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Direct Testimony of Stephen Ahearn

A.

.|| Docket Nos.T-00000A-97-0238, RT-00000F-02-0271, T-01051B-02-0871

Q.

Please state your name for the record.
My name is Stephen Ahearn. My business address is 1110 West Washington,

Suite 220, Phoenix, AZ 85007.

Please state your educational background and qualifications in the utility regulation
field.

| have been employed by the State of Arizona as the Director of the Residential
Utility Consumer Office ("RUCQ”) since January 2003. From 1998 through 1999, |
was employed by the Arizona Corporation Commission in the capacity of Executive
Consultant. From 1990 to 1998, | was closely involved with utility regulation at the
Commission and utility policy-making at the Legislature in my role as the Manager
of Planning and Policy at the Department of Commerce Energy Office. Additionally,
| have had training in utility ratemaking and telecommunications policy conducted by
NARUC and New Mexico State University, respectively. Finally, | have an MBA in

Finance from UCLA.

From what perspective do you offer this testimony?

| offer my testimony from a public policy orientation, and its emphasis is meant to go
directly to issues affecting the integrity of the institution of the Arizona Corporation
Commission. | do not offer this testimony as a technical expert; RUCO’s technical

record in this matter has previously been established in the relevant dockets.
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Docket Nos.T-00000A-97-0238, RT-00000F-02-0271, T-01051B-02-0871

Q.
A.

Please summarize your testimony.

My testimony presents RUCQO’s position regarding the proposed Settlement
Agreement reached between Staff and Qwest. RUCO believes that the Settlement
Agreement is insufficient and therefore not in the public interest. Most importantly,
RUCO believes that Qwest needs to be held accountable and responsible for
clearly demonstrated wrongdoing, and that a finding of wrongdoing by the
Commission needs to be made in the 252 docket and 271 sub-docket. The reasons
why this is of utmost importance will be elaborated upon and developed further in
my testimony, and suggestions to address the deficiencies will be provided in the

sections of this testimony that follow.

With regard to the financial elements of the Settlement Agreement, RUCO
acknowledges that the Settlement Agreement goes a long way to redress many of
the grievances against the company in these combined cases. However, RUCO
believes that the Settlement Agreement can be improved in the following ways:

e Settlement Agreement - §3, p. 6 - RUCO recommends a three year period be
considered for the one-time credit (Settlement Agreement provides fora 1 V2
year period) and should be applied to all types of services (i.e. not limited to
just 252 services). These modifications make the Settlement Agreement
conform more closely to the deal Eschelon and McLeod received;

e Settlement Agreement - §2, pp. 3-6 — regarding “underserved areas”- RUCO
recommends a commitment from Qwest of a timetable acceptable to the
Commission when broadband services will be available in the underserved

areas,
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e Settlement Agreement - § 2, p. 3-6 — The Settlement Agreement should
specifically direct that Qwest will not be able to earn a return on any of the

so-called “voluntary contributions” investments.

Q. Was RUCO a party to all the proceedings that are the subject of the Settlement
Agreement?

A. No. RUCO was not a party to the OSC Docket regarding Qwest’s implementation
of wholesale rates. Therefore, RUCO has evaluated the Settlement Agreement

only as it relates to the 252 proceeding and the 271 proceeding.

Q. What was the status of the proceedings prior to the negotiation of the Settlement
Agreement?

A. The Commission held a hearing in the 252 docket on March 17-20, 2003. Post-
Hearing Briefs were filed and the matter has since been under advisement. On May
6, 2003, Staff filed its Report and Recommendation in the 271 Sub-Docket. On May
19, 2003, Qwest filed exceptions to the Staff Report and requested a hearing.
Qwest has since conditionally withdrawn its request for a hearing and has filed with
Staff a request for a joint procedural schedule. That request was granted and a
hearing to consider the Settlement Agreement is scheduled to commence on

September 16, 2003.

Q. Does RUCO find the Settlement Agreement to be a satisfactory resolution of the
252 Docket and the 271 Sub-Docket?

A. By itself, no.
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Q.

A

Why not?

Essentially, Qwest's conduct was so egregious that the company should be subject
to a penalty that goes beyond merely paying money. Qwest not only interfered with
the development of the competitive market by discriminating in favor of some
competitors and against others, but it also undermined the integrity of the
Commission’s process to evaluate whether Qwest should be granted authority to
enter the interLATA market. In addition, Qwest has demonstrated a history of
inaccurately predicting its own performance, resulting in favorable treatment by the
Commission. In consideration of this history, the Commission should exercise great

caution and specificity in how it orders Qwest to act (or not act).

What evidence was presented that Qwest interfered with the development of
competition?

The record clearly established that Qwest engaged in discriminatory conduct that
favored two CLECs, Eschelon and MclLeod, over others. These CLECs were
provided pricing discounts unavailable to other CLECs, giving them a competitive

advantage.

What evidence was presented that Qwest undermined the integrity of the
Commission’s process?

The record establishes that Qwest entered into, and failed to file, non-participation
agreements with two of its largest wholesale customers, McLeod and Eschelon. It
is clear from the record that these companies were experiencing significant service-

related issues with Qwest. Because of the secret agreements, the Commission

4
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was unaware of the service related issues during the course of its 271 process. In
the case of Eschelon, relations turned so bad that at one point Qwest attempted to
solicit compliance with the non-participation agreement by requesting that Eschelon
destroy certain records and file supporting testimony and testify when requested by
Qwest and in a manner suitable to Qwest. Throughout this time, Qwest was making
its 271 case and assuring this Commission that it was in compliance with the

various checklist items required by the Act.

In addition, it is clear from the record that Qwest deliberately and intentionally failed
to file interconnection agreements that, by law, this Commission is required to
approve. Those agreements decided such things as rates and services between
Qwest and the CLEC. In effect, Qwest, through its actions, assumed the role and

carried out the function of the Commissioners.

Q. What historical events suggest that the Commission should use the utmost care in

how it formulates and words its Orders regarding Qwest?

A. Historically, Qwest may comply with the letter of this Commission’s Orders, but

does not always comply with the spirit of the Commission’s Orders.

For example, in Decision No. 62672 (Qwest merger with US West — June 30, 2000)
the Commission ordered Qwest, because of the compelling need to upgrade
Arizona’s rural telephone services, to invest roughly $48.24 million annually to
upgrade or extend services in rural exchanges in “central offices of 50,000 or less

access lines.” The Commission’s obvious intent was to require Qwest to invest in
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rural service areas. In fact, as the Commission later found out, exchange areas of
50,000 access lines include larger metropolitan areas — which were clearly not

what the Commission intended in its Decision.

Q. What other historical events suggest that the Commission should pay very close

attention to the positions advocated by Qwest?

A. As | previously stated, the Company has a record of predicting highly inaccurate

future business scenarios, resulting in undeservedly favorable treatment by the
Commission. The 1999 merger docket (T-01051B-99-0497) provides a rich
illustration of this corporate shortcoming. Qwest persuaded the Commission to
approve the merger, because, according to Qwest, the merger would result in
approximately $18.5 billion of pro-forma year-2000 revenue; during the period from
2000 through 2005 the merger would enable Qwest to achieve gross revenue
synergies of more than $12 billion and net financial and operational synergies of
approximately $10.5 to $11 billion; the merger would result in the acceleration of the
deployment of broadband communications; the merger would allow for the
redeployment of approximately $7.5 billion toward new investment in Internet
applications and out-of-region broadband access and Internet services; and the

merger would actually increase Qwest’s incentives to meet consumer demands.

In fact, what has actually happened to Qwest since the merger has been the subject
of newspaper headlines throughout Qwest's fourteen-state region. Since the
merger Qwest’s credit line has been cut to junk, it's stock price has hit all-time lows,

it has been the subject of numerous federal investigations including the SEC’s

6
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investigation into Qwest’'s accounting, the US Attorney’s investigation of criminal
wrongdoing, a congressional investigation in conjunction with Global Crossing, and
a US General Service Administration announcement that it would review all
governmental contracts that it had with Qwest. Qwest has experienced substantial
quarterly revenue losses and announced that it made $1.5 billion in accounting
errors in 2002, creating the scenario that a bankruptcy filing was impending. It was
only a short time after the merger that it was clear the merger would not result in the

benefits that Qwest claimed.

Q. Historically, has the imposition of fines/penalties been successful in deterring Qwest

from wrongdoing?

A. No. In the past, the payment of substantial penalties has not deterred Qwest from

wrongdoing. Since 1996, Qwest has paid this Commission over $4.5 million in
penalties regarding the Quality of Service Tariff. Qwest has also paid substantial
penalties in other states. In Florida, Qwest paid $3.25 million to settle slamming
complaints, in California Qwest paid $20 million in penalties for slamming violations,
and in Arizona, Qwest settled for over $3 million to resolve similar type complaints.
One can reasonably conclude that Qwest considers fines as a cost of doing

business and is not deterred by having to pay them.

Q. From a policy perspective why do you believe Qwest needs to be held accountable
beyond the monetary provisions set forth in the Settlement Agreement?
A. Qwest's conduct was egregious and possibly criminal. Qwest’s conduct did more

than just discriminate against non-party CLECs. Qwest participated in fraudulent
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A

schemes that undermined the integrity of this Commission’s regulatory process and
has jeopardized the credibility of this and future Commissions. There is no discrete
dollar value that the Commission can place on the integrity of the process or its own

credibility.

Do you believe that the integrity of the Commission will be restored by the approval
of the Settlement Agreement?

No.

Why not?

The public will question the integrity of the process as well as this Commission if the
Commission does not act swiftly and appropriately to address Qwest’s conduct that
undermines the integrity of the Commission’s process. A purely financial penalty—
one that represents significantly less than one percent of Qwest’'s reported 2001
gross revenues' -- will do little to restore the integrity of the process or the
Commission, or to seriously give pause to other would-be bad actors. On the
contrary, it is likely to further imperil the Commission’s integrity and tarnish future

regulatory processes by encouraging tolerance of Qwest-like conduct.

Do you believe that approval of the Settlement Agreement will send the wrong
message to utilities contemplating wrongdoing before this Commission?

Yes.

! Using the $21.317 million settlement maximum set forth in the proposed terms of settlement and dividing
that by Qwest’s annual Gross 2001 reported revenues (attached as Exhibit SA — 1) the settlement maximum
represents .00108 of Qwest’s total 2001 revenue (Qwest has not reported it's restated annual 2002 gross
revenues).
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Q.

A

Why?

Approval of the Settlement Agreement will send the message that companies can
engage in wrongdoing without the fear of a finding of wrongdoing. Instead, they will
conclude the checkbook solution is available to them, and will plan and scheme
accordingly. The decision to engage in wrongdoing will become less an ethical
consideration and less a consideration of respect for regulatory authority and
regulatory institutions. Instead, it will become an actuarial exercise—a financial

calculation of the risk of being caught and the likely penalty if discovered.

The payment of a large fine in this case will not in itself send the message this
Commission should send to Qwest or potential future bad actors. Unfortunately,
there is nothing that this Commission can do that will guarantee that Qwest will not
engage in similar conduct in the future. However, the Commission does have and
should exploit this opportunity to do everything in its power to send a message to
Qwest and future companies considering similar illegal conduct that it will not be

tolerated in Arizona.

Why would a finding of wrongdoing by this Commission be a stronger deterrent to
Qwest from engaging in wrongdoing in the future?

First, it will allow the Commission to invoke its contempt powers when Qwest
engages in wrongdoing in the future. Second, it will send the message to Qwest as
well as other regulated utilities that if they are to engage in future wrongdoing in

Arizona, they will not be able simply to buy their way out of it. Third, it will send a
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1 “message that a decision to engage in wrongdoing will be more than just a financial
2 decision.
3

4 Q. Would a finding of wrongdoing be necessary for the Commission to consider
5 Eschelon and McLeod’s participation in the scheme also improper?

6 |[A. Yes. Qwest was not the only participant guilty of wrongdoing. Eschelon and

7 McLeod were also involved in the scheme. Should the Commission consider
8 holding Eschelon and McLeod accountable, a finding against Qwest is necessary
9 since the scheme involved Qwest. Not finding Qwest responsible for wrongdoing
10 and clearing Eschelon and MclLeod of any wrongdoing will compound the
11 consequences of their acts—it will send the message to CLECs contemplating
12 illegal behavior that at least under some circumstance they will not have to fear any
13 consequences from this Commission.
14

156 | Q. Would a finding of wrongdoing promote the integrity of the Commission in this

16 case?

17 JA. Yes. Allowing Qwest to escape without a Finding offends the notion of justice and
18 would make the Commission appear as though it is more interested in accepting
19 money than in defending the integrity of its processes.

20

21 | Q. How do you recommend the Commission proceed to address RUCO’s concerns?
22 | A. RUCO would not object to the Commission approving the Settlement Agreement as
23 long as the Order granting approval includes a specific Finding of Fact and a
24 corresponding Conclusion of Law that Qwest engaged in practices that were

10
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discriminatory and illegal, as well as an ordering paragraph ordering Qwest to cease

engaging in discriminatory and illegal conduct.

Q. How would such terms in the Order assure that Qwest would not behave in the
future as it has in the past?

A. As | stated above, there is no wéy to guarantee Qwest's future behavior. At best,

the Commission can enter an Order that sufficiently limits Qwest's conduct such

that, if Qwest did violate that Order, the Commission can take action pursuant to its

contempt powers.

Q. Doesn't the Settlement Agreement already provide that Qwest failure to comply can
be enforced through the Commission’s contempt powers?

A. Yes, but because an Order that merely adopts the Settlement Agreement would
only order Qwest to do certain things, the Commission could not find Qwest in
contempt if it did those specific things but engaged in other forms of discriminatory
or illegal conduct. By drafting the Order to proscribe a broad category of conduct
(discriminatory and illegal conduct), the Commission could find Qwest in contempt
for any act of discriminatory or illegal conduct, not just for failing to comply with the

narrow requirements of the Settlement Agreement.

Q. What other provisions of the Settlement Agreement do you feel need to be
improved?
A. Following is a list of the other components of the Settlement Agreement that | feel

can be improved and the reasons why:

11
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1)

2)

Settlement Agreement - § 3, p. 6 - this section of the Settlement Agreement
provides that Qwest will issue a one-time credit to eligible CLECs, equal to a
10% of the total amount of services purchased under sections 251 (b) and (c)
of the Act. The credit applies to those purchases made during the period of
January 1, 2001 through June 30, 2001. RUCO recommends that this term
be changed to allow a one-time credit for purchases made during a three
year period and should be applied to all types of purchases (i.e. not limited to
just §252 services). The basis for RUCO’s recommendation is that the
minimum time period for the Eschelon deal was 5 years and the McLeod
agreement had a minimum period of 3 %2 years, and both applied to all
purchases. The Settlement Agreement should provide for a discount period
that approaches the minimum of what was agreed to in the secret

agreements and applies to the same services that were purchased.

Settlement Agreement - §2, pp. 3-6-a - the Settlement Agreement provides
that Qwest will make voluntary contributions towards infrastructure
investment in unserved and underserved areas throughout Arizona. RUCO
recommends a commitment from Qwest of an acceptable timetable when
broadband services will be available in the underserved areas. RUCO
makes this recommendation because of Qwest's previous promises and the
lack of any future timetable for Qwest to comply (See Qwest's statements
regarding the deployment of broadband referred to earlier in my testimony

and in the merger docket).

12
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Q.
A.

Moreover, RUCO would also note that Qwest's contributions to implement
infrastructure in underserved areas is nothing more than what Qwest has
promised before and is responsible for doing. If Qwest is going to be able to
use penalty money toward something it has already committed to do, the
Commission should at minimum prescribe a timetable and hold Qwest to its

word.

3) Settlement Agreement - § 2, pp. 3-6 — the Settlement Agreement is silent as
to whether Qwest will be able to earn a return on its voluntary contributions.
So that there is no misunderstanding, the Commission should include in its
Order an explicit provision that Qwest will not be able to earn a return on its
“voluntary contributions.” Qwest should not be able to earn a return on any
of the investments that it makes via the voluntary contributions, any recovery
of which would also violate the spirit of the Settlement Agreement. Here, the
Commission’s intent should be to use the voluntary contributions to improve
telecommunication services throughout this state. Were Qwest permitted to
earn a return on any of this portion of the Settlement Agreement, it would
offset the true amount of dollars being contributed so that less than the full

amount that the Commission intended would really be “contributed.”

Does this conclude your testimony?

Yes.
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