USWC's intraLATA toll services are priced many times the 

"TSLFUC and Shared cost" is based upon a distortion of the costs that excludes the major 

shared cost of pro\-iding the service. 

ON PAGE 49 OF HIS DIRECT TESTIMONY, MR. TEITZEL CLAIMS THAT 

USWC'S INTRALATA TOLL RATES SUBSIDIZE RESIDENTIAL BASIC 

EXCHANGE SERVICE. MR. TEITZEL STATES: 

With the move to price residence Basic Exchange Service towards cost. U S 
WEST can then coincidentally eliminate a portion of the subsidies represented by 
the contribution in Long Distance Services. 13' 

IS THIS A VALID CLAIM? 

No. Mr. Teitzel's claim that intraLATA toll rates subsidize residential basic exchange 

service rates is based upon a distortion of residential basic exchange costs that includes 

the full cost of the shared loop facilities. Despite the fact that several services share the 

Teitzel Direct, page 49. 
I3'Teitzel Direct Testimony, page 50, line 23. 

I3'Teitzel Direct Testimony, page 49, line 29. 
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15 

16 
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20 
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22 

-7  

loop facilities, USJVC chooses to unreasonablj. place the full cost of the shared ioop 

facilities on residenrial basic exchange service. When this improper distortion is 

removed from the analysis, it is clear that residential basic exchange service covers its 

TSLRZC, plus makes a reasonable contribution to the shared costs of providins the 

service, including the shared loop facility costs. 

Q. DOES INTRALATA TOLL PROVIDE AS MUCH CONTRIBUTION AS BASIC 

TOWARD THE SHARED, JOINT AND COMMON COSTS OF USWC? 

A. No. At current rates, intraLATA toll services provide a mere ** ** per line per 

month contribution toward the shared costs of providing telecommunications semices, 

including the shared loop facility costs, as shown on Exhibit WDA-19. 

that Schedule, the current residential basic exchange service rates provide over ** 

As shon-n on 

** more contribution per-line toward the shared, joint and common costs of 

providing telecommunications services. US WC's claim that intraLATA toll is providing 

a "subsidy" to residential basic exchange service is nothing more than a distortion of the 

facts. Supporting a small portion of the costs of the loop facility that toll services share is 

not a "subsidy" to any other service, it is simply supporting a small portion of the cost of 

the facility that is needed to provide, among other things, toll service. 

The above discussion of costs and contribution demonstrates that there is no valid r, Pason 

for the rates of oth=r customers to be increased to support toll services' price reduction. 

The toll services are not curredtly being burdened with any disproportionate share of the 

joint and common costs. In fact, the toll services' contribution to the joint and common 
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1 cost is much lowe: than the contribution being received from basic exchange sen-ice 

I - rates. 

3 

4 F. OPER4TOR SURCHARGES 

5 

6 Q. WHAT DOES USU'C PROPOSE FOR OPERATOR SERVICES? 

7 A. AS indicated on his Supplemental Direct Exhibit DLT-45, Mr. Teitzel proposes to 

8 

9 

increase the rates for a number of Operator Service Surcharges. 

10 Q. WHAT ARE OPERATOR SERVICE SURCHARGES? 

11 A. Operator Service Surcharges apply when a customer requests an operator (either 

12 mechanized or human) to provide assistance with a call. 

14 

15 BASED? 

Q. ARE USWC'S PROPOSED OPERATOR SERVICE RATE INCREASES COST- 

16 A. No. Of USWC's total proposed revenue increase of $3,413,126 for Operator Semices, all 

17 but ** 

18 

**I3' of that increase is for Operator Services whose current rates are 

already above the costs that USWC has filed in this proceeding (both the TSLRIC "Total 

19 Direct" and the "Total Direct Plus Network Support" costs). 133 

'"Mechanized calling Card is the only Operator Service whose current rate IS below USWC's clalmed 
costs. The revenue mpact of USWC's proposed rate change for Mechanized calling Card is an annual 
increase of ** 
Year, provided mTesponse to Data Request WDA 21-3. 

**. as shown in Section C6.2 1 of USWC's USWC's Recurrmg Priceouts 1999 Test 1 

The current and proposed rates for USWC's Operator Service Charges are shown on Exhibit DLT-45 of 
Mr. Teitzel's Supplcmental Direct Testimony and the costs are shown on Exhibit JLT-1 of Mr. 
Thompson's Supplemental Direct Testimony. 

I33 
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1 

- 

3 

4 

5 

6 

7 

8 

9 Q. WHAT DO YOU RECOMMEND FOR OPERATOR SERVICES? 

10 A. Some of these charges are very high and greatly exceed costs. Some of the USn'C 

11 

12 

In addition, a number of the operator surcharges that USWC proposes rate increzsfs for 

already have current rates that are far in excess of USWC's claimed costs. For example, 

as shown on Mr. Teitzel's Supplemental Direct Exhibit DLT-45, the current rare for 

"Connect to Directory Assistance" service is $1 S O  and USWC's proposed rate is S2.25. 

However, as shown on page 14 of Mr. Thompson's Supplemental Direct Exhibit JLT-1, 

USWC's claimed cost ofthis service is ** ** per call. 

proposed operator assistance rates are $6.00 or more for one call. For most operator 

services, I have proposed some increases, although the increases I propose are not as high 

as the Company has proposed. The changes which I propose produce a revenue impact 

14 of ** **: as shown on Schedule WDA-20. 

15 

16 G. DIRECTORY ASSISTANCE 

17 

18 Q. WHAT DOES USWC PROPOSE FOR DIRECTORY ASSISTANCE (DA) SERVICES? 

19 A. USWC has made the foliowing proposals for DA in this proceeding: 

20 1. Eliminate the monthly call allowance for DA; 
21 
22 
23 
24 
25 3. Include "Complete-A-Call" for the $0.85 per call rate.134 

9 

Q 

2. Increase the rate for "traditional" DA from $0.47 per call to the Xational 
DA rate of $0.85 per call; 

'34Teitzel Direct Testimony, pages 54-57. 
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9 

10 A 

11 

12 

13 

14 

15 

18 Q. 

19 

20 A. 

21 

23 

24 

- -  
4. increase the current PAL DA rate of $0.1 5 per call to $0.60 per call .---. 

_ .  5 Increase the rate for camer DA from $0.22 to $0.35 per call.'36 

ARE USWC'S D-A -4ND NATIONAL DA NOW CLASSIFIED AS "COMPETITI\~E" 

SERVICES IN -4RIZONA? 

Yes. In its December 18, 1997 Order (Decision No. 60545) in Docket No. T-105 1-91- 

369, the Commission classified USWC's National Directory Assistance (National D.A) 

services as "competitive" services. In its December 14, 1999 Order (Decision No. 62129) 

in Docket No T-0105 1B-99-0362, the Commission classified USWC's Directon- 

Assistance (DA) services competitive. In that proceeding, USWC was requesting an 

increase in the DA rates, however, the Commission deferred the proposed rate changes to 

this rate proceeding. 

IF DA IS NOW FLEXIBLY PRICED, WHY DOES USWC NEED THE' .* 

COMMISSION'S -4PPROVAL TO INCREASE THESE DA RATES? 

In this proceeding. USWC is asking for changes that are outside the scope of what they 

can accomplish without Commission approval under price flexibility. The DA rate 

increase that USWC proposes for "traditional" DA would go above the ceiling price that 

applies to the flexibly priced range. Therefore, USWC needs the Commission's specific 

approval to change that ceiling price. 

25 

'35Wilcox Direct Tesnmony, page 22, line 7 

'36Wilcox Direct Tesmony, page 1 1. 
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I Q. WHAT DO YOC RECOMMEND? 

2 A. Staff does not oppose raising the cap to $0.85 for DA, nor does Staff oppose th? 

3 

I 

5 additional benefit to customers. 

elimination of the one call monthly call allowance, and the other proposed changzs iisted 

above. The addition of the "completed call" senice at no charge will provide an 

6 

7 Q. IS THERE A PROBLEM WITH THE COMPANY FILING ON THIS ISSUE? 

8 A. Yes. The Company admitted in discovery that it had miscalculated the revenue knpacts, 

9 

10 

11 

13 

I 

13 

15 

16 

17 

18 

19 

shown on Schedule WDA-21. USWC stated that the $18.3 million revenue impact they 

originally calculated should in fact have been $23.5 million. USWC stated it xx-ould 

update its rate case to reflect this change.I3' The Company's current filing still includes 

the above-referenced error. Based upon the 1999 test year data, the correct annual 

revenue impact of the Company's proposal is ** **, as shown on Scheaule 

WDA-22. This compares to the $19,743,296 incorrect figure that is shown on Exllibit 

DLT-48 of Mr. Teitzel's Supplemental Direct testimony. The primary error appears to be 

in USWC's incorrect handling of the elimination of the free call allowance. This 

elimination of this allowance results in a revenue increase because calls that are currently 

free, will be charged for under this proposal. 

-e* 

20 Q. DOES USWC PROPOSE ANY OTHER CHANGES TO DIRECTORY ASSIST-LYCE 

21 

22 A. Yes. As discussed on page 22, line 7 of her Direct Testimony, Dr. Wilcox proposes to 

73 

OTHER THAN THOSE YOU HAVE JUST DISCUSSED? 

I 
increase the current PAL DA rate of $0.15 per call to $0.60 per call. The PAL 3-4 would 

I 
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6 

7 

be expanded to include access to national as well 2s local numbers. Accordin, @ iz 3 r .  

U'ilcox, these proposals are based on her claim that the present $0.15 per call 

below cost.138 

is 

For alternatively billed DA calls such as calling card and third number, Dr. U'ikos 

proposes to offer D-4 with the addition of call completion for a rate of $0.85 pzr :all. 

8 

9 

10 

11 

12 Q. WHAT DOES USWC CHARGE PAYPHONE USERS FOR DIRECTORY 

Q. WHO PURCHASES PAL DIRECTORY ASSISTANCE SERVICE? 

A. As Dr. Wilcox explains on page 22, line 8 of her Direct, this service is purchased by 

payphone providers for resale to their end user customers. 

ASSISTANCE AT USWC-OWNED PAYPHONES IN ARIZONA? 

14 A. USWC charges its payphone customers $0.35 for direct dialed calls to Directo?. 

15 Assistance. 139 

16 

17 Q. WHAT DO YOU RECOMMEND FOR PAL DIRECTORY ASSISTANCE SERVICE? 

18 A. To be competitive with USWC's 356 payphone DA charge, cwpetitive payphone 

19 

20 

21 

providers could not be expected to charge their customers more than 356 for a Glrect 

dialed DA call. However, under US WC's proposal, those competitive payphonz 

providers would have to pay USWC 60# per DA call. This would force the cozpcritive 

These are the numbers that were based upon the test year ending June, 1998. 
Wilcox Direct Tesnmony, page 22, line 16. 

USWC's response to Data Request WDA 26-6. 

137 

138 

139 
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1 payphone pro\.iders to provide service at a loss. Obviously, USWC is engagins 2 "?rice 

- I squeeze" on those that compete against USWC payphones. Such a price squeezs is anti- 

3 

4 

competitive. Therefore, Staff recommends that PAL rate for direct-dialed DA c;~rt7c7! 

exceed the current charge of USWC, which is 3%. 

5 

6 H. PRIVACY LISTING SERVICES 

7 

8 Q. WHAT DOES USWC PROPOSE FOR PRIVACY LISTING SERVICES? 

9 A. USWC is proposing to increase Non-Published Service monthly rates by 66% (from 

10 $1.80 to $3.00) for business customers and by 57% (from $1.90 to $3.00) for residence 

11 

12 

customers. For Non-Listed Service, USWC proposes to increase the monthly rate 37% 

(from$1.45 to $2.00) for business and 29% (fiom $1.55 to $2.00) for residence 

140 customers. 

14 

15 Q. IS THERE ANY COST REASON FOR INCREASING THESE RATES? 

16 A. No. According to the costs presented by Mr. Thompson in this proceeding, the cos? to 

17  provide Non-Published and Non-Listed service is ** **.I4' 

18 

19 Q. DO YOU BELIEVE THAT NON-LISTED AND NON-PUBLISHED SERVICES ?LRE 

20 PROPER TARGETS FOR EXTRACTING HIGH LEVELS OF CONTFUBUTIOh-? 

14'Teitzel Direct Testimony, page 58, line 16. 

Thompson Supplemental Direct Testimony Exhibit JLT-I, page 15. 141 
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I I -4. No. An indeterminate number of these customers have themselves been tarseIs ,I< 

- 

3 

harassment or u orse. These particular customers depend on restriction of access ic h i r  

I telephone numbers as a form of protection. Under the USWC rate proposal, tnesz 

3 particular customers are a captive market. They must pay the higher rate to mainrair? the 

5 protective shield of their private telephone numbers. 

6 

7 Q. WHAT IS ONE ARGUMENT USWC MAKES? 

8 A. On page 58 of his testimony, Mr. Teitzel says, 

9 
10 
11  
12 
13 
13 Q. ARE ADDITION,2L RATE INCREASES NEEDED TO CURB THE GROWTH OF 

These rates should be increased because Privacy Listings are discretionar\- 
services which serve to devalue the public switched network over time. -4s more 
customers make their telephone number unavailable for others through the use of 
such services, telephone service for other customers is devalued. 

PRIVACY LIS TD-G S ? 

I d A. No. The percent of residential listings omitted from the directories because of t b s e  

1 7 services is declining. The percent of residential lines omitted from the directories as a 

18 

19 

20 

21 

result of these sewices is now ** 

in the 1993 general rate case. Less than ** 

published directon. due to privacy listing services.'42 

** lower than it was in the test year USWC lriiiized 

** of business lines are omitted from the 

22 Q. WHAT DO YOU RECOMMEND CONCERNING THE RATES FOR THESE 

23 SERVICES BY USWC? 

23 A. I recommend the current non-published and non-listed rates continue. They are 

25 
i 

producing a large contribution over the costs of providing these services. 

~ 

'''USWC's response to Data Request WDA 2-27 and WDA 21-12 (c). 
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1 

- I. PREMIUhI LISTING SERT’ICES 

3 

4 Q. BEGINNING OK PAGE 58 OF HIS DIRECT TESTIMONY, MR. TEITZEL 

5 

6 

PROPOSES RATE CHANGES FOR SEVERAL PREMIUM LISTINGS. DO I-OL 

OPPOSE THESE PROPOSED PREMIUM LISTING RATE CHANGES? 
, 

7 -4. No. An example of a premium listing service is if a customer wishes their E-mail address 

8 to appear along with their listing in the directory. 

9 

10 Q. WHAT IS THE AXXJAL REVENUE IMPACT OF THE RATE PROPOSALS FOR 

11 PREMIUM LISTIXGS? 

12 A. The annual revenue impact of these proposals is an increase of approximately ** 

** 143 

14 

15 J. CUSTOM CALLING SERVICES 

16 

17 Q. WHAT DOES MR. TEITZEL PROPOSE FOR CUSTOM CALLING SERVICES? 

18 A. For residence Custom Calling services, USWC proposes to increase the Caller 

19 

20 

Identification (Caller ID) -Name and Number monthly rate fiom $5.95 to $6.95 and an 

increase for Caller ID - Number fiom $5.50 to $6.95 per month. In addition, US\.I-C 

i ‘43Calcuiated from USWC’s Recurring Priceouts 1999 Test Year, provided in response to Data Reguest 
WDA 21-3. 
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1 

_I 

proposes to increase U S WEST Receptionist - Name and Number from S 10.95 12 5 i .95 

per month and U S WEST Receptionist - Number from $10.50 to El 1.95 per m o n 5  - 
I 
i 
~ 

3 In addition, USWC proposes to increase the monthly and "Pay Per Use" rates for Lasr 

5 call Return Service for both business and residence customers. For residence, US1T-C 

6 proposes to increase the monthly rate from $2.95 to $3.95 and for business, USU-C 

7 proposes a rate increase from $3.00 to $4.00. USWC proposes to increase the " P q -  Per 

8 Use" rate from $0.75 to $0.95 per use.'45 

9 

10 Q. ARE THESE CUSTOM CALLING RATE INCREASE PROPOSALS STUPPORTED BY 

1 1  

12 A. No. According to USWC's cost studies for these services, USWC's claimed TSLRIC 

USWC'S CLAIMED COSTS FOR THESE SERVICES? 

DE * T  (Total Direct) cost to provide Caller ID - Name and Number is only ** 

13 

15 

16 

17 claimed costs. 

18 

month; USWC's total monthly cost to provide Caller ID -Number is ** ** per 
. ., ** .--f month and USWC's total monthly cost for Last call Return service is ** 

Therefore, USWC's current rates for these services already greatly exceed USWC's 

19 Q. WHAT DO YOU CONCLUDE WITH RESPECT TO USWC'S RESIDENTIAL 

20 CUSTOM CALLING PROPOSALS? 

Teitzel Direct Testimony, page 61, lines 16-27, and also Teitzel Supplemental Direct Testimony Exhibit 144 

DLT-46. 

Teitzel Supplemental Direct Exhibit DLT-46. 145 

Thompson Supplemental Direct Testimony Exhibit JLT- 1, page 2 1. 146 
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1 A. There is no valid cost-based reason to increase these rates. However, these se3  I - - -  c L >  3rs 

- discretionary in nature. It is better to generate reimues from such discretion? ser\'ices 

than raising rates for universal services, such as basic exchange service. * - > 

4 

5 Q. WHAT DOES MR. TEITZEL PROPOSE FOR BUSINESS CUSTOM CALLKG 

t 6 SERVICES? 

7 A. Mr. Teitzel proposes to grandfather all existing packages of Custom Calling sen-ices n-ith 

8 the exception of Sb4ARTSET, SMARTSET PLUS and Call Manager Connection. -As 

9 indicated on Mr. Teitzel's Supplemental Direct Testimony Exhibit DLT-46, these 

10 services are found in Section 105.4.3, pages 3-5 ofUSWC's Exchange and Nek.ork 

11 Services tariff. 

12 

Q. DO YOU OPPOSE THIS PROPOSAL? 

14 A. No. 

15 

16 Q. WHAT IS THE REVENUE IMPACT OF THESE RESIDENTIAL CUSTOM C-LLEVG 

17 

18 A. The total annual revenue impact of the proposed custom calling rate proposals is an 

19 ** is for residential custom 

20 

RATE PROPOSALS? 
* 

increase of $7.4 million. Of this total increase, ** 

calling services, and ** ** for business, as shown on Schedule WDA-20. 

21 

22 

7 7  
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1 K. SCREEIVIFG SERVICES 

3 Q. WHAT CHANGES DOES USWC PROPOSE FOR TOLL RESTRICTION SERl-ICES? 

4 .4. AS shown on Exhibit DLT-47 of his Supplemental Direct Testimony, Mr. Teitzel 

5 proposes the following changes for Toll Restrictiom'Screening services: 

5 
7 
8 
9 

10 
11 
12 
13 
14 
15 

1. 

2. 
3. Withdraw ScoopLine Access Restriction; 
4. 

5.  

Increase the residential non-recurring charge (NRC) for Toll Restriction 
S en-i ce; 
Establish a $12.50 residentialbusiness NRC for Billed Number Screening; 

Establish a $12.50 residentialbusiness NRC for 900 Service Access 
Restriction; 
Increase the residentialbusiness hXC for 1 OXXXl +/l OXXXO1 I - 
Blocking 

16 Q. DO YOU OPPOSE ANY OF THESE PROPOSED CHANGES? 

A. Yes. I oppose Mr. Teitzel's proposal to increase the residential Non-Recumng charge 

18 

19 

20 
21 
22 
23 
24 

25 

26 

27 

28 

for Toll Restriction Service from $6.00 to $12.50.'47 As Mr. Teitzel admits, the rationale 

behind this proposal is to generate increased revenues for USWC. Mr. Teitzel states: 

An increase in the residence nonrecumng charge is designed to generatti 
additional revenue in this case.14* 

However, Toll Restriction service may be subscribed to by customers who have trouble 

controlling their toll usage or the toll usage of others who have access to their telephone. 

Therefore, when a caStomer subscribes to toll restriction, they are making an effort to 

keep their telecommunications service bills affordable. In addition, US WC's proposal to 

increase the non-recurring rate from $6.00 to $12.50 is not cost-based. According to 

Teitzel Supplemental Direct Testimony Exhibit DLT-47. 

Teitzel Direct Testimony, page 66, h e  6. 

147 

' I48 
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I ~~ 

I 

~ - 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

I , 
I 

14 

15 

16 

USWC’s residential non-recumng cost studies, the cost is ** 

believe it would be inappropriate to extract large contribution from residential customers 

who are making an effort to keep their telephone bills more affordable. For all of these 

** at the most.’4c I 

reasons, I recommend that the current residential non-recumng charge of $6.00 be 

maintained for residential toll restriction service. 

In addition, Staff believes that USWC’s proposed $12.50 non-recurring charge for 900 

Service Access Restriction is excessive, Staff believes that many of the customers who 

are subscribing to 900 Service Access Restriction, similar to subscribers of Toll 

Restriction service. are making an effort to keep their telecommunications sewice bills 

affordable by preventing household members or other users of their telephone from 

making costly telephone calls that can greatly inflate the monthly telecommunications 

bill. Staff recommends that a non-recumng charge of $6.00 be established for 900 

Access Charge Restriction. This rate is above USWC’s claimed cost of ** 

on page 2 1 of Mr. Thompson’s Supplemental Direct Testimony Exhibit JLT- 1. 

** shown 

17 Q. DO YOU OPPOSE ANY OF THE OTHER TOLL RESTRICTION/SCREENb-G 

18 PROPOSALS ADVANCED BY USWC? 

19 A. No. I do not oppose any of USWC’s proposals for the other Toll Blocking and 

20 

21 increase of approximately ** **. 

22 

Restriction Services. The revenue impact of the remaining proposed changes is a revenue 

Thompson Supplemental Direct Testimony Exhibit JLT- 1, page 2 1. I49 
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1 L. SWITCHED ACCESS SERVICE 

3 Q. WHAT CHANGES DOES USWC PROPOSE TO THE SWITCHED ACCESS R4TES? 

4 A. USWC proposes a number of changes. The major impacts are a proposed reduction in 

5 

6 

the IC.’” This reduces annual revenues by approximately ** 

reduction of the canier common line charge (CCLC) rate reduces annual revenues b), 

**. The 

7 approximately * * **. USWC proposes increases in the local switchin, - rates 

8 and net decreases in switched transport rates. The total effect is an overall proposed 

9 decrease of approximately $5 million in switched access. 

10 
11 
12 Q. ON PAGE 6, LIKE 20 OF HER DIRECT TESTIMONY, DR. WILCOX CLAIMS: 
13 
14 The carrier common line (CCL) charge today provides revenue contribution in 

support of basic telephone service for end-users. There are no direct access costs 
associated with this price element since it is generally related to the recovery of U 
S WEST’S non-traffic sensitive (NTS) costs associated with the ubiquitous 
provision of basic telephone service. 

, I  
18 
19 
20 IS DR. WILCOX’S DISCUSSION OF THE CCL CHARGE ACCURATE? 

21 A. No. While Dr. Wilcox is correct that the CCL charge is the switched access rate element 

22 

23 

24 

25 

26 

27 

‘ 5  

I 

that is associated with the recovery of a portion of the non-traffic-sensitive loop facilities 

costs, Ms. Wilcox is incorrect that this represents a support for basic telephone service. 

Since switched access shares the loop, it should support a share of the loop costs. Dr. 

Wilcox is correct that the TSLRIC of switched access does not include the non-traffic 

sensitive (NTS) costs, such as loop costs, because the loop is a shared cost. However, for 

the same reason, the TSLRIC of basic exchange service also does not include the shared 

loop cost. However, proper prices must cover not only the TSLRIC (direct cost), but also 
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10 
11 
12 

13 

14 

16 

17 

18 

19 

20 

21 

22 

must cover the shared costs as wey18. If all costs, including the shared costs, are not 

covered. companies will go out of business. A portion of those shared costs should be 

borne by the switched access CCLC, as this Commission has properly found in the past. 

In addition, in a current USWC general rate case in the State of New Mexico, Dr. I{-ilcox 

stressed the fact that the CCLC is merely a charge to the IXCs to contribute toLvard the 

network that the IXCs depend upon: 

Elimination of the CCL would mean that long distance camers would no longer 
help pay for the local loop or help support the ubiquitous local network, which 
end-users and carriers alike depend upon.I5' 

Switched access supporting a portion of the facilities that it depends upon, benefits from, 

and shares is not payment in support of another service. As discussed elsewhere in this 

testimony, residential basic exchange service costs is ** 

cost is calculated in the same way that USWC has done for switched access service, 

which is to exclude all of the shared loop costs, and joint billing costs (standard envelope 

and first unit of postage). Basic exchange service and switched access service are both 

part of the group of services which share the loop, and both should properly contribute 

toward the recovery of the shared cost of the loop. Of course, switched access semice, 

toll service, basic exchange service, and other services should be priced above their 

TSLRIC so as to contribute to the shared costs. 

** per line per month, if its 

The IC is sometimes referred to as the TIC, or the residual interconnection charge (RIC). 
Rebuttal Testimony of Barbara M. Wilcox, New Mexico Utility Case No. 3008, May 19, 2000. 
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1 Q. 

- 

3 

4 A  

5 

6 

7 

8 

9 

10 

11 Q. 

12 

14 

15 A. 

16 

17 

18 

19 

20 

21 

DO THE CURRENT SWITCHED ACCESS R4TES MAKE .4N UNREASOK-+G3L\- 

LARGE COKTRIBVTION TO THE SHARED. JOJNT AND COMMON COSTS OF 

PROVIDING TELECOMMUNICATIONS SER\?CES IN ARIZONA? 

No. As shown on Schedule WDA- 19, the current intrastate switched access rates 

(including the intrastate CCLC) make a contribution of ** 

direct cost, toward the shared, joint and common costs of providing telecommunications 

services in Arizona. For purposes of comparison, the current residential basic exchange 

service rates make over ** 

cost toward the shared, joint and common costs of USWC. 

** per line above their 

** more contribution per-line above direct 

ON PAGE 7, L E E  1 OF HER DIRECT, DR. WILCOX CLAIMS THAT USIVC'S 

INTERCONNECTION CHARGE (IC), WHICH WAS CREATED AS A RESLIT OF 

LOCAL TRAh'SPORT RESTRUCTURE, IS A SUPPORT FOR BASIC TELEPHOXE 

SERVICE. IS THIS AN ACCURATE CLAIM? 

No. First of all, as discussed above, residential basic exchange service is not receiving a 

subsidy or support from other services. In addition, as Dr. Wilcox indicates in her Direct 

Testimony, in the last general rate case, USWC's switched access rates undemmt a 

Local Transport Restructure that aligned USWC's transport rates with the interstate rates 

and rate structure.'52 The application of the IC was part of that restructure which copied 

the interstate rate structure. In the interstate jurisdiction, the FCC intentionally set the 

charge for the tandem switch rate element at 20% of its costs, and put the remainder of 

's'Wilcox Direct Tesmony? page 5 ,  line 5 ;  Also see page 108, Decision No. 58927. 
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14 

15 

16 
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18 

19 

20 

21 

22 

23 

24 

25 

26 

- 

the tandem sn.itch revenue requirement into the IC (sometimes referred to as the TIC). 

The FCC stated: 

The charse for the tandem switch was initially set to recover 20 percent of the 
Part 69 tandem revenue requirement. Finally, to make the restructure re\.enue 
neutral initially, we required incumbent LECs to establish a non-cost based 
trimsport interconnection charge (TIC), to recover the revenue difference behveen 
what the LECs would have realized under the equal charge rate structure and what 
they would realize from the interim facility-based transport rates, including the 
remaining 80 percent of the tandem revenue requirement. 153 (Citations omitted) 

Q. ARE THE CURRENT SWITCHED ACCESS RATES PRODUCING AN 

UNREASONABLE LEVEL OF CONTRIBUTION TOWARDS JOINT AND 

COMMON COSTS? 

A. No. As Schedule WDA-19 shows, switched access services are not producing an 

unreasonable level of contribution to the joint and common costs, including the shared 

loop costs. 

Q. WHAT DO YOL RECOMMEND FOR USWC'S SWITCHED ACCESS SER\.'ICES? 

A. I propose the Commission allow a revenue neutral restructure of the switched access rates 

by USWC. If USWC objects to the level of specific rates, such as the level of the IC, 

their concern can be accommodated by a revenue neutral restructure. However, if the 

intent is to transfer the support of joint and common costs away from switched access 

onto other services, that concept is inappropriate and should be rejected. Switched access 

services are not providing an unreasonable level of support to the joint and common 

costs. 

FCC Notice of Proposed Rulemaking, Third Report and Order, and Notice of Inquiry, CC Docket No. 
96-262 et. al., Released December 24, 1996, 782. 

153 
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- M. ALTERY-ATIVES TO USWC'S SWITCHED ACCESS SERVICE 

3 

4 Q. ON PAGE 28, L K E  19 OF HER DIRECT, DR. WILCOX SUGGESTS THAT THERE 

5 ARE "MAIW C-ASES" WHERE PFUVATE LINE CIRCUITS ARE REPLACING 

6 

7 

SWITCHED EXCHANGE PBX TRUNKS AND 1FB LINES. ARE PRIVATE LISE 

SERVICES A COMPETITIVE THREAT TO USWC'S SWITCHED ACCESS 

8 

9 A. No. To connect to the average customer, switched access is a much more economical 

SERVICES, OTHER THAN FOR VERY HIGH VOLUME LOCATIONS? 

10 

11 

12 

14 

15 

16 

17 

18 

alternative than a private line for carrying toll traffic. The average USWC intrastate 

switched access revenues per line are ** ** per month, as shown on Schedule 

WDA-19. 154 This represents the average switched access charges paid by IXCs to 

USWC. A private line would require a separate loop. The monthly rate for just a 

dedicated loop portion of private line service would be many times the charge for 

switched access. Therefore, for the average customer location, it will not be an 

economical alternative to pay the private line rates compared to paying switched access 

rates. 

19 Q. WOULDN'T MOST CUSTOMERS FOR WHOM PRIVATE LINE SERVICE IS -4S 

20 ECONOMICAL ALTERNATIVE, ALREADY BE USING PFUVATE LINE SERl-ICE 

21 TO CARRY THEIR TOLL TRAFFIC? 

's4Calculated from USWC's responses to Data Requests WDA 21-13, Attachments A and C. 
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10 Q. WHAT IS USWC'S SHARE OF THE SWITCHED ACCESS MARKET IN ARLZONA? 

A. Yes. For those customers who originate and terminate extremely high volumes of 1011 

traffic, private line services like special access is an economical alternative. HCW zver. 

the majority of those customers would already be using private line services to c a 7 -  their 

toll traffic. There may be a small percentage of customers whose level of usage 1s on the 

borderline between making switched access and private line the more economical choice. 

In these instances. a change in one of these service's rates may have an impact or; 2 

customer's decision between the two services, however, this situation would be limited, 

certainly not typical or average. 

I 

11  A. USWC has a virtual monopoly of the switched access services in Arizona. For example, 

12 according to the information provided by Dr. Wilcox in this proceeding, USWC's 

competitors' share of the switched access minutes of use in Phoenix is less than 

** ** ' 5 5  14 

16 N. INTRASTATE PRIVATE LINE 

17 

18 Q. HAVE YOU DETERMINED THE REVENUE REQUIREMENT FOR USWC'S 

19 INTRASTATE P W A T E  LINE SERVICES? 

20 A. Yes. In response to discovery, USWC provided its Part 36 Separations Studies for the 

21 

I 

year 1999.'56 These separations studies prepared by USWC separately show the 

'55Wilcox Direct Testimony Exhibit BMW-15 and Attachment L of USWC's response to Dab RzTest 
WDA 1-15. 

'56uSWC response to Requests WDA 23-7,24-1 and 24-2. 
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1 intrastate interLAT.4 and intrastate intraLATA private line revenue requiremenrs. The 

local private line revenue requirement can also be determined from the figures ha: 

7 
3 

4 

5 

underlie that stud),. Data from USWC's own separations studies show that USJVC's 

1999 test year revenue requirement for its intrastate private line services is * * x *  

~ 

as is shown on Schedule WDA-23. 

6 

7 

8 TEST YEAR? 

Q. WHAT WERE USWC'S INTRASTATE PRIVATE LINE REVENUES FOR ITS 1999 

9 A. USWC's intrastate private line revenues totaled ** ** for its 1999 test 

10 year. I57 Therefore, USWC's intrastate private line services have a ** *= 

1 1  annual revenue deficiency. 

12 

.' Q. WHAT DOES USWC PROPOSE FOR PRIVATE LINE SERVICES? 

14 A. USWC has proposed the following for Private Line services: 

15 
16 
17 
18 
19 
20 
21 
22 
23 
24 

1. 

2. 
3. 
4. 
5. 
6.  
7. 
8. 

Increase the recurring two-wire/four-wire Network Access Channel 
(NAC) Rates; 
Increase some and reduce other Channel Performance rates; 
Grandfather Local Area Data Service (LADS); 
Increase fixed and per-mile transport mileage rates; 
Increase some and reduce other Optional Features and Functions: 
Increase some and reduce other Private Line NRCs; 
Increase Digital Data Service (DDS) rates; and 
Increase E9 1 1 Transport Rates. 15* 

25 Q. WHAT IS THE REVENUE IMPACT OF USWC'S PIUVATE LINE AND E91 1 

26 TRANSPORT SERVICE PROPOSALS LISTED ABOVE? 

I USWC's response to Data Request WDA 30-3, Attachment A. 157 

I 

~ 

McIntyre Supplemental Direct Testimony, pages 6-13. 158 
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1 -4. The annual revenue impact is an increase in revenues of $5.6 million for the Pri\.ars Line 

, - service proposals. and an annual increase of $1 09,972 for the E91 1 transport proposals.'5" 

3 

4 Q. HAS THE COMMISSION DETERMINED THAT PRIVATE LINE SERVICES -* 
5 COMPETITIVE? 

6 A. The Cornmission has classified the interexchange private line services as competitive and 

7 

8 

9 

10 

flexibly priced.'60 The Commission has not classified the local private line sen-ices as 

competitive or flexibly priced. In discovery, USWC was unable to separate the private 

line revenues between the private line services the ACC has classified as competitive. and 

the private line services the ACC has not classified as competitive.I6' It is reasonable to 

11 

12 

expect that the majority of the private line revenues are in the category that the 

Commission has classified as competitive. USWC contends that all private lines are 

competitive, but the Commission Order which granted competitive status specificall? 

1 4 

15 

referenced "interexchange" private line services. 

16 Q. WHAT DO YOU RECOMMEND? 

17 A. I propose that USWC's proposal for E-91 1 and 91 1 services be granted as filed without 

18 

19 

20 

21 

I 

additional increases allowed. I recommend that the customers of US WC monopoly 

services not be required to support USWC's pricing of their private line services below 

cost. To allow this would be requiring the customers of what are primarily non- 

competitive services to support USWC's competitive services. Therefore, I recommend 

McIntyre Supplemental Direct Testimony, pages 12-13. 159 

Paragraph 7, ACC Decision No. 59637. 
USWC response to Request WDA 16-002. 
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10 

1 1  

12 

14 

15 

16 

17 

18 

19 

20 

21 

this Commission authorize USWC to increase its private line rates such as to produx an 

additional ** ** in revenues. 

Since at least a major portion of this service is flexibly priced, the Commission Order \\.ill 

not mandate the USWC management to increase the price for these competitivel? pnced 

services, since that discretion has been given to management. However, the additional 

revenues will be imputed in the revenue analysis in this proceeding, regardless of n-hether 

the USWC management chooses to increase the private line rates or not. The revenue 

requirement that is being considered in this case includes in excess of ** *T in 

private line revenue requirement. However, the private line revenues are only ** 

**. Therefore, if the rates are not increased, or a revenue imputation is not made. 

that will mean the rates for non-competitive services will have to be priced to cover 

approximately * * 

If USWC chooses to price its competitive services at a loss, that is a USWC mana,, 0-m en t 

decision which they are allowed to make under flexible pricing. However, in no event 

should the rates for other non-competitive services be set to remove the private line 

revenue requirement that the USWC management has elected to not recover in the private 

line rates. 

** of private line competitive service revenue requirement. 

In short, the revenue impact calculation should include a ** 

revenue increase for private line services, with the permission to make those incrtzses 

annual 

The E91 1 increase of $109,972 is included in this proposal. Therefore, the increase for o ths  sex-ires 
would be the stated amount less the E91 1 transport increase. 
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1 granted to USWC. That revenue impact should be used regardless of whether CSII’C 

chooses to take ad\?antage of that permission or not. 

3 

4 Q. IF YOU DO NOT SPECIFICALLY ADDRESS A RATE DESIGN PROPOSAL OF 

5 USWC II\J THIS TESTIMONY, DOES THAT MEAN YOU DO NOT OPPOSE TH=r\T 

6 RATE PROPOSAL? 

7 A. NO. If I do not specifically address a rate design proposal of USWC in this testimony, 

8 that does not necessarily mean I do not oppose that rate proposal. I recommend that the 

9 rates shown on Schedule WDA-20 be implemented in this proceeding. I recommend that 

10 no other rate changes be made in this proceeding other than those shown on Schedule 

11 WDA-20. 

12 
V. UNIVERSAL SERVICE ISSUES --i 

3 A. ARIZONA’S PENETRATION RATE IS BELOW AVERAGE. USW’C’S 
16 
17 
18 

PROPOSED RATE INCREASES FOR RESIDENTIAL BASIC 
EXCHANGE SERVICE WOULD HARM UNIVERSAL SERVICE. 

SiM 

19 Q. DOES ARIZONA ALREADY HAVE A BASIC LOCAL, SERVICE PENETRATION 

20 PROBLEM? 

21 A. Yes. Arizona lags behind most states in the USWC region and the majority of the states 

22 in the country in telephone service penetration rates. Only two states in USWC’s 14-state 

23 

24 

25 

region (New Mexico and South Dakota) have penetration rates that are below Arizona’s 

current penetration rate of 93.2%. The average penetration rate for USWC’s 14-state 

region is 94.9%. In addition, Arizona lags behind 33 states natiunwide in penetration. 
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1 The current nation\\-ide average penetration rate is 94.2%, leaving Arizona well k lm the 

average for both USWC's region and the nation as a whole.'6' 

4 Q. IS USWC'S PROPOSAL, TO DRASTICALLY INCREASE THE RATES FOR LOlf* 

I 5 INCOME AND LIFELINE CUSTOMERS IN THE PUBLIC INTEREST? 

6 -4. Absolutely not. USWC's proposal drastically increases the basic exchange sen-ice rates 

7 for the customers that Mr. Teitzel admits are least able to pay for these services.1G This 

S undermines the benefit of having assistance programs. USWC's proposal to drastically 

9 increase these rates will jeopardize the ability of these needy customers to obtain 

10 telephone service, is not in the public interest, and should be rejected by the Commission. 

11 

12 Q. ON PAGE 37 OF HIS DIRECT TESTIMONY, MR. TEITZEL CLAIMS THAT THERE 

ARE APPROXIMATELY 160,000 CUSTOMERS THAT ARE ELIGIBLE FOR ST-ATE 

14 

15 

AND/OR FEDERAL ASSISTANCE IN PAYING FOR TELEPHONE SERVICE IN 

ARIZONA. HOW MANY CUSTOMERS ACTUa4LLY RECEIVE ASSISTANCE IN 

16 ARIZONA? 

17 A. Only a small portion of those who Mr. Teitzel claims "qualify" for assistance actually 

18 receive assistance. For example, USWC indicates that the average number of US%-C's 

19 customers that subscribe to Lifeline service in Arizona is 4,447 and the total number of 

20 subscribers who receive assistance from USWC's Low Income Telephone Assistaxe 

Data for annual 1999 unit penetration. FCC's Monitoring Report, CC Docket No. 98-202, December 
1999, Table 6.3. 

163 

Teitzel Direct Testimony, page 37, line 14. 164 
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8 

9 

10 

11 

12 

14 Q. 

15 

16 

17 

18 

19 A 

20 

Program (TAP) is 3.835.165 The fact is that programs such as Lifeline and TAP. Lvnich 

provide assistance to low income consumers are helpful, however, such need-based plans 

are not the full answer. Many of the customers that would qualify for such programs. for 

a number of different reasons do not receive assistance from these pro,orams. For 

example, they mal. not be aware of these programs, may not be willing to go through the 

administrative procedures required to qualify or may for personal reasons be unn.illing to 

accept assistance on the basis of their income. 

Such programs do help some customers, but in the interest of universal service it is also 

necessary that the residential basic exchange rates, which are available without requiring 

the customer to declare and prove that they have low income, should be as reasonably 

priced as possible. 

ON PAGE 35, LINE 33 OF HIS DIRECT, MR. TEITZEL CLAIMS THAT HIS 

PROPOSED RESIDENTIAL BASIC EXCHANGE INCREASES WILL HAVE A 

"NEGLIGIBLE" IMPACT ON SUBSCRIBERSHIP LEVELS IN ARIZONA. -4RE 

THERE MANY CUSTOMERS IN ARIZONA THAT ARE BEING PRICED OFF THE 

NETWORK AT THE CURRENT RATES? 

Yes. At USWC's current rates, USWC initiates the disconnection of over ** * x  

residential customers for non-payment per year.'66 This represents nearly ** ** of 

'65USWC's Response to Data Request WDA 21-12 (b), which is an updated response to USWC's response 
to Data Request WDA 2- 16. 

Ib6According to Section E 2 2 9  of USWC's Non-Recurring Priceouts 1999 Test Year, provided in response 
to Data Request WDA 21-3, USWC initiates the termination of an average of *: :* residential I 
services per month. 
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1 

2 

USWC's total residential lines in service in the State of Arizona.167 Many residential 

customers are having trouble paying the phone bill even at current rates. Cleariy. 

3 drastically increasing the rates for residence basic local exchange service would make 

4 these situations even worse. 

6 Q. WHAT SHOULD BE DONE TO PROMOTE AN INCREASE IN PERCENT 

7 PENETRATION lX ARIZONA? 

8 A. In order to promote an increase in percent penetration in Arizona, the non-recurring and 

9 recumng residential basic exchange rates must be kept as low as possible. USJ-C's 

10 

11 

12 negative impact on penetration. 

proposal to reduce the non-recumng residential basic exchange rates is a step in the right 

direction, but the USWC proposal to greatly increase the recumng rates will ha\-e a 

14 B. UNIVERSAL SERVICE SHOULD BE -4FFORDABLE FOR ALL 
15 CUSTOMERS, NOT JUST "MOST CUSTOMERS" 
16 

17 

18 

19 

Q. ON PAGE 36 OF HIS DIRECT, MR. TEITZEL ARGUES THAT "MOST 

CUSTOMERS" M'ILL BE ABLE TO AFFORD THE RESIDENTIAL BASIC 

EXCHANGE RATE INCREASES THAT HE PROPOSES IN THIS PROCEEDING. 

20 

21 

DO YOU BELIEVE THAT A BASIC EXCHANGE RATE INCREASE IS 

WARRANTED AS LONG AS "MOST CUSTOMERS' CAN AFFORD TO PAY IT? 

22 A. No. First of all, the current residential basic exchange service rates are not only already 

23 well above the relevant residential basic exchange service TSLRICs, but also residential 

According to USW-C's ARMIS Report 43-08 for the year 1999, Row 130, USWC has 2,009293 
residential lines in service in Arizona. 

167 
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3 

4 

5 

6 

7 

8 
9 

10 

basic exchange sen-ice makes the largest contribution of any major service catego;-?. to 

the joint, shared and common costs, as shown on Schedule WDA-19. Secondl?.. 

residential basic exchange service is one of the services included in the definition of 

universal service. Due to the importance of this foundational service, residential bzsic 

exchange service should be universally affordable to all of those who wish to subscribe to 

it, not just affordable for what USWC calls "most customers." 

C. CHARGING EXCESSIVE RATES IN AREAS WHERE LITTLE OR S O  
COMPETITION EXISTS WILL NOT "ATTRACT" COMPETITORS 

11 Q. ON PAGE 43, LIST 9 OF HIS DIRECT TESTIMONY, MR. TEITZEL CLAIMS THAT 

12 

13 

USWC'S PROPOSED RATE INCREASES FOR RESIDENTIAL BASIC EXCHQJGE 

SERVICE "WILL INCENT COMPETITIVE GROWTH." WILL THESE PROPOSED 

':. 

15 A. No. USWC is claiming that it is pro-competitive to reduce rates in those areas whtre 

RATE INCREASES PROMOTE COMPETITIVE GROWTH IN ARIZONA? 

16 

17 

18 

19 

20 

21 

22 

23 

34 

they may face competition, while increasing rates in those areas where little or no 

competition exists. USWC is arguing that such a policy may attract competition to the 

areas or services where there is currently little or no competition. First of all, it is 

obvious that USWC would not propose a strategy that would actually result in increasing 

competition to itself It is not in USWC's interest to propose a price structure that would 

attract competition for itself. 

USWC lowering the prices where they face competition forces the competitors to lower 

their prices, which lower competitors' earnings. This does not benefit the Competitors. 
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USWC charging higher prices where they have monopoly power does not attrac: 

competitors, as \vi11 be discussed below. The high monopoly rates would attract 

competitors - only if those competitors knew that those high monopoly rates would 

continue to exist once the competitors arrived in the area. However, from their p s t  

experience with LECs like USWC, the competitors know very well that those high 

"monopoly" rates cease once the competitors enter the market. The competitors know 

very well that once they started competing in an area or service, US WC would dro;, their 

high "monopoly" rates and replace them with their low "anti-competitive" rates in those 

areas and for those services where competition existed. 

By pricing competitive services to produce little or even negative earnings, the LECs can 

make the competitors unprofitable, limit their growth, and send a message to the potential 

competitors that their profits will be low or non-existent wherever it is they choose to 

compete with that LEC. 

D. RELATIONSHIP BETWEEN UNBUNDLED NETWORK ELEMEYTS 
AND RETAIL SERVICES 

20 Q. ON PAGE 33 OF HIS DlRECT TESTIMONY, MR. TEITZEL ARGUES TH.41 

21 

22 

THERE MUST BE A LOGICAL RELATIONSHIP BETWEEN THE PRICES FOR 

UNBUNDLED KETWORK ELEMENTS AND THE RATES CHARGED FOR 

I 23 INDIVIDUAL SERVICES. IN TELECOMMUNICATIONS, IS IT COMMOS FOR 

THE APPROPRIATE RATE FOR AN INDIVIDUAL SERVICE TO BE LESS THAN 
~ 34 
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1 THE CHARGE FOR THE UNBUNDLED IETWORK ELEMENTS THAT ARE 

NEEDED TO PROl?DE THAT SERVICE? 

3 A. Yes. In telecommunications, nearly all services are provided over shared facilities. 

I 4 When it is USWC that is providing the services to its end-users using those shared 

I 5 facilities, the proper rate design for those services is to pnce each service at a le\.el that 

i 6 contributes to the recovery of the cost of the shared facilities. 

7 

8 When these facilities are rented to a competitor, these facilities are referred to as 

9 "unbundled network elements." When a competitor rents unbundled network elements 

10 from USWC, it is up to the competitor to properly price each of its services that it 

1 1 provides using these elements at a level that contributes to the recovery of the shared cost 

12 of renting those facilities from USWC. 

14 

15 E. WIRELESS SERVICES ARE NOT A PRACTICAL ALTERNATIVE TO 
16 LANDLINE TELECOMMUNICATIONS SERVICES 
17 

18 Q. MR. TEITZEL DEDICATES SEVERAL PAGES OF HIS SUPPLEMENTAL DIRECT 

19 TESTIMONY TO A DISCUSSION OF WIRELESS SERVICE PROVIDERS. O S  

20 PAGE 25 OF HIS TESTIMONY, HE REFERENCES A SURVEY THAT FOL%B 45% 

21 OF PHOENIX HOUSEHOLDS AND 43% OF TUCSON HOUSEHOLDS SCTBSCRIBE 

22 TO WIRELESS SERVICE. ON HIS SUPPLEMENTAL DIRECT TESTIMOIY 

23 EXHIBIT DLT-43, HE PROVIDES DATA SHOWING AN INCREASE rrCT 

'4 CELLULAR MIKXJTES OF USE IN ARIZONA. DOES THIS INFORMATIOY 

I 
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3 A  
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6 

7 

8 Q  

9 

10 

11 A. 

12 

14 

15 

16 

17 

18 

19 

DEMONSTRATE THAT CELLULAR SERVICE IS REPLACING LANDLIKE 

TELECOMMLKIC4TIONS SERVICES? 

No. At best, this information demonstrates that cellular services are a form of 

telecommunications that are. a supplement to landline telecommunications senices. not a 

replacement for them. As discussed elsewhere, the household penetration rate for basic 

exchange service in Arizona is 93.2%.'68 

HAVE USWC'S LINES IN SERVICE BEEN INCREASING OVER TIME, DESPITE 

THE FACT THAT WIRELESS SERVICES HAVE BEEN U O U N D  FOR SOME 

TIME? 

Yes. Despite the fact that wireless services have been around and growing for many 

years now, USWC's number of access lines in service in Arizona has grown year after 

year. In addition, in response to discovery, USWC provided its forecast of residential 

lines in service through the year 2003. This forecast shows that USWC anticipates the 

number of both residential main lines and additional lines to ** 

**.169 In addition, nationwide the number of access lines (landline) has g o w n  

year after year, at the same time cellular service was also rapidly growing. Clearly, the 

growth of wireless service is not resulting in the decline of landline telephone sen-ice. 

-~ 

FCC's Monitonng Report, CC Docket No. 98-202, December 1999, Table 6.3 i 68 

'6?JSWC's response to Data Request WDA 3-22, Attachment A. 
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1 Q. ON PAGE 26 OF HIS SUPPLEMENTAL DIRECT TESTIMONY, MR. TEITZEL 

- CLAIMS THAT THE RATES FOR WIRELESS SERVICES ARE "EXTREMEL\,- 

3 

4 A. No. One of the key determinants of the price of a cellular service package is the number 

COMPETITIVE V?TH WIRELINE SERVICES." DO YOU AGREE? 

5 of minutes that are included in the package. According to USWC, the average monthly 

6 

7 

8 

9 

10 

11 

12 

residential basic exchange service flat-rate local usage on a USWC line is ** 

outgoing minutes. ''O Nationwide, the percent of households that have telephone szmice 

(landline) has grown over the last ten years, even while cellular service was rapid1)- 

growing.'" Of course, a call that is outgoing on one line is incoming on another line, so 

the total usage for landline telephone service is approximately in excess of ** 

minutes per line. Cellular service generally charges separately for incoming as well as 

outgoing minutes. 172 In his Supplemental Direct Testimony Exhibit DLT-30, h4r. Teitzel 

provided a comparison of some of the wireless service packages that are offered in 

** 

** 

14 

15 

16 

17 is $13.18 per month.'74 

18 

Arizona. Under the wireless plans shown on Mr. Teitzel's Exhibit, a wireless plan that 

included 1,000 minutes of use would cost a minimum of about $49.99 per month.'-' This 

is over 3.5 times the USWC charge for landline residential basic exchange senice, which 

'7?JSWC's response to Data Request WDA 1-32 (A). 
I 

FCC's Monitoring Report. 

Of the plans shown on Exhibit DLT-30, Voicestream Wlreless Get More 2000 Service would 
closest reasonable charge. Under this plan, the customer is charged $39.99 per month for 500 'zq-mne" 
minutes and an additional $10.00 for 500 "weekend" minutes. Therefore, the total charge WOUX be 
$49.99. 

171 

17' Some PCS allows the first incormng rmnute at no charge, but then charges after that. 
tbe I73 

1 7 9  . eitzel Direct Testimony, page 28. 
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18 
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VI. CONCLUSION 

Q. WHAT DO YOU RECOMMEND? 

A. Staff recommends the rate design as shown on Schedule WDA-20. The Staff 

recommendation is a reasonable proposal that balances the Company interest with the 

public interest. The Staffs recommendations are based upan proper rate design 

principles and requirements, including those included in TA96. 

Staff recommends that the Commission deny the US WC “competitive zone” proposal. 

Staff recommends that any regulatory structure that is adopted should include a specific 

requirement that prices in different geographic areas may not vary by an amount that is 

greater than the variation that is justified by any variation in the cost of providing service. 

If the regulatory structure allows price flexibility or “revenue neutral” restructuring. any 

such restructure should not increase the rate differential between geographic areas that is 

incorporated in the specifically approved ACC rates, without specific Commission 

approval. 

USWC’s “competitivezone” proposal has not been supported by the evidence that the 

Commission rules require it to provide to show a service or area is competitive. Many of 

the services in many areas that USWC considers to be competitive will not meet the 

requirements of the Commission rule, and are not competitive by standard criteria. The 

data that USWC has provided in this proceeding indicates that fewer than ** 
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7 

8 

9 

10 

11 

12 

14 

15 

16 

17 

18 

19 

20 

21 

22 

7 3  

** of the residential lines in service have been ported in the 23 wire centers tha? 

US WC proposes be immediately established as residential “competitive zones”. The 

data USWC provided shows that USWC has “lost” only about ** ** of the business 

lines, and is serving ** 

US WC proposes be immediately established as “competitive zones”. 

** of the business lines, even within the 49 wire centers that 

In addition, USWC’s “competitive zone” proposal would allow USWC to violate Section 

254(k) of the TA96. The proposal would allow USWC to shift the recovery ofjoint and 

common costs away from competitive services, and onto monopoly ratepayers across 

geographic areas ofthe state. Under USWC’s proposal, USWC would be allowed to 

charge higher rates for a service in areas that are subject to little or no competition and 

lower rates for that service where competition does exist. This difference in pricing 

would not have to reflect a difference in cost of providing service. This is c o n w  to the 

requirements of Section 254(k). The Commission must establish cost allocation rules or 

other safeguards which prevent such‘a discriminatory recovery of the joint and common 

costs. 

USWC’s claims that residential basic exchange service is “below cost” and is receiving a 

“subsidy” from other services, is based upon a direct violation of the proper calculation 

of direct costs/TSLRICs. The accepted definition of TSLFUC dictates that only costs that 

are directly caused by one service are to be considered as the direct costs of that service. 

The loop facility is shared by several services, but USWC improperly included 100% of 

the loop cost in its claimed direct cost/TSLRIC for basic exchange service. However, for 
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- 

3 

4 

5 

6 

7 

8 

9 

10 

11 

the other services that share the loop facility, which include toll, switched access. 2nd 

vertical services. USWC included no portion of the loop facility costs. When fnc direct 

cost/TSL€UC of residential basic exchange service is calculated using the accepted 

TSLRIC definition, the direct cost of residential basic exchange service is ** *-. If 

USWC ceased providing residential basic exchange service, while continuing to pro\-ide 

all other services, US WC would lose an average of $13.18 per month, per line in rb -\.enue, 

but would save only ** 

is clearly better off with residential basic exchange service than without it. Residential 

basic exchange service makes the largest contribution toward the residential shared joint 

and common costs of any residential service. 

** per line per month in costs, even in the long run. L-SM’C 

12 Q. DOES THIS CONCLUDE YOUR RATE DESIGN TESTIMONY? 

A. Yes. 
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SCHEDULE WDA-16 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



Schedule WDA-17 
Page 1 of 1 
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SCHEDULE WDA-18 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



SCHEDULE WDA- 19 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN RELETED 

FROM THIS TESTIMONY. 



I 
I 

SCHEDULE WDA-20 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 



Schedule WDA-2 1 
Page 1 of 1 

Arizona 
Docket No. T-1051B-99-105 
WDA 19-005 

INTERVENOR: Arizona Corporation Commission Staff (Dunkel) 

REQUEST NO: 005 

With reference to USWC's June 28, 1999 petition to classify its Directory 
Assistance Service as competitive, USWC requested that the Commission allow 
USWC to implement a $1.50 maximum rate for DA service and to eliminate the 
one call allowance for DA. 

A. Please provide USWC's estimated annual revenue impact of its proposed 
changes for DA. The revenue impact provided should show all present 
quantities, proposed quantities, present rates and proposed rates for 
DA . 

B. Please provide a breakdown of the revenue impact provided in response to 
part (a) to separately show the revenue impact that results fromthe 
proposed rate increase and the revenue impact that results from the 
elimination of the one-call allowance for DA. 

% 

RESPONSE : 

a. On December 7 ,  1999, the Commission approved U S WEST's petition to 
classify its DA service-as competitive. However, the Commission did not 
approve the proposed pricing changes included in the petition, stating that 
the price changes and associated revenue impact would be addressed in the 
rate case. The original revenue impact of U S WEST's pricing proposal in the 
rate case was $18.261 million, as stated in the Direct Testimony of David 
Teitzel. However, since that time, the Company has received updated 
information indicating that the revenue impact should have been shown as 
$23.538 million. The Company is preparing an update to its rate case filing 
to reflect this change. 

b. The revenue impact associated with the Company's revised rate case DA 
proposal is shown on Confidential Attachment A.  Confidential Attachment A is 
being provided pursuant to the terms of the Protective Agreement in this 
proceeding. 



SCHEDULE WDA-22 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

I FROM THIS TESTIMONY. 



L 

SCHEDULE WDA-23 CONTAINS INFORMATION 

CLAIMED TO BE PROPRIETARY BY USWC. 

THEREFORE, IT HAS BEEN DELETED 

FROM THIS TESTIMONY. 
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